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EXECUTIVE SUMMARY

Executive summary

'1-;1anks to strong economic institutions and fundamentals, Sweden is well prepared to cope with
fall-out from the global financial crisis. The cycle has turned and, clearly, the key near-term challenge
is to steer through the slowdown without jeopardising longer-run macroeconomic stability.

With sound structural reforms, material living standards have risen strongly in Sweden over
the past 10 to 15 years. Market opening has boosted productivity growth, and recent reforms have
curbed labour market exclusion and benefit dependency. The relative decline of previous decades is
gradually being reversed. This Survey focuses on how to further promote economic growth while
preserving social cohesion and examines the following policy challenges:

Keeping fiscal policy on a sustainable track and continuing tax reforms to promote
growth. The ample fiscal surplus and relatively low public debt allow for some policy easing, but the
fiscal framework should be strengthened by linking targets more clearly to long-term considerations.
Sweden used to have the highest tax-to-GDP ratio in the OECD but has started to move down the list.
The challenge now is to continue with tax cuts, focusing on the worst impediments to growth
resulting from corporate and personal income taxation — with due regard to equity concerns.

Improving education and employment outcomes for youth. Despite a high overall
employment-to-population ratio, youth unemployment is widespread. One reason is that with a high
wage floor and stringent employment protection rules, strong skills are required to get a regular job.
The quality of compulsory school can be improved, especially regarding mathematics and science.
Upper secondary education could make youth more “job ready”, notably via more work-place
contact. Students should complete higher education and enter the labour market earlier. Universities
could benefit from more freedom to develop, possibly based on tuition charging. But in the end,
disproportionate youth unemployment can probably only be overcome if also addressing the core
labour market rigidities.

Taking privatisation further. Starting with a large portfolio of government-owned
enterprises, it was easy to identify a list of first candidates for sale. Going forward, privatisation will
have to be taken further in those numerous areas where societal objectives are better served by open
but regulated markets rather than by public ownership.
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Assessment and recommendations

Regaining higher relative living standards
is a key challenge

With an active, forward-looking approach to economic reform, Sweden has enjoyed
considerable international attention in recent years. Around 1970, Swedish GDP per capita
was less than 10% below that of the United States, but following the deep crisis in the
early 1990s the gap had widened to nearly 25%. Sweden has since started to catch up as
market-oriented reforms boosted productivity growth and, most recently, reforms to
promote the attractiveness of work have reduced the share of adults living on income
benefits. This Survey focuses on how Sweden can continue to catch up via better policies to
promote economic growth. Pursuing a growth-oriented reform agenda can help with social
cohesion: a growing tax base would ease pressures on public finances and measures in
education and labour markets could promote more equal employment outcomes and
equality of opportunity.

Specifically, the following key challenges are reviewed in this Survey:

® Long-term fiscal sustainability and a growth-oriented tax system. A sound fiscal position has
been achieved through consistent consolidation efforts since the crisis of the
early 1990s. Now it must be sustained: the fiscal framework should be strengthened with
targets more clearly derived from long-term considerations. Building on the recent tax
cuts, further reforms could boost growth. In this process, exemptions serving special
interests must be avoided.

@ Education policies and employment outcomes for youth. Despite a high overall employment-
to-population ratio, youth continue to face problems on the Swedish labour market. Both
the education system and labour market institutions need attention.

@ Privatisation and competition. Reducing the scope of public ownership, which currently
reaches into a wide range of business sectors, will benefit the Swedish economy. Going
forward, it will be important to combine privatisation with reforms to ensure effective
competition which should enhance welfare.

GDP growth will be weak in the near term...

The key near-term economic challenge will be to cope with the fall-out from the financial
crisis. Growth has stalled since the start of 2008 due to weak consumption and exports,
with consumers facing higher interest rates and food and energy prices, slowing house
prices and a weakening labour market. Export growth is likely to remain subdued, given
the slowdown in key trading partners. Businesses are likely to cut back investment. As a
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result of weaker demand, considerable margins of slack are set to emerge. Ultimately, the
slowdown could be even stronger if large write-downs of Swedish banks’ Baltic assets were
to undermine balance sheets, restricting credit in Sweden.

... and macroeconomic policy has started to ease

On the fiscal side, strong automatic stabilisers will provide a substantial cyclical cushion.
In addition, the government has announced a number of measures to be included in
the 2009 Budget, implying a reduction of the cyclically-adjusted surplus by almost 1% of
GDP next year. This has to be seen in the context of the large surpluses recorded in recent
years, with government net lending reaching 3% per cent of GDP in 2007 - far above the
targeted 1%. The cyclically-adjusted budget balance is set to remain above 1% of GDP
in 2009, even after the planned loosening. Accordingly, the longer-term soundness of
public finances would not be undermined. However, suggestions for further discretionary
measures should be weighed against the fact that fiscal balances often worsen more
during downturns than anticipated using standard cyclical-adjustment techniques.

Over the summer, inflation reached levels last seen in the early 1990s, at over 4%, driven by
high fuel and energy prices. In addition, mortgage interest costs for owner-occupied
dwellings increased rapidly since mid-2006, directly pushing up CPI inflation. At the same
time, inflation expectations rose, including at longer horizons, leading the Riksbank to hike
the repo rate to 4% per cent by September. With the intensification of the financial crisis,
the outlook for growth has weakened and inflation risks have diminished, leading a
number of OECD central banks, including the Riksbank, to cut interest rates in early
October. The repo rate was cut again to 3% per cent in late October, but even further easing
may be warranted in the coming quarters.

What fiscal targets and rules should Sweden
have in the future?

Sweden’s strong fiscal performance has been achieved via a policy framework that has
helped contain spending and reduce debt, involving net lending targets, expenditure
ceilings and balanced-budget requirements for local governments. The general
government net financial position has improved from net debt of over 25% of GDP in the
mid-1990s to net assets of 20% of GDP by 2007. Moreover, thanks to the pension reform of
the late 1990s, Sweden is better prepared for ageing than most OECD countries.

To ensure that sound public finances are sustained over the longer term, the surplus target
should be refined and set on the basis of foreseeable long-term fiscal developments as well
as the need to retain scope for fiscal action in the event of serious cyclical downturns.
Ensuring sustainability should be emphasised as the central goal, meaning that policies
can remain unchanged without the need for higher taxes and without leading to rising
debt that could ultimately push up interest rates and cause macroeconomic as well as
financial market instability. Sustainable public finances are also a precondition for an
equitable distribution of resources between generations. A careful analysis of the
government’s balance sheet, detailed long-run projections of spending, plus fiscal
sustainability and intergenerational equity assessments should be used to underpin the
fiscal targets. The targets could be set based on assumptions and methodologies audited
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by the Fiscal Policy Council. The government has begun work on a review of the fiscal
framework in order to strengthen it and safeguard the sustainability of the public finances.

Dealing with long-run fiscal pressures will require a multi-faceted approach. Current policies
rely on pre-funding and increased labour supply to boost tax revenues and reduce spending
on income benefits. A measure of pre-funding is appropriate, particularly in the income
pension system where surpluses reflect an excess of contributors over beneficiaries - a
situation that will reverse in the not-too-distant future. But other approaches will also be
needed, in particular to meet demands for higher service standards, for which pre-funding
would not be appropriate. Moderating spending growth should therefore be a consistent
policy focus, including measures to raise efficiency via user choice and contestability. Also,
some of today’s publicly-funded services could be paid for privately.

Tax and growth: what direction should
Sweden take?

In recent years, Sweden has implemented ambitious tax cuts aimed at boosting growth: it
used to have the highest tax-to-GDP ratio in the OECD, but it is now starting to edge down
the list. This process should continue, in parallel with spending restraint. The recent OECD
Tax and Growth study found corporate income taxes to be the most distortive, followed by
personal income taxes and then consumption taxes, with housing taxes being the least
inimical to growth. Against this background, the envisaged reduction in the corporate tax
rate from 28% to 26.3% in 2009 is sensible. Continued gradual reductions of corporate
income taxes and the recent abolition of wealth taxes improve Sweden’s attractiveness in
the context of growing capital mobility. By contrast, lower employer contributions for small
and medium-sized companies, as sometimes discussed, risk impeding their growth and
would distort competition.

Further reforms are needed as regards personal income taxation. The total marginal tax
wedge (contributions, income and consumption taxes combined) still rises to 70%,
beginning not much above average full-time earnings and affecting a third of the full-time
employed. Such a high marginal tax wedge is probably part of the reason why average
working hours are short, and it is not conducive to entrepreneurship, human capital
formation or retaining and attracting highly-skilled staff from abroad. It is therefore
encouraging that raising the income threshold for the state income tax, as proposed in the
previous Survey, is now being considered. Based on detailed models, it has been estimated
that the ensuing dynamic effects in terms of labour supply would be larger than from
expanding the in-work tax credit. The case for reducing the state income tax would be even
more compelling if the effects on human capital formation and international mobility were
taken into account.

As these effects are likely to become more important, it is essential to find pragmatic ways
to continue to reduce the state income tax. It brings in revenue of just 1.3% of GDP; even
large reductions would be relatively cheap when dynamic effects enlarging the tax base are
factored in. Such cuts are often contested as the state income tax is one of the few
remaining elements creating progression in the Swedish tax system. However, equity is
better served by policies to promote learning outcomes for children of all backgrounds and
to widen labour market inclusion than by retaining very high marginal taxes for high-
income earners or the wealth tax which was recently abolished. Moreover, there would still
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be ample redistribution in the form of publicly-funded services like child care available to
all and relatively generous social security. A socially acceptable — and efficient — approach
could be to further move up the threshold from where the state income tax is paid. At some
point, consideration should also be given to reinstating Sweden’s well-functioning housing
tax of 0.7% of each owner-occupied home’s market value, which was replaced by a capped
municipal fee in 2007. This would boost redistribution in a growth-friendly way.

Some liberalisation of rental housing is
under way

Given the absence of market-determined rents, rental housing is allocated through
queuing, extensive search processes and, in some instances, black market trading. As a
consequence, some households may have to wait up to ten years for their preferred
accommodation or have to buy property when they would prefer to rent. It is therefore
welcome that recent reform proposals go in the direction recommended in the previous
OECD Survey. Letting rents rise where there are queues addresses the most important
problem of Swedish rent regulation, namely that rents are not allowed to adjust in
response to supply and demand. Yet, the system remains administratively complex. The
gradual approach of capping rent increases to 5% annually probably helps broaden support
for the reform, even though more rapid adjustment would be desirable to bring efficiency
gains forward. Measures to spur competition in the construction sector and ease land
planning processes are also required.

Clear progress has been made on long-standing
problems with labour market exclusion
and benefit dependency

The share of working-age adults living from income benefits has fallen considerably in
recent years. After hovering around 20-21% in 1997-2005, it fell to 18% in 2007. This is
partly thanks to cyclical buoyancy. But, as analysed in the previous Survey, recent benefit
reforms and other measures addressing labour-market exclusion should have lasting
positive effects in the form of higher participation and lower structural unemployment.
Much of the improvement reflects falling sickness absence. For a number of years, sickness
absence was by far the highest among OECD countries, with 25 working days lost per full-
time equivalent employee in 2004. Since then, administration has been tightened and both
sickness absence rates and the inflow into disability benefits have fallen by about a third.
Even so, sickness absence and the stock of disability benefit recipients remain among the
highest internationally. Further reforms, beyond the July 2008 requirements to be ready to
change job-function and ultimately workplace, might therefore be needed.

Youth unemployment remains high, revealing
weaknesses in education as well as labour
markets

By international standards, educational attainment in Sweden is high. Over 90% of the
younger cohorts have completed upper secondary education, a share among the highest in
the OECD and above the other Nordic countries. However, youth unemployment is
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widespread, even if it has declined from 22.8% of the labour force in 2005 to 19.2% in 2007
on the back of buoyant economic growth. In Denmark, Iceland, the Netherlands and
Norway, where social preferences are similar, youth unemployment is just a third of the
Swedish rate. Unemployment is particularly high among youth with poor schooling and
among immigrant youth. This indicates problems both in the education system and in the
labour market. An education system that helps children and youth from all backgrounds
realise their full potential is vital for continued prosperity and for reducing labour market
exclusion among youth and the low skilled — notably in the context of relatively generous
income benefits and a narrow wage distribution.

Compulsory school must ensure a stronger
start for all

Learning outcomes in compulsory education are not as good as they used to be. At age 15,
student proficiency measured by PISA is above the OECD average for reading but not for
mathematics and science. Moreover, 15-year olds’ interest in learning about science, time
spent on science-related activities outside school and interest in working with science later
in life are well below the OECD average, raising questions about how children’s natural
curiosity and interest in science can be nurtured. The continued development of tests to
better monitor progress during school would help. So would the proposed system for
accreditation of teachers, with more weight given to their specific competences when
allocating tasks among staff. Once the accreditation scheme is well established, greater
wage flexibility could reward the best teachers.

Upper secondary schooling should prepare
students better for labour-market entry

Upper secondary vocational education needs to better prepare students for work. The
introduction of apprenticeships is a promising route, emphasising more hands-on
practical learning and perhaps giving immigrant and second-generation youth a better
understanding of relations in a Swedish workplace. However, apprenticeships must avoid
being so specific that students miss the more general skills they might need to reorient
professionally later in life. Independent private upper secondary schools have expanded
remarkably fast, with the share of students enrolled rising from 3% to 17% in just ten years.
The competition they generate is welcome, not least because it shows where the public
system could improve. Lack of scale, for example, may hold back vocational programmes
from developing well in public secondary schools. Given the deficiencies of vocational
programmes, it could be of interest to analyse the consequences of moving responsibility
of upper secondary education from the municipalities to the State. Such an analysis could
also look at other levels of schooling. To support choice, there should be more transparency
for potential students about the labour market prospects associated with alternative
options, for instance by publishing data for employment outcomes of recent school leavers.

Higher education also faces challenges

Swedish higher education has a number of strengths. However, a particular weakness of
the Swedish system is that students complete higher education late. In order to speed up
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labour market entry, financial support for students’ living costs could be altered with loans
replacing grants when studies get prolonged, or with explicit rewards for early entry and
completion on time. Quality could be enhanced by basing the allocation of funding for core
research and higher education on more transparent criteria and by giving universities
more freedom to develop their own strengths. Relying solely on tax-financing of higher
education might be a hindrance in this context. One approach would be to move gradually
towards a system where students pay for tuition, while extending government loans
available for students in order to finance tuition costs. This is done in a growing number of
OECD countries to meet both efficiency and equity objectives, inter alia in the light of
growing high-skilled mobility. In Sweden, legislation to introduce fees for non-EU students
is currently being considered. Reducing the state income tax, as recommended above,
would boost the returns to higher education, which are rather low by international
standards.

Labour market institutions are too rigid

Shortcomings in the education system cannot alone account for high youth
unemployment: Denmark and Norway have PISA scores similar to Sweden’s, but much
better youth labour market outcomes. Education reform is needed, but the rigidities in the
labour market must also be addressed. High minimum wages and a compressed wage
structure make the entrance on the labour market difficult for youth, especially for
immigrants and those with incomplete education. Labour demand has been stimulated by
a general reduction of the employer contribution for individuals younger than 26. The
rebate makes it easier for youth to enter the labour market, but the deadweight costs are
presumably large, and its positive effect on youth employment might be offset by demands
for higher wages. Active labour market policies are being improved with the Job Guarantee
for youth, shifting the focus onto enhancing job-search coaching in the early phase of
youth unemployment spells, and reducing the statutory replacement rate after 20 weeks,
compared with 40 weeks for others. Still, benefits are effectively more generous for youth
than for prime-age adults as, for example, the ceiling on unemployment benefits is less
frequently binding for youth. Dualism in employment protection is of particular concern.
The recent extension of the maximum duration of temporary contracts may allow
employers to better “try out” young job applicants. However, there is a risk of youth being
locked into temporary contracts rather than regular employment. One approach would be
to clear the pathways to regular employment by easing the definition of a fair dismissal
and lengthening the trial period for regular contracts. The complexity of these issues
would call for a review of the broader implications, including with respect to collective
wage bargaining.

Privatisation should continue

An important recent achievement has been the progress made in privatising government-
owned enterprises. This is warranted, given that the Swedish State’s portfolio of state-
owned enterprises is estimated to be worth the equivalent of around one-quarter of the
market capitalisation of the Stockholm stock exchange. The scope of the public enterprise
sector is among the broadest in the OECD. State ownership of businesses may hold back
innovation and entrepreneurship and deter potential entrants. Privatisation should
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ASSESSMENT AND RECOMMENDATIONS

therefore continue - although financial market turmoil may require some transactions to
be postponed so as to secure the right price for asset sales. Following on from the current
programme (with a bank, a mortgage lender and the incumbent telecom operator yet to be
sold under existing parliamentary approval), priority should be given to selling other
companies that already operate under market conditions (such as the incumbent airline,
other transport companies and forestry companies). Monopoly power should be reduced in
some cases, for example in railways and retail, with appropriate regulatory changes to
protect consumer welfare. In the case of firms entrusted with special societal interest,
there may be other forms of policy intervention that might achieve the same goals without
the government needing to own enterprises. As a general rule, asset sale proceeds should
not be used to finance new spending or reductions in revenue that would have adverse
long-term fiscal implications; rather, they should serve to reduce government debt.
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Chapter 1

Key challenges
for the Swedish economy

Sweden has contributed to the fame of the Nordic model, where high per capita
income and open markets go hand in hand with social cohesion. The current
downturn and the fallout from the global financial crisis pose a key challenge to
policymakers seeking the most appropriate mix of financial market measures and
monetary and fiscal policy responses. Over the longer term, key challenges for the
Swedish economy lie in: finding the right path for fiscal policy, given the current
large structural surpluses and future fiscal pressures; tackling the most distortive
elements of the tax system; improving education and reducing the high rate of youth
unemployment; and improving productivity through privatisation. This chapter lays
out these key challenges, and reviews policy progress on those challenges identified
in previous Surveys, within the framework of a medium-term growth assessment
based on potential labour supply and productivity growth.




1. KEY CHALLENGES FOR THE SWEDISH ECONOMY

The Swedish economy has enjoyed a vigorous expansion in recent years, building on the
policy foundations put in place after the financial and economic crisis of the early 1990s.
National income is fairly high by international standards and Sweden has benefited more
than many other countries from the take-off of information and communications
technologies (ICT). Most recently, the Swedish economy has been affected directly and
indirectly by the international financial crisis and growth has slowed markedly. Inflation
rose above 4% during the summer, but it is likely to recede quickly as slow growth is set to
lead to considerable economic slack. Against this background, the Riksbank cut interest
rates by 100 basis point in October. The strong fiscal policy framework and recent large
surpluses mean that the government is well placed to respond to the downturn, and a
fiscal stimulus of close to 1% of GDP will be imparted in 2009. If any further fiscal action is
deemed necessary, it should focus on measures to help raise long-term growth (Chapter 2),
notably via tax reform (Chapter 3).

Beyond the near term, the Swedish economy is expected to grow more slowly than
during the past decade, due mainly to weaker growth in potential labour supply. Continued
net immigration may not translate into a significant boost to labour supply as immigrants
are generally less well attached to the labour market. Policies to integrate immigrants into
the labour market will remain important. It has taken more than a decade to reduce the
high structural unemployment rate that resulted from the early 1990s crisis and there are
still many people outside the labour market living on public welfare. In particular, youth
unemployment is high by international standards, reflecting both deficiencies of the
education system and features of the labour market. Improving the connection between
school and work offers promise (Chapter 4). While economic growth can be boosted by
further efforts to increase labour supply, productivity growth remains key to sustaining
increases in prosperity. The recent spell of weak productivity growth is mainly cyclical but
serves as a reminder to continue to focus on productivity-enhancing measures in
education and competition policy, including further reduction of the scope of government
involvement in the private sector (Chapter 5).

Despite strong macroeconomic performance in recent years, GDP per capita in
Sweden remains around one-fifth lower than in the United States (Figure 1.1). Measured at
constant prices and purchasing power parities, it would seem that Swedish GDP per capita
is catching up with the leading countries, but with a trend decline in the terms of trade
partly resulting from the ICT intensity of Swedish production, the real income gap,
measured based on current prices and purchasing power parities has narrowed just
marginally since the mid-1990s.? Labour utilisation (measured as hours worked per head of
population) and labour productivity (GDP per hour worked) are both about 10% below the
US level. The crisis of the early 1990s significantly reduced the employment and
participation rates in Sweden, widening the gap in GDP per capita. While the employment
rate has moved back up since, total hours worked per capita remain below the pre-crisis
level.
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Figure 1.1. GDP per capita evolution and decomposition®

A. Percentage gap to USA GDP per capita
2007 Evolution over time

LUX]
NOR
IRL|
CHE
NLD
CAN
ISL
AUT
AUS
SWE
DNK
FIN
BEL.
GBR
FRA
DEU
JPN
EU19
ESP
ITA
GRC|
NzL
KOR
CZE
PRT
SVK
HUN
POL
MEX
TUR

90 -60 -30 O 30 60 1970 1975 1980 1985 1990 1995 2000 2005

= Sweden
= = Finland
Denmark
= = Sweden (const.prices and const.PPPs 2000)

B. Decomposition of GDP per capita by productivity and labour utilisation

2007 2 Evolution over time
GDP per hour worked GDP per hour worked
70 70
60 60
50 50
40 40
30 1994 30
PRT A
20 A oy czE b 20
TUR APOL
MEX
10 : 10
1970
0 ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ 1970 0
400 500 600 700 800 900 1000 1100 600 700 800 900 1000

Hours worked per capita

Statlink sz=m http://dx.doi.org/10.1787/484746515456
1. GDP is measured at current price purchasing power parities. Productivity is GDP per hour worked. Labour
utilisation is hours worked per capita.
2. The lines running through Sweden and the United States show the different combinations of GDP per hour
worked and hours worked per capita that produce the same level of GDP per capita.

Source: OECD, Productivity database and OECD Secretariat estimates.
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The Swedish model

The Swedish economic model has recently received much international attention for its
ability to combine growth-oriented policies, openness to globalisation and structural change
with social cohesion. Domestic-focused product market regulation is relatively liberal, and
would be amongst the most liberal in the OECD with lower state control and fewer legal
barriers to competition. Regulations that affect foreign trade and investment are also liberal
but are generally so in OECD countries. Comparatively low levels of corruption and high
levels of trust also underpin the effective functioning of markets and contribute to a sound
business environment (Figure 1.2). With a market-oriented regulatory environment and a
skilled labour force, Sweden ranks high in broad surveys of overall “competitiveness” -
fourth out of 134 countries in the WEF ranking (World Economic Forum, 2008) and ninth out
of 55 in the IMD’s (Institute for Management and Development, 2008). These policies can be
traced far back and explain why, by 1970, Swedish GDP per capita had reached about 90% of
the US level, before a relative decline set in.2

Figure 1.2. Market openness and trust - key features of the Swedish model
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1. Alower index denotes less restrictive regulation.

2. This score relates to perceptions of the degree of corruption as seen by business people and country analysts and
ranges between 10 (very clean) and 0 (very corrupt).

3. Proportion of survey respondents answering that most people can be trusted when asked “generally speaking,
would you say that most people can be trusted or that you need to be very careful in dealing with people?” as part
of the World Values Survey. The data are the averages of all available observations from the World Values Survey
so do not relate to a specific year. In the 2005 wave, for which data were released for some countries in
October 2008, Sweden'’s position is similar to the longer-run average shown in the figure.

Source: OECD Product Market Regulation database, Transparency International, and Bjgrnskov (2008).
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An equitable income distribution and strong emphasis on equal opportunities are other
central features of the Swedish model — which existed already before generous income
benefits were introduced in the 1960s and 1970s. The distribution of disposable income among
individuals is the second flattest in the OECD (Figure 1.3). The distribution of individual market
income among men (including wages, capital income, earnings of self employed and those
income benefits that are liable for taxation) has been remarkably stable over the past
fifty years. Developments for women illustrate how essential labour market participation is for
achieving income equality: the Gini coefficient halved from 1950 to 1980 as more women
joined the formal labour market (Figure 1.4). Since 1990, the income distribution has widened
a bit. The change is most pronounced for ages below 30, partly reflecting growing enrolment in
education and thereby more people having limited income while studying.

Figure 1.3. Indicators of equity
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1. Fraction of earnings differences among fathers that, on average, is passed on to their sons (the lower the elasticity,
the higher intergenerational mobility). The elasticity is derived by estimating a regression in which the adult
income of the child is expressed as a function of the average income of the children’s generation, parental income
and other influences not associated with parental income. The intergenerational earnings elasticity is the
coefficient on parental income in this regression.

2. Share of the population with disposable income equal to less than half of the country’s median disposable income.

3. Measures the extent to which the distribution of income among individuals or households within an economy
deviates from a perfectly equal distribution. A Gini coefficient of zero represents perfect equality and 100, perfect
inequality.

Source: OECD (2006).

In recent decades, Sweden has experienced substantial problems with labour market
exclusion and benefit dependency. The compressed earnings distribution of the 1950s
and 1960s reflected a well-developed education system which, combined with high union
density and coordinated wage formation, generated a narrow dispersion of productivity
among workers (Borg, 2008). Meanwhile, government welfare spending in a wider sense
was no more generous than in continental Europe. This changed in the late 1960s
and 1970s as social insurance schemes became more generous, public consumption grew
strongly and, consequently, the tax pressure rose. Labour market regulations were also
made more stringent, such as with the introduction of the last-in-first-out rule. In the
context of the economic crisis of the 1990s, it became clear that these institutions had
weakened the economy’s ability to adjust, as the initial strong rise in unemployment was
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22

followed by a persistent rise in the share of working-age adults living from income benefits
(Figure 1.4). Moreover, while income dispersion is very compressed in Sweden,
intergenerational earnings mobility is weaker than in Australia, Canada and the other
Nordic countries (Figure 1.3). This might indicate that the extensive redistribution of
income has not necessarily increased equality of opportunity.

Figure 1.4. Income disparities went down, but labour market exclusion went up
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Source: Johansson (2006) and Ministry of Finance.

One of the most important challenges for the Swedish economy is therefore to re-
establish the economy’s capacity to achieve equity without widespread dependency on
income benefits. Striking the right balance in such reforms is important because collective
mechanisms for risk sharing, i.e. a social safety net, may ease the adjustment costs for
individuals affected by structural change - and thereby also help sustain public support for
growth-oriented policies, including open markets (Andersen et al., 2008). Important progress
has been made in recent years with reforms making benefits and labour market policies
more focused on return to work (Annex 1.A1). Better focusing redistribution is another
important way forward. Some 80% of all income redistribution arising from government
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programmes is redistribution over the life cycle rather than between individuals (Pettersson
and Pettersson, 2007). Redistributing income over the lifetime of a given individual via
government intervention can be warranted in some cases, but it would seem to have grown
beyond reasonable proportion in Sweden. Chapter 2 discusses the possibility of greater
private funding responsibility for some of today’s publicly funded services, so as to ensure
that high standards for the most essential public services can be sustained for future
generations. Moreover, fostering equity via improvements in the education system to ensure
equality of opportunity is likely to be more growth-friendly than redistribution of income via
benefits and high marginal taxes (Chapters 3 and 4).

The current economic slowdown

While the global slowdown has already affected the Swedish economy, it entered the
downturn in a sound position. The macroeconomic policy framework is strong, with fiscal
policy producing substantial surpluses and low government debt; monetary policy has
focused on maintaining low inflation. Consistent current account surpluses since the mid-
1990s have put Sweden’s net international investment position on course to turn positive
in the near future. In the two years to mid-2007, the Swedish economy expanded rapidly,
and faster than the euro area, whilst unemployment fell by almost 2 percentage points
(Figure 1.5).

Real GDP essentially stalled in the first half of 2008 and the output gap, which was
positive in late 2007, is likely to have been negative already around mid-year. The
slowdown was driven by weak growth in exports and, to a lesser extent, investment.
Private consumption growth also slowed, though not as much as might have been expected
given the fall in consumer confidence. Indeed, one of the earliest signs of the effects of
international economic turbulence on the Swedish economy was the deterioration in
consumer sentiment from mid-2007. Initially, consumers were concerned mainly about the
general state of the economy rather than their own finances, but conditions gradually
deteriorated and sentiment is now well below the historic norm and down below the levels
seen in the trough of the 2001-03 slowdown (Figure 1.6). The unemployment rate has
started to move back up, firms are cutting back hiring and vacancy rates have fallen.

Inflation picked up from less than 2% over the past few years to 4.4% by September 2008.
Higher inflation has been driven by only a few categories in the CPI, particularly food, energy
and household interest costs (Figure 1.7). However, underlying inflation also slowly trended
up, consistent with the economy operating in excess of its capacity. Inflation expectations
rose in line with actual inflation and the observed increase in long-term inflation
expectations was of particular concern. With inflation well above the 2% target, the Riksbank
lifted the policy interest rate (the repo rate) three times over the first three quarters of 2008 -

stressing the need to ensure that inflation expectations remain anchored. Recent falls in
commodity prices and slower growth should translate into lower consumer price inflation
and it is anticipated that inflation expectations will follow. Indeed, some, although not all,
measures of inflation expectations have already eased.

Given the crisis in global financial markets, the outlook for economic growth has
weakened considerably, and there is a risk of a deep and/or protracted slowdown. The
authorities have introduced a number of measures to sustain the functioning of financial
markets (Box 1.1). Yet spreads between interbank rates and interest rates on short-term
government securities are far above normal levels and equity prices have fallen
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Figure 1.5. Short-term economic indicators
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1. From same period of previous year.

2. For the USA, the unemployment rate is from the monthly Current Population Survey of persons aged 16 and over.
For the euro area, the unemployment rate is derived from aggregating labour force data for individual euro area
countries. For Sweden, the series is described in Annex 1.A2.

3. Harmonised index of consumer prices for the euro area.

Source: OECD, Economic Outlook 84 database and Analytical database.
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Figure 1.6. Business and consumer confidence have fallen sharply’
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1. Seasonally-adjusted confidence indicator from the quarterly NIER Business Tendency Survey and monthly
consumer confidence index from the Consumer Tendency Survey, converted to quarterly frequency by averaging
the months. Both series are normalised by subtracting the mean from each observation and dividing the result by
the standard deviation.

2. Change from a year earlier.

Source: National Institute for Economic Research Economic Tendency Survey and OECD Analytical database.

Figure 1.7. Inflation and inflation expectations
OA_, %

A. Selected components of the CPI * B. Actual and expected inflation 2

Target

\
Y\
\ 2\ PN 2
T\ v Ve
A" T
-
\Y

! 0
-1
= Food and non-alcoolic beverages
12 - —I Efr:SrfL?r:tication CPI growth !
= = Expected inflation in 2 years -2

—— Housing, water, electricity, gas
and other fuels
-16 | I !

2002 2003 2004

—— Expected inflation in 5 years

PRSI SN N SRS M RR! S S S S S S .
2005 2006 2007 2008 1996 1998 2000 2002 2004 2006 2008
StatLink sz hitp://dx.doi.org/10.1787/485027008466
1. Year-on-year percentage change.
2. Expected inflation is the rate of inflation anticipated for the second year from the survey date (12-24 months
forward) and the fifth year from the survey date (48-60 months forward).
Source: Statistics Sweden, TNS Prospera.
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Box 1.1. The Swedish financial system and international financial turmoil

The Swedish financial sector has been seriously affected by the international financial crisis. Interbank
spreads have risen sharply, as has the spread between 3-month mortgage rates and the expected repo rate,
and the perceived risk of mortgage bonds has increased substantially, despite the fact that the underlying
credit quality of mortgage bonds is very high (Figure 1.8). Equity prices have fallen across all sectors - the key
stock market index fell 40% between the start of January and the end of October 2008 - although a number of
financial-sector companies have fared worse than the overall market. Banks, investment banks, pension
funds and insurance companies have taken losses on the value of financial assets. This has led them to invest
more heavily in low-risk securities and take other measures to increase their capital base (one bank has
announced that it will raise additional capital through a new issue of preference shares with preferential
subscription rights for existing shareholders). The currency depreciated, particularly in October 2008, possibly
due to foreign investors deleveraging and reducing their portfolios of Swedish equities. As of late October, two
financial institutions had been granted special loans from the Riksbank, since problems accessing funding
were deemed to threaten the payments system. In November, the Financial Supervisory Authority concluded
that one of them, Carnegie Investment Bank, could no longer keep its banking license and the National Debt
Office effectively took control of the bank in order to allow it to continue trading as a bank while a new stable
owner is sought for.

Figure 1.8. Developments in market interest rates
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1. Spread between the 3-month mortgage rate offered by mortgage provider SBAB and the expected repo rate, between 2-year
mortgage bond and 2-year government bond yields and between 5-year mortgage and 5-year government bond yields.

Source: Riksbank Monetary Policy Report 2008:3 and Riksbank interest rate database.

A key concern is the risk of significant credit losses, particularly given the sharp growth in recent years in
Swedish bank's operations in the Baltic States.” About 5% of Swedish banks' lending in 2007 was in the Baltic
States, following several years of strong lending growth in the region, and some Swedish banks recently earned
up to one-third of their operating profits in the region. In 2008, economic growth in the Baltics collapsed and
inflation soared. In Estonia, and Latvia, real GDP, which was expanding at double-digit rates until just over a
year ago, contracted in the second quarter of 2008. Adjustment in the property market is a key factor behind the
slowdown. Household and corporate borrowing from credit institutions has also slowed sharply, partly due to
stricter loan terms. Further deterioration in Baltic assets could reduce Swedish banks' earnings. The value of
collateral held against loans could fall as housing markets deteriorate, and banks' funding terms would worsen
if there were a general reassessment of risk in the region, further reducing the share prices of Swedish banks
and increasing borrowing costs. This, in turn, would lead to credit restrictions, as banks reduce their balance
sheets, and higher lending rates to Swedish consumers and businesses (Riksbank, 2008c).
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Box 1.1. The Swedish financial system and international financial turmoil (cont.)

Similar effects could arise from increased credit losses in the domestic economy. Economic conditions
have deteriorated sharply. The value of household net financial assets fell by 12% in the first half of 2008
and has plummeted further since as equity prices continued to fall. After a number of years of strong
growth, house prices may now fall. The economy is likely to contract in late 2008 and unemployment to
rise. In these circumstances, the proportion of impaired domestic loans may rise, further affecting banks'
profits and share prices.

However, the banking system is considered to be solvent. Stress testing shows that even if cumulative
credit losses were to reach as much as 15% of total lending in the Baltic countries, 3% per cent of total
lending in Sweden and almost 2% of lending in other countries, Swedish banks would need only
moderate adjustments in their business practices to continue complying with capital requirements
(Finansinpektionen, 2008a). This scenario is based on a significantly worse economic outlook for Sweden
than currently envisaged, but does not take into account the global nature of the current financial crisis.
Pension funds were assessed in June 2008 as having significant buffers to meet payment requirements,
even in the event of large declines in asset prices. The ongoing turmoil has reduced these buffers so,
while funds are still deemed to be solvent, they are more vulnerable to continued price falls
(Finansinpektionen, 2008b).

The Government has taken measures to help reduce the systemic risks associated with credit losses. SEK
15 billion are set aside in a fund to handle future solvency problems in the banking sector. Capital from this
fund would be available only if the government considers that the institution in question is systemically
important. All credit institutions will be charged a fee in connection with this fund and any capital injection
would be provided in return for preference shares. In addition, the Government has been allowed by
Parliament to proceed with forced nationalisation of financial companies at market prices, should this be
needed. Under new rules on state aid to credit institutions, the Government has given the National Debt
Office a broad mandate to intervene if institutions get into serious financial difficulties. These new powers
were used in the case of Carnegie Investment Bank. The National Debt Office will establish a new board of
directors and gradually sell the various components of the bank on commercial terms to buyers approved by
the Financial Supervisory Authority (Swedish National Debt Office, 2008).

Another major risk arises from banks being unable to acquire sufficient financing for their operations.
Spillovers from increasing credit risk to inter-bank liquidity are important due to the reliance of banks on
capital market funding (International Monetary Fund, 2008). However, concerns about liquidity have also
risen in markets where underlying credit has not deteriorated significantly, such as mortgage bonds. The
Government and the Riksbank have taken a number of measures to ease liquidity problems. The Government
has offered to guarantee new borrowing by financial institutions of between 90 days and five years maturity.
The guarantee will be granted for a fee: 0.5% of the guaranteed amount for instruments with less than one
year to maturity and a rate based on the historic market price of credit default swaps plus 0.5 percentage
point for instruments with more than one year to maturity. Conditions will be imposed to limit overall credit
expansion and the remuneration of the institution's senior management. In total, the Government is
prepared to guarantee up to SEK 1 500 billion in lending and the scheme is intended to run until 30 April 2009,
with possibilities for extension until the end of 2009. Immediately after the announcement of this measure,
there was a sharp drop in the spreads between interbank rates and rates on short-term government
securities. Short-term interbank spreads have continued to ease in the following weeks. This suggests that
the measure is helping to restore confidence in the markets. Furthermore, the Government has doubled the
guarantee it offers for bank deposits from SEK 250 000 to SEK 500 000. The scheme has also been extended to
cover all accounts, whereas the previous guarantee excluded certain fixed-interest-rate accounts. The
amount of the new guarantee is slightly above the € 50 000 minimum agreed by EU Finance Ministers
on 7 October.
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Box 1.1. The Swedish financial system and international financial turmoil (cont.)

In addition, the Riksbank has established new Swedish kroner loan facilities to improve access to funding
in the longer-duration segments of the money market and has offered a number of new loans in US dollars.
The Riksbank has lifted restrictions on the use of mortgage bonds and newly-issued commercial paper as
collateral for access to credit in the payment system. The minimum credit rating requirement for longer-
term securities pledged as collateral in the payment system has also been reduced. The Swedish National
Debt Office has increased issuance of short-maturity government debt and placed the proceeds in reverse
mortgage bond repurchase agreements, to increase the supply of government securities and the demand
for mortgage bonds.

The impact of the financial crisis on the real economy will partly depend on the extent of the reduction
in new lending and on how much of the increase in the cost of funding by financial institutions will be
passed on to their customers. The measures put in place by the Government and the Riksbank are therefore
important, because they assure the market that funding is available, so that pricing of financial
instruments can better reflect the underlying credit risks. So far there is little evidence that Swedish banks
are constraining lending in Sweden to contract their balance sheets. As of September 2008, lending by
financial institutions had slowed somewhat from the start of the year, but was still expanding at around
10% annual rates for households and 15% for corporations. It is possible that bank lending to corporations
has remained high due to corporations having problems accessing other forms of funding. However,
lending growth is expected to slow further in coming months. Part of the motivation behind the sharp
reductions in policy interest rates in October was the recognition that the link between policy rates and
rates faced by retail borrowers has become more tenuous (Riksbank, 2008d). Spreads between the interest
rates on new loans to households and the repo rate had been low before the onset of the financial crisis but
have risen sharply in recent months. Spreads between mortgage bond rates and the repo rate have fallen,
but mortgage bond rates remain very volatile.

* Four major banks have about 80% of the Swedish banking market. About 30% of lending by Swedish banks is directed to foreign

companies, while the remaining 70% is approximately equally distributed amongst lending to Swedish households, Swedish
companies and foreign households (Riksbank, 2008b).
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considerably. As of the end of October 2008, two financial institutions had requested loans
from the Riksbank to help alleviate liquidity constraints. Subsequently, one of these
institutions was effectively nationalised under new arrangements for state aid for financial
institutions, since breaches of the law on risk exposures and reporting would have
otherwise led to its banking licence being revoked. There remains the potential for further
spill-over of deteriorating credit conditions in other countries, and the weakening
domestic economy might feed back into the financial markets, compounding financial
turbulence

GDP is expected to contract slightly at the end of 2008 and in early 2009, before growth
begins to recover in the second half of 2009 (Table 1.1). Private consumption is projected to
remain weak in coming quarters. House price growth has slowed, and house prices may yet
fall, constraining the use of mortgage equity to finance consumption. Further income tax
cuts and an anticipated return to more normal financial conditions should spur a recovery
in consumer spending in late 2009. Export growth should remain weak before gradually
recovering in line with Sweden’s export markets. Business investment is likely to contract,
as confidence has fallen and borrowing costs have risen, but investment is historically
highly correlated with exports so should follow the export recovery. Residential investment
is expected to contract in 2009, owing to weaker house prices and confidence,
compounding unfavourable demographic patterns. Employment and labour force
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Table 1.1. Short-term economic outlook

2005 2006 2007 2008 2009 2010 | 08Q4 09Q4 1004
Clggin;iﬁir(lfnes Percentage changes, volume (2000 prices)
Private consumption 13284 2.5 3.0 1.9 0.7 25 1.3 0.9 3.3
Government consumption 722.7 15 1.1 0.6 1.0 0.5 0.4 1.4 0.0
Gross fixed capital formation 475.9 7.7 8.0 3.0 -2.7 2.0 -0.0 -1.6 3.8
Final domestic demand 2526.9 3.2 3.4 1.8 0.1 1.8 0.8 0.5 2.5
Stockbuilding' —4.2 0.2 0.7 0.3 0.2 0.0
Total domestic demand 2522.7 3.4 42 21 0.3 1.8 21 0.5 2.4
Exports of goods and services 13334 8.7 6.3 3.3 0.3 3.8 0.4 0.9 59
Imports of goods and services 11209 8.2 9.9 42 0.3 3.3 1.4 0.8 51
Net exports' 212.5 09 -1 -0.2 0.0 0.5
GDP at market prices 27352 4.4 2.9 0.8 0.0 2.2 -0.1 0.5 31
GDP deflator 1.5 2.9 3.7 25 1.6 43 1.0 2.0
Memorandum items
Consumer price index 1.4 2.2 35 1.5 1.1 25 1.2 1.1
Private consumption deflator 0.9 1.3 2.4 1.3 1.0 2.3 1.1 1.1
Employment? 2.0 2.5 12 12 -0 03 -16 -02
Labour force participation rate? 70.8 7141 71.2 70.7 70.4 71.0 70.6 704
Unemployment rate? 71 6.1 6.1 7.0 7.7 6.4 7.4 7.7
Household saving ratio® 71 8.3 9.2 10.3 9.3
General government financial balance* 2.2 35 2.8 0.5 0.4
Current account balance? 8.5 8.4 6.5 6.5 6.9

Note: National accounts are based on official chain-link data. This introduces a discrepancy in the identity between

real demand components and GDP. For further details see OECD Economic Outlook Sources and Methods (www.oecd.org/

eco/sources-and-methods).

1. Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.

2. Historical data and projections are based on the definition of unemployment which covers 15 to 74 year olds and
classifies job-seeking full-time students as unemployed (Annex 1.A2).

3. As a percentage of disposable income.

4. As a percentage of GDP.

Source: OECD, Economic Outlook No. 84.

participation are both expected to fall and the unemployment rate rises above the
estimated structural rate, implying easing wage pressures. Labour productivity growth has
been negative over the last year, following very strong growth for a number of years, but
should pick up strongly as the recovery in the labour market is set to lag the recovery in
activity (Figure 1.9).

How should economic policies respond to the slowdown?

Sweden has put in place a strong macroeconomic policy framework since the crisis of
the early 1990s. Monetary policy is conducted independently by the Riksbank, with a clear
mandate to maintain price stability (Box 1.2). Fiscal sustainability has been restored and
the automatic stabilisers are strong (Girouard and André, 2005).3 This stability-oriented
policy framework should be allowed to function as designed.

With zero GDP growth projected for 2009, the output gap is expected to widen
considerably. Along with lower commodity prices, this should help disinflation and allow
the Riksbank to cut interest rates further, following the two cuts - 100 basis points in total -
undertaken in October.# However, there is a risk that monetary policy easing will not be as
effective as normal, to the extent that lower policy rates do not ease broader monetary and
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Figure 1.9. Productivity should recover to its trend
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1. Productivity is measured as real GDP divided by the product of total employment by average hours worked per
employed person.
2. The productivity gap is calculated by detrending productivity using a Hodrick-Prescott filter and then taking the
difference between the actual and the trended series. The difference is expressed as a per cent of the trend.

Source: OECD, Economic Outlook No. 84 database.

financial conditions as much as usual due to the strained situation of financial markets.
This would argue for sharper and earlier policy rate reductions than would be the case if
financial markets were operating normally. Assuming financial conditions return to
normal by late 2009, some increase in interest rates should be warranted in 2010 as growth
picks up and the output gap starts to narrow.

The government is set to impart a fiscal stimulus of almost 1% of GDP in
the 2009 Budget (Swedish Government, 2008). Two thirds of the easing relates to tax cuts
and one third to additional spending (numbers in brackets indicate the lasting net budget
impact). The corporate income tax rate will be reduced from 28% to 26.3% (0.21% of GDP)
and the general employers’ contribution rate from 32.42% to 31.42% (0.22% of GDP). These
measures are financed by tighter rules for transfer pricing (0.17% of GDP) and for deduction
of corporate interest expenditures (0.21% of GDP). The threshold from where the state
income tax is paid will be raised and the in-work tax credit enlarged (0.45% of GDP for the
two measures combined). The basic tax deduction will be raised for people aged 65 or
above (0.05% of GDP). The employers’ contribution rebate for youth will be enlarged (0.02%
of GDP). Among the spending initiatives, the largest item is a lasting rise in investment
spending on transport infrastructure (0.11% of GDP). Priority will be given to investment in
roads, taking account of the impact on other forms of transport. Spending will increase in
a number of other areas: research, teacher training and other education measures; new
subsidies for environmentally-friendly cars and climate- and energy-related investment
and research; healthcare treatment guarantee and improved mental health, which are
partly financed by savings from lower replacement rates in disability benefits; police and
courts; and measures for arriving immigrants. In addition, eligibility for unemployment
benefits will be eased.

The Swedish fiscal policy framework and the recent strong fiscal outcomes means that
Sweden is much better placed than many OECD countries to deal with the fallout of the
global financial crisis. In recent years, general government net lending has been well above
the target of a 1% of GDP surplus on average over the economic cycle. Long-term fiscal
pressures are evident in Sweden as in most other OECD countries, but for several reasons
they are not as great in Sweden. Even after the easing implied by the 2009 Budget, the
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Box 1.2. Monetary policy and communication in Sweden

The Riksbank’s aim is to maintain price stability, defined as an annual change in the
consumer price index of 2%, with a tolerance band of +1 percentage point. Riksbank
forecasts are based on the assumption that the repo rate will evolve such that monetary
policy is well balanced - that is, inflation is close to the target two years ahead without
excessive fluctuations in inflation or the real economy (Svensson, 2008). The Riksbank
explicitly states that monetary policy decisions routinely take into account changes in
asset prices and other financial variables. The 2007 Survey reviewed Sweden’s inflation
performance over the last decade and the role of monetary policy (OECD, 2007).

In 2007, the Riksbank became one of only a handful of central banks to publish it own
forecasts for the policy rate (three times per year). Soon after announcing this decision, the
Riksbank also started to hold a press conference following each monetary policy meeting,
rather than just after those resulting in a repo rate change. Also, the minutes from the
monetary policy meetings now report the detailed views of each Executive Board member
and not merely if they enter a reservation against the majority decision (Rosenberg, 2007).
It was subsequently decided that the repo rate forecast would be published following each
monetary policy meeting (six times per year).

Soon after the decision to publish the repo rate forecasts, the Riksbank announced that
it would be reducing the “signaling” it provided to the market between monetary policy
meetings. This meant that speeches by board members would be more focused on the
reasons for previous monetary policy decisions and less on future ones (Rosenberg, 2007).
However, in May 2008, an updated communication policy was released that promised that
the Riksbank would be “more generous” with information between monetary policy
meetings, such as commenting on the impact of new statistics on forecasts and discussing
the data affecting the policy decision (Riksbank, 2008a).

There has been some market reaction to Riksbank communications, notably in relation
to the February 2008 interest rate hike. This rise surprised the markets, mainly because the
timing coincided with heightened concerns over international economic and financial
market developments. However, the rate rise was consistent with the interest rate path
published by the Riksbank in December 2007. On other occasions, the Riksbank has been
criticised for the size of changes in the repo rate projection from one publication to the
next (Apel and Vredin, 2007).

The publication of the interest rate path should not be viewed in isolation, but rather as
a part of the broader communication strategy outlined above, which aims to facilitate the
achievement of monetary policy objectives. However, it may take time for market
participants and the general public to learn how to interpret the Riksbank’s published
views. The publication of the expected path of the repo rate bolsters policy credibility,
focusing attention away from current rates toward a longer-term assessment of monetary
conditions. However, its usefulness may be diminished in periods such as the current
financial crisis, when rapid economic and financial developments mean that published
projections of the future repo rate may be quickly out of date. The publication of the
minutes of the Executive Board’s monetary policy meetings, spelling out the views of each
Board member, helps elucidate alternative scenarios and the risks around the outlook. In
the same vein, the most recent change to the communication policy helps in that it
provides the Riksbank with more scope to elaborate on the risks and possible future
developments in speeches. This should lead to a more continuous assessment and so
reduce the likelihood of surprises.
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government considers that longer-run fiscal sustainability is safeguarded, although an
exact assessment is difficult to make because the fiscal balance often worsens more during
downturns than would be expected using standard cyclical-adjustment techniques.
Moreover, while the spending increases in the 2009 Budget appear affordable, they reduce
the scope for further tax cuts. Even if many of the new spending measures should be
beneficial for longer-term growth, it would have been better to finance these priority
initiatives with savings in other spending areas.

Meanwhile, a more expansionary monetary policy and strong automatic stabilisers
weaken the rationale for additional discretionary fiscal stimulus to support growth. An
anticipated return to more normal conditions in financial markets, further monetary
easing and the already announced fiscal stimulus are expected to spur a recovery in
economic growth in late 2009 and into 2010. However, if the economic situation
deteriorates further and additional fiscal stimulus is deemed necessary, it should take the
form of temporary measures or should continue the government’s recent approach of
targeting measures to boost the economy’s growth potential. In this case, priority should be
given to further income tax cuts (Chapter 3).

Medium-term assessment and key challenges

Potential GDP growth picked up from 2% per cent in the second half of the 1990s to
around 3% annually in the first half of the 2000s. It is expected to remain strong, at around
2% per cent annually, during the second half of this decade buoyed by strong working-age
population growth and the effects of recent labour market reforms. Between 2011
and 2015, it is projected to slow to around 2% per cent per annum - still above the OECD
average — primarily due to slower working-age population growth (Table 1.2). Accordingly,
the medium-term reference scenario is for growth in real GDP per capita to slip from
around 2% per cent between 2006 and 2010 to around 1% per cent in 2011-15 while growth
in real GDP per head of working-age population would be stable at around 2%.

Table 1.2. Potential output growth and its components
Annual average % growth

- 1
Potential Potential labour Potential Components of potential employment
real GDP productivity employment | 1ong participation ~ Working-age Structural
growth growth growth rate population unemployment
2006-10 2.8 21 0.7 -0.2 0.7 0.1
2011-15 2.2 241 0.1 -0.2 0.2 0.0

Note: Potential real GDP is calculated using a production function approach with capital and labour inputs, as
outlined in Beffy et al. (2006). In this table, growth in trend average hours worked is captured in potential labour
productivity growth along with capital deepening and total factor productivity.

1. Percentage point contributions to potential employment growth. The contributions do not necessarily add to the
total due to an adjustment to account for differences between National Accounts and Labour Force Survey
employment measures.

Source: Updated from OECD Economic Outlook No. 83.

The remainder of this chapter discusses the main drivers of potential GDP growth over
the coming years to highlight the key challenges facing the economy and opportunities for
lifting income growth. This assessment points to progress made on recommendations
from previous Surveys and to the key issues to be discussed in subsequent chapters of this
Survey. The methodology for assessing medium-term potential is based on a
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decomposition of GDP into labour supply and productivity, where labour supply is further
broken down to take into account the foreseeable developments in working-age
population, participation rate, structural unemployment and average hours worked (Beffy
et al., 2006).

Labour supply

Swedish employment rates are high, but the average number of hours worked
annually by each person employed is low. Labour supply, measured as total hours worked
per person by the working-age population, is therefore close to the OECD average. Most of
the difference between the Swedish and the OECD average employment-to-population
ratio is explained by higher participation of women across all age groups. The share of
women working is higher than in any other OECD country, except Iceland, for women
aged 25-54 as well as for women aged 55-64. For men aged 55-64, labour market
participation is also relatively high. Moreover, the problems of early retirement draining
labour supply are less pronounced in Sweden than elsewhere: over half of the 60-64 year
old women are working, compared to just a quarter in the median OECD country.
Meanwhile, average hours worked are well below the OECD average, notably due to longer
holidays and other leave reducing the number of weeks worked per year.

About 1 million people, or almost one fifth of the working-age population, are living on
income support. A key part of the government’s policy programme over the past couple of
years has been implementing measures to sustainably increase employment in order to
boost income growth and keep up the overall level of welfare services. Key elements of this
policy approach have included: the introduction (and subsequent expansion) of an in-work
tax credit; tapering the unemployment benefit replacement rate as the period of
unemployment gets longer; reductions in employer social security contributions for older
workers, younger workers and people who have been out of work for an extended period
(employer contributions are waived for the same length of time as the person was out of
work); and tightening of administrative arrangements for access to sickness and disability
benefits. In the 2009 Budget, the government estimates that the labour-market and tax
measures introduced in 2007-08 will, ceteris paribus, raise potential employment by 1.8%
in 2011, with measures introduced in the 2009 Budget boosting the total effect to 2.2%
in 2011 and 2.8% in the long run (Swedish government, 2008). Two thirds of this effect
results from tax cuts and one third from changes to unemployment benefits, sickness and
labour market policies. Three quarters of the total effect is expected to come in the form of
higher labour force participation, and only one quarter in the form of lower structural
unemployment.

Population dynamics

Growth in the working-age population is expected to decline in coming years from the
relatively high rate observed since the turn of the century. In the absence of any other
change, this would imply slower growth in potential labour supply and therefore potential
GDP growth. There is little policy can do to boost population growth in the short term, apart
from increasing immigration.” However, immigrants are generally less well attached to the
labour force than native Swedes (Box 1.3). Hence, policies or other changes that increase
labour force participation or hours worked are required to achieve income growth closer to
the rates experienced over the past decade.
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Box 1.3. Immigrants’ labour market integration

Immigration into Sweden has increased considerably since 2005, by almost 90% in net terms
in 2006 and a further 6% in 2007. This reflects sharply higher humanitarian immigration but
possibly also cyclically-strong demand for labour. Employment rates for foreign-born people in
general are around the OECD average, although the gap between the employment rate of foreign
and native-born people is amongst the highest in the OECD (OECD, 2008a).

Around three quarters of all immigrants in Sweden are refugees and persons coming to Sweden
for family reasons, and many find labour market integration difficult. A large share of the recent
increase in immigration is attributable to asylum seekers from Iraq, for whom Sweden has been
the principal destination country. The gap in labour market outcomes between immigrants and
Swedes is largest for immigrants from Africa and the Middle East. For this group, the employment
rate is almost 30 percentage points lower, the participation rate almost 20 percentage points lower,
and the unemployment rate almost 20 percentage points higher than for native Swedes
(OECD, 2007).

In order to improve the employment prospects of immigrants, the 2007 Survey recommended
allowing lower initial wages and stronger earnings progression during their first years of
employment, introducing a special benefit regime for youth without children (aimed at all youth
but likely to disproportionately benefit young immigrants), improving the provision of language
training, developing procedures to avoid discrimination in employment based on name or
ethnicity and speeding up asylum decisions (OECD, 2007).

Since then, subsidised employment arrangements have been introduced for asylum seekers who
have received residence permits, quota refugees and their close relatives for the first 18 months
after receiving a residence permit. A new labour market scheme known as “Step-in jobs” was
introduced in July 2007, offering possibilities for new arrivals to combine language training with
part-time employment. In early 2008, measures were announced to improve the training
programme “Swedish for Immigrants” (SFI), including skills-enhancement for teachers, national
tests, clearer goals, and a three-year time limit for SFI training. There are plans to introduce a
special bonus for migrants achieving language proficiency in a stipulated time, as well as a bonus
for municipalities when immigrants complete SFI or get into employment within 12 months after
settlement. Anonymised job applications are currently being tested in the public sector. Several of
the general labour market measures benefit immigrants disproportionately; in New-start Jobs, for
example, one third of all participants are immigrants.

There has also been strong growth in work and study-related immigration since 2005, in particular
from Poland. This may be more related to the strong labour market, although since large-scale
immigration from new EU member states is a relatively new phenomenon, it is difficult to tell what
proportion might be regarded as potentially long-term residents. Careful assessment of labour
market demand at regular intervals is needed to ensure that there is an adequate provision of work
permits and of entry possibilities to satisfy labour market requirements. Approval of single employer
requests for work permits can be time-consuming and idiosyncratic (OECD, 2008a). It is therefore
encouraging that the Swedish government is adopting a new approach in which residence and work
permits will be issued based on employers’ own assessment of their needs, rather than a Public
Employment Service ruling about whether the right qualifications are already available in Sweden,
other EU/EEA countries or Switzerland. Time limits for residence and work permits will be extended,
so an initial two years can be prolonged to four if the individual still has a valid work contract. After
four years, a permanent residence permit can be granted. In addition, asylum seekers who have
found employment while their applications are being processed may be given a chance to apply for
a work permit directly, meaning that a person whose asylum application has been rejected does not
need to return home to apply for a permit which is likely to be granted.
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Labour force participation

Sweden’s overall labour force participation rate is amongst the highest in the OECD
and well above the OECD average.® Several factors are likely to affect it going forward:

e Assuming constant participation rates by age cohort, changes in the age structure of the
population imply that the participation rate will fall between 2007 and 2015. This is
because the population aged 65 to 74, which has lower participation rates, is growing
much faster than the rest of the population.

e The rising share of foreign-born people in the working-age population will also put
downward pressure on the participation rate since, historically, foreign-born people
have had lower participation rates than native Swedes.

e Recent policy initiatives (in particular the in-work tax credit and tightening of eligibility
for labour market programmes) are expected to raise the participation rate.

The net impact of these forces is that the trend participation rate is likely to be lower
by 2015 than it was in 2007. Demographic effects will subtract between one and two
percentage points from the trend participation rate and policy initiatives are assumed to
increase it by one percentage point. The key areas for potential further gains are in better
integration of immigrants into the labour market and further reductions in the inflow into
disability pension entitlement (Box 1.4).

Unemployment

The Swedish unemployment rate has moved relatively closely in line with the OECD
average over the current decade and in 2007 was just above it. The variation in
unemployment rates between people with different levels of educational attainment are
not as marked in Sweden as in many other OECD countries. The incidence of long-term
unemployment is fairly low: 27% of the unemployed remain so for over six months
and 13% for over a year, compared with OECD averages of 43% and 29% respectively
(OECD, 2008b).

Estimated structural unemployment, defined as the rate of unemployment consistent
with stable inflation (the NAIRU), has fallen gradually over the past decade (Figure 1.11). It
has been assumed to decline further between 2007 and 2011, reflecting inter alia the new
policy of gradually reducing unemployment benefits over the entitlement period and the
in-work tax credit. The government’s estimates of the expected reduction in the structural
unemployment rate due to these measures, and those introduced in the 2009 Budget, is
broadly in line with the medium-term reference scenario presented above. Further details
on data used to estimate the structural unemployment rate in Figure 1.11 are presented in
Annex 1.A2.

While overall unemployment is only a little above the OECD average, youth
unemployment is a more serious cause for concern. In 2007, 19% of the 15-24 year olds
participating in the labour market were unemployed, almost three times more than in
Denmark, Iceland, the Netherlands and Norway. Moreover, among OECD countries, the
ratio between the unemployment rates of young and prime-age adults is less favourable to
youth only in Luxembourg and Iceland. Even excluding full-time students, the
unemployment rate for 15-24 year olds stood at 14.3% in 2007. Chapter 3 looks in detail at
the link between youth unemployment and educational attainment and considers policy
options to improve educational outcomes and youth’s employment prospects.
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Box 1.4. Sickness and disability

The share of the working-age population receiving disability pensions or on sickness absence is very high
by international standards. Sickness absence has come down markedly from the exceptional heights
reached in 2002, but it is difficult to know how durable these improvements may be. In contrast to previous
labour market upturns, the rate of sickness absence has continued to fall despite the improvement in
unemployment in recent years, suggesting that a large part of the fall may last. The inflow into disability
pensions has also declined markedly, leading to an overall reduction in the stock of disability pensioners as
a proportion of the working-age population (Figure 1.10). However, while disability benefit-inflows have
fallen for most age groups, they have risen sharply for youth, which could have lasting effects if these
young people remain in the disability-benefit system. A large share of the increase in young disability-
pension recipients relates to mental health problems.

Figure 1.10. Sickness absence and disability pensions
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1. The unemployment gap is the difference between the structural unemployment rate (NAIRU) and the actual unemployment rate.
2. Full-time equivalent of total sick days as a per cent of total days worked in a year.
3. The working age population used in this figure covers 16 to 64 year olds.

Source: Swedish Social Insurance Agency; OECD Analytical database.

The 2007 Survey recommended continuation of improvements in the administration of social insurance
offices and procedures for medical assessment; limits on the duration of sickness benefits and careful
monitoring of partial disability benefits to ensure that they are not being used as an income top-up for part-
time workers. Measures have been put in place over a number of years, including further measures in
the 2008 budget bills. These measures include a focus on planning return to work for people on sickness
absence and on an assessment of the ability to return to work in the previous or another role. The size of the
benefit has been reduced for people who remain on sickness benefits over 12 months. Reduced employer
social-security contributions have also been introduced for employers hiring people who have been receiving
sickness benefit, rehabilitation benefit, or sickness or activity compensation for at least a year (Annex 1.A1).

There is also a link between benefit fraud, reported hours worked and income tax payments, where social
norms on the appropriateness of claiming sickness and disability benefits may have slipped over time
(Lindbeck, 2008). Chapter 4 discusses the links between high taxes, social benefits and combating non-
reported economic activity.
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Figure 1.11. Actual and structural unemployment rates’
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1. The structural unemployment rate is the non-accelerating rate of unemployment (NAIRU), estimated according
to the methodology outlined in Gianella et al. (2008).

Source: OECD, Analytical database.

Hours worked

As noted above, average hours worked in Sweden are well below the OECD average,
notably because longer holidays and other leave reduce the number of weeks worked per
year. Part-time workers work considerably longer weekly hours than in other countries, but
absence from work is extensive for both full- and part-time employees. The number of
public holidays and vacation weeks is higher than in many other countries. Moreover, the
average Swedish employee spends more weeks in maternity/parental and sick leave. Over
the next few years, the trend in hours worked is likely to be boosted by the government’s
labour market reforms. The in-work tax credit is likely to increase labour force
participation but may lower average hours worked through income effects. Changes to
sickness insurance arrangements should help to further reduce sickness absence. A
cumulative increase of about one percentage point in trend average hours worked is
assumed between 2007 and 2013.

Across countries, there is a negative correlation between marginal tax rates and
average hours worked. This may reflect a number of factors, but when controlling for
employment and the average tax level for the whole economy, the marginal tax wedge is
an important determinant of average hours worked by women. Chapter 4 discusses the
relationship between taxes and hours worked and argues for continued focus on reducing
the high marginal tax rate on labour income to help expand overall labour supply.

Productivity

Over the longer run, productivity is likely to be the main source of sustained income
growth, since ultimately increases in labour supply are limited by individuals’ preferences
over the choice between work and leisure. As mentioned above, the number of people
living on income support suggests that Sweden is still a long way from exhausting gains in
additional labour supply. However, the fundamental importance of productivity growth
means that policies to raise productivity should remain a priority.

Productivity growth in Sweden has been strong over the past decade and a half and
appears to have been driven almost entirely by gains within each sector rather than
reallocation of resources from low- to high-productivity sectors (Figure 1.12). In Sweden,
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Figure 1.12. Shift-share analysis of labour productivity
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Source: OECD STAN database 2008.

between 1993 and 2005, the reallocations of labour between sectors were small. The largest
change was a 3-percentage-point increase in the share of labour devoted to the finance,
insurance, real estate and business services sector. The finance sector has above-average
productivity so this resource shift boosted aggregate productivity. Similarly, there was a
1.5-percentage-point fall in the share of labour dedicated to agriculture, hunting, forestry
and fishery, which has below-average productivity. These changes accounted for only one
tenth of total productivity growth. The main sector contributing to productivity growth was
manufacturing.

During the early and mid-1990s, a process of regulatory reform was initiated across the
OECD area with Sweden being a frontrunner in several sectors at that time. A number of
important services were liberalised and, along with increased market openness and
integration associated with EU accession and the gradual deepening of the internal market,
these reforms have paid off in terms of solid growth. Although the first generation of
reforms during the 1990s did boost productivity, major challenges remain and some
sectors of the economy are still subject to various barriers that stifle competition and
hence innovation. A new momentum for reform is therefore needed to sustain future
growth, as argued in the previous Survey.

Human capital

In addition to renewed regulatory reform, improvements in the education system can
bring new momentum to Swedish productivity growth. Several recent studies suggest that
higher education levels have been an important contributor to Swedish GDP growth over
the last decade or so. The proportion of the workforce with post-secondary education rose
strongly between the mid-1990s and the mid-2000s, with 28% of the workforce having a
post-secondary education in 2005, up from 20% in 1997. The Swedish National Institute for
Economic Research disaggregated labour inputs by gender, age and level of educational
attainment and found that 0.3 percentage points of the yearly increase in labour
productivity in the business sector between 1997 and 2005 can be explained by an increase
in the quality of labour. This reflects the change in the composition of the labour force over
this period towards groups with higher levels of productivity and an increase in the share
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of employees with a post-secondary education (NIER, 2008a). A broadly similar result has
been derived using EU KLEMS data, which allow decomposition of the growth in value
added into the contribution from changes in labour composition (a shift in the share of
hours worked from low- to high-skilled labour), growth in total hours worked and ICT and
non-ICT capital input growth (Van Ark et al., 2007). This shows that, between 1995
and 2004, the shift in labour composition was an important contributor to growth in value
added, particularly in the electrical machinery, post and communications sector, where it
contributed 0.7 percentage points, but also in the finance and business services sector,
where it contributed 0.5 percentage points. Of the countries where comparable data are
available, only the United Kingdom recorded a larger contribution to value added growth
from higher skill composition (Table 1.3).

Table 1.3. Growth in market economy gross value added and its components
Average annual volume growth rates, 1995-2004

Growth in gross Contribution to growth in GVA from
value added,

market economy T‘ﬂi‘;g“ CO;ZZOS‘:;OH ITcapital  Non-IT capital MFP
United Kingdom 383 0.4 0.5 1.0 0.5 0.9
France 25 0.4 04 0.5 0.5 0.7
Hungary 43 0.6 0.4 0.6 0.4 2.2
Japan 0.7 -0.7 0.4 0.3 0.3 0.4
Spain 3.6 2.2 04 0.5 14 -0.9
Sweden 3.3 0.2 0.4 0.7 0.6 15
Denmark 2.3 0.6 0.3 1.3 0.5 -0.5
United States 3.7 0.3 0.3 0.8 0.6 1.6
Austria 2.6 0.3 0.2 0.6 0.3 1.2
Belgium 2.4 0.5 0.2 0.8 0.6 0.3
Czech Republic 2.3 -0.5 0.2 0.8 1.7 0.1
The Netherlands 2.8 0.5 0.2 0.7 0.3 1.0
Finland 4.4 0.9 0.1 0.6 0.2 2.6
Germany 1.0 -0.5 0.1 0.5 0.5 0.4
Italy 1.4 0.9 0.1 0.2 0.9 -0.7

Source: Van Ark et al. (2007).

NIER projections assume that the rising trend of enrolment in post-secondary
education does not continue in coming years, which would imply it cannot be relied upon
to further boost income growth. However, since older persons in the labour force have
lower rates of post-secondary educational attainment, their retirement will raise the
average educational attainment of the workforce. This effect will contribute 0.1% per year
to business-sector productivity growth between 2006 and 2020. Increasing the number of
students may reduce the potential pool of employees and reduce value-added in the short
term. However, in the long term, the increase in labour quality associated with extra
education raises productivity and value added (NIER, 2008a).

This type of analysis does not allow for the impact of the choice of subjects on youth’s
employment prospects. It also assumes that there is no mismatch in the demand and
supply of workers with different skills, so the additional supply of higher-educated workers
does not result in a reduction in wages for this group. This is akin to assuming that
industry structure will change to suit the supply of additional skilled labour that is
produced by the education system. Making the most out of gains in human capital requires
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education choices that adapt to market demand for labour. Since additional human capital
takes time to acquire, this calls for more information about current and future demands for
skills available to students when they make their study choices. Swedish students
currently start later and take longer to complete tertiary studies than their counterparts in
neighbouring countries. Starting and completing studies earlier would raise the returns to
education by increasing the number of income-producing years. Improving the quality of
education would also increase the returns to education. Issues related to educational
subject choice, the speed of completion of studies and the quality of education in Sweden
are discussed further in Chapter 4.

Privatisation

The government’s privatisation programme, involving the sale of some SEK 50 billion
(€ 5.3 billion) of state-owned enterprises per year between 2007 and 2011, is welcome since
there is evidence that market liberalisation and privatisation increases firm-level
productivity and raises investment. There is also evidence of a macroeconomic link
through the impact of market liberalisation and privatisation on capital deepening and
multifactor productivity growth. Key lessons from this research are that privatisation is
most effective when combined with reforms boosting competition in the market in which
the privatised firm operates. Recent financial market turmoil may require some deals to be
postponed, but down the road, privatisation should continue. Further progress should
proceed alongside consideration of competition and regulation issues in each sector,
particularly those where the State has a strong presence. The links between privatisation
and productivity, as well as the government’s privatisation programme, are discussed
further in Chapter 5.

In addition to the large state-owned enterprise sector, there are around 300 municipal
housing corporations owned by their respective municipalities. These corporations rent
housing to the general public with the rents set by agreement with local tenants unions
based on historic cost taking into account the age composition of the housing stock. Private
sector rents are set in the same way and are often linked to public sector rents. The
regulation of the housing market was extensively reviewed in the 2007 Survey. A key
recommendation was that market conditions should be allowed to have more impact on
rent determination. Recent proposals have taken steps in this direction (Box 1.5).

Conclusions

Provided the existing sound macroeconomic policy frameworks are maintained, there
is little reason to suspect that the current global financial crisis and economic downturn
will have a lasting adverse impact on the performance of the Swedish economy or its
relative international standing. Recent gains in employment should be consolidated with
further efforts to strengthen the labour market. Ensuring that budget responds to the
downturn in a way that is consistent with sustainable long-term fiscal policy is a key
challenge (Chapter 2). Tackling the most distortive elements of the tax system, including
high marginal income tax rates, is an opportunity presented by the strong fiscal position
(Chapter 3). Improving the school-to-work transition and getting the most out of human
capital accumulation will also be important to boost productivity and sustain robust
income growth (Chapter 4). Further income gains are also likely from the competition
benefits of further privatisation (Chapter 5). The following chapters address these key
challenges in turn.
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Box 1.5. Housing market deregulation

The lack of market-determined rents means that rental housing is allocated via queuing,
extensive search and, in some cases, black market trades. Some households wait up to ten years
for their preferred property and some are forced into home ownership when they would prefer to
rent. The 2007 Survey recommended allowing rents to be determined by market conditions (in
particular for private rental housing), increasing competition in the construction sector and
improving the land-planning process. Since 2006, rents for newly-constructed dwellings have been
exempted from the review process which tied private sector rents to those set in the public
municipal housing corporations. While this was a step in the right direction, without broader
reform to rent regulation this measure may have made new dwelling investment more risky by
increasing the disparity in rents for new and old dwellings.

In early 2008, two governmental reports were released examining the role of rent regulation and
municipal housing corporations in light of EU legislation on state aid (SOU, 2008a and 2008b). They
recommended removing the link between private rents and rents in the public sector. Under this
proposal, the rent review process for private rentals, which previously considered the rent
increases in public rental housing in the same municipality, should allow rent increases or
decreases of up to 5% if there are substantial and persistent shortages or surpluses of properties in
the municipality. In addition, they recommended that the rent review process should be allowed to
consider rent increases in neighbouring municipalities if they are part of the same urban area. The
report considered alternatives to the current form of municipal housing corporations to ensure
consistency with EU rules on state aid and competition. One alternative would involve municipal
housing corporations operating on a “business-oriented model”, pursing the maximisation of long-
term profits. Presumably, if this model were implemented, it would lead the municipal housing
corporations to seek rents more in line with market prices in areas where there are supply
shortages. In mid-2008, a third governmental report suggested a number of simplifications of land-
planning and construction authorisations (SOU, 2008c).

Increasing the possibilities for owning an apartment is another important issue. Currently, a
form of tenant-ownership exists where individual persons own a share of a cooperative which in
turn owns the apartment building as a whole. The ownership right can be used as collateral for
mortgage loans and can also be sold at market price, although the cooperative may reserve the
right to approve the buyer. However, the ownership right is limited in the sense that the apartment
cannot be sublet for more than a short period. The 2007 Survey recommended allowing owner-
occupied apartments as in other OECD countries. It is therefore most welcome that, in November
2008, the government presented legislation to this effect. If adopted, owner-occupied apartments
can be created via new construction from May 2009 and the government also intends to prepare
legislation allowing conversion of existing properties.

The 2007 Survey also recommended increasing housing taxation to make it more neutral with
respect to other assets. Instead, the government has cut housing taxation by replacing the national
housing tax with a municipal government charge which is a fixed amount (with a limit in relation
to assessed value) and increased the capital gains tax on private dwellings by 2 percentage points
(Chapter 3).
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Notes

1. Technological innovations make it possible to produce ever bigger volumes of ICT equipment, and
this is correctly measured as GDP volume growth and thereby productivity growth. But the mirror
image of productivity growth is that prices of ICT equipment continue to fall. The consequence is
that aggregate real income grows less rapidly than real GDP, because the prices of the average goods
and services consumed and invested in Sweden do not have a similar downward trend. In national
account aggregates, this is reflected in downward-trending terms of trade, as export prices fall
relative to import prices. The effect has gained potency as high-tech production expanded.
Since 1999, it accounts for a steady difference of half a percentage point between annual growth
rates of real GDP and a measure correcting for the terms-of-trade loss, sometimes referred to as
“command GDP”, as illustrated in the previous Survey. The term “command GDP”, which has
sometimes been used in the literature, conveys that the terms-of-trade adjustment leads to a
measure of the volume of consumption and investment that GDP can buy or “give command over”.

2. Open economy forces and human capital were key to strong Swedish growth from 1870 to 1970.
From relative poverty in the mid-19th century, incomes in Sweden caught up rapidly with those in
the United Kingdom, continental Europe and the United States between 1870 and 1910, and most
of this catch-up can be ascribed to increased integration in the international economy, not least in
the form of capital inflows, helped by comparatively strong literacy (O’Rourke and
Williamson, 1995).

3. Recent income tax cuts and reductions in unemployment benefits may have weakened the
automatic stabilisers, but this has not yet been quantified.

4. On 9 June 2008, the Riksbank announced that it would no longer focus on the CPIX measure of
inflation in discussing monetary policy. CPIX excludes from the CPI the effects of mortgage
expenditure and indirect taxes and subsidies and has been used to show inflation developments
aside from the direct impact of the Riksbank’s own policy actions. The key reason for de-
emphasising the CPIX is that the Riksbank expects a systematic difference between the CPI and
CPIX for some time in the future. This is primarily due to the fact that mortgage interest
expenditure in the CPI is based partly on a house price index that only captures house price
increases when houses change hands. The long period of high house price growth (averaging more
than 8% per year since the mid-1990s) means that the CPI will reflect strong growth in mortgage
interest expenditure in coming years regardless of the path of interest rates (Wickman-
Parak, 2008). It has been argued that the move from the CPIX to the CPI will mean that monetary
policy will be tighter than would otherwise have been the case, since the CPI is expected to be
approximately 0.3 percentage points higher than the CPIX in coming years (National Institute for
Economic Research, 2008b).

5. To the extent that policy could raise fertility, this would increase population growth, but likely
reduce the labour force participation rate as parents take time out of work to raise their children.

6. International comparisons based on a working-age population of 15-64 for most countries and
16-64 for Sweden show that Sweden has a participation rate of about 80% compared to the OECD
average of about 70%. The new methods for measuring the labour force in Sweden, discussed in
Annex 1.A2, cover the age group 15-74 and result in a participation rate of around 70%.
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ANNEX 1.A1

Progress in structural reform

This table reviews action taken on recommendations from previous Surveys. Many of the
recommendations were made in the 2007 Survey, but key recommendations made earlier are also
included. Recommendations made in this Survey are shown in the boxes at the end of each chapter.

Recommendations made in previous Surveys

Action taken since the latest Survey (February 2007)

LABOUR MARKETS AND INTEGRATION OF IMMIGRANTS

Increase job search obligations by those receiving unemployment and similar
benefits, and use moderate sanctions to support these requirements. Ensure
adequate coaching and job search assistance for those at the margin

of the labour market.

Reduce the generosity of part-time unemployment benefits.

Better adapt the welfare model and labour market institutions to the increased
diversity associated with immigration. Undertake general reform or targeted
measures to avoid unemployment and inactivity traps: social assistance

and housing benefits for families with numerous children seem particularly
problematic.

Introduce a special benefit regime for youth without children, coupled with
enhanced training offers. Even if all irrespective of origin are treated equally,
it would benefit immigrants and their offspring disproportionately.

Allow, in collective agreements, for lower initial wages followed by stronger
progression during the first years of employment; this would make it easier
for immigrants to get established on the labour market while improving their
knowledge of the Swedish language and other local conditions.

Ease job security rules for regular contracts, and consider in particular

if the criteria for what is fair dismissal are too strict in order to reduce the risk
for employers hiring immigrants and others whose capabilities can be difficult
to gauge. Abolish the last-in-first-out rule so employees risk less by taking
another job.

Improve language training for newly-arrived migrants inter alia by improving
teachers’ capabilities and integrating language training on the workplace.
Introduce early childhood action for migrants’ children with language
problems.

Pilot more non-bureaucratic procedures for filling job vacancies in large

as well as small firms in ways that avoid possible discrimination based

on name and ethnicity.

Shorten the time of reaching a final decision on asylum applications

so that full economic integration can start earlier.

A Job and Development Guarantee was introduced in June 2007, involving
three phases: 1. intensified jobseeker activities, including coaching;

2. offering access to a range of labour market programmes, including work
training, workplacement, subsidised employment and skills enhancement;
3. after 450 days, full-time community service employment.

The number of benefit days that can be used in case of part-time
unemployment has been limited to 75.

The possibility of a general social insurance review is occasionally discussed,
but no action has been taken yet.

A Job Guarantee for Young People was introduced from December 2007,
providing support and increased incentives for unemployed youth to obtain
work or engage in further education.

As a substitute for wage differentiation, subsidised “Step-in Jobs” have been
introduced for asylum seekers who have received residence permits, quota
refugees and close relative immigrants during the first 18 months after
receiving a residence permit.

The duration of temporary contracts has been extended, but this has not been
paralleled by any easing of the rules for regular contracts (Chapter 3). Firms
with less than ten employees have been exempted from the last-in-first-out
rule for the first couple of layoffs.

In early 2008, improvements were announced to the “Swedish for
Immigrants” initiative, including skills-enhancement for SFl teachers, national
tests, clearer goals for SFl and a three-year time limit for SFI education.

Anonymised applications are currently being piloted in the public sector.

Two investigations have been initiated since February 2007. The first
evaluates the new organisational framework for handling appealed asylum
and citizenship cases. The responsibility for such decisions was transferred
to the regional migration courts in Stockholm, Malmd, and Gothenburg

in 2006. The second investigation regards how the reception

of asylum-seekers can be improved, thereby making the asylum-process
more effective.
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Recommendations made in previous Surveys

Action taken since the latest Survey (February 2007)

SICKNESS AND DISABILITY

Continue to improve administration in social insurance offices
and the procedures for medical assessment. Limit the duration
of sickness benefits to ensure early rehabilitation.

Monitor carefully how partial disability benefits are being used to ensure
that they are not just an income top-up for people who wish to scale back
their working hours. Revisit the many cases where disability pension has
been granted during the past five years to assess options for rehabilitation
to bring the person back to some form of work.

A range of measures were introduced from July 2008. A return-to-work plan
should be drawn up in cases where there is a risk of long-term sickness
absence. After no more than three months of sick leave, an assessment must
be made of the person’s ability to work in another role with the current
employer. If the employer cannot offer suitable work and the case of sickness
risks becoming long-term, contact must be made with the Employment
Service. Sickness benefit (payable at 80% of previous income but with

a ceiling) will generally remain in place for no more than 12 months. If work
capacity is then still reduced, the person will be moved on to “extended
sickness benefit”, with lower compensation, payable for a maximum of

18 months. “Well again jobs” were introduced for people who have been
receiving sickness, rehabilitation or disability benefits for at least a year,
with a large rebate on employer social security contributions. Under

a two-year pilot scheme, private employment services agencies will
participate in action to enable people on long-term sick leave to regain

their work capacity and return to work.

Disability benefits will only be granted when it can be established that

work capacity is unlikely to improve. To extend the possibilities for disability
benefit recipients to try out their work capacity, individuals will retain 25%
of their compensation for the first twelve months of gainful employment.
Those receiving disability benefits with no time limit, granted before
September 2007, will be able to continue claiming partial benefits even

after one year if taking up work, and they will have a lasting right to return
to full benefits.

TAXATION

Continue to cut income taxes in ways that maximise the effect on employment
rates and hours worked. Raise the threshold for where the state income tax
applies or cut its rate.

Raise the effective rate of VAT to make room for greater income tax cuts.

The in-work tax credit, introduced in 2007, was enlarged in 2008 and is
set to be enlarged further in 2009. A small reduction in the state income
tax is planned for 2009 (Chapter 3).

In the 2008 Budget, a number of taxes were increased to help finance
other measures in the budget, including taxes on tobacco, alcohol

and carbon dioxide.

FISCAL FRAMEWORK

Augment the surplus target with a medium-term debt target to reduce

the risks of slippage from year to year.

Operate the ceiling for operational expenditures and non-entitlement transfers
as a hard budget constraint on a three-year-ahead basis. Introduce

a specific margin that is ring-fenced from anything but business-cycle
related spending changes.

Reduce the pro-cyclicality of the balanced-budget requirement for local
governments by basing it on average taxable income over a number of years.
Alternatively, central government grants could be adjusted counter-cyclically.

The fiscal rules have not been changed, but slippages have been avoided
with actual surpluses exceeding targets.

Binding three-year expenditure ceilings were reintroduced
in the 2007 Spring Fiscal Policy Bill.

No action.

HEALTHCARE

Improve access to healthcare by strengthening incentives for family doctors
and treating those in most need first. Ensure the quality of healthcare
provision across regions through greater benchmarking, improved
co-ordination between municipalities and county councils and fewer counties.
Encourage more private service provision in the hospital sector and in
long-term care for older persons. Abolish the state-owned monopoly

in pharmaceutical retailing, at least for non-prescription drugs.

Increase the role of user charges.

The government has proposed free right of establishment in primary care.
Rules restricting county councils from transferring the operation of regional
hospitals, regional clinics and hospitals to non-public actors have been
abolished. An inquiry has been launched to consider wider choice for those
receiving publicly-funded elderly and disabled care. The state monopoly

for pharmaceutical retailing will be abolished from January 2009, including
for prescription drugs.

No action.
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Recommendations made in previous Surveys

Action taken since the latest Survey (February 2007)

EDUCATION

Identify and pursue cost-effective ways of improving the performance

of the education system, particularly in mathematics and science. Develop
better indicators of school performance to raise transparency and help
identify the factors that influence outcomes.

Look at ways of reducing the years spent in school by raising the number
of hours spent in instruction towards international averages. Re-examine
the balance between instruction time and after-school care.

Adjust admission rules so as to advance the start of tertiary education:
reduce the option for improving upper-secondary grades in municipal adult
education so that extra points could be awarded for relevant work experience
only. Tuition fees combined with income-contingent loans could also

be introduced, or some of the student’s loans could be converted into
grants if studies are finished within the prescribed period.

A new reading-writing-arithmetic initiative was announced in 2008.
Moreover, national tests will be advanced to start at the third year

of compulsory education from 2009. National tests become mandatory
at the fifth year of compulsory education also in English. Science tests
will be introduced at the ninth year of compulsory education.

A government report in early 2008 on upper secondary education
recommended increased use of performance indicators such as the share
of students attaining eligibility for entering higher education after three years.
A legislative proposal has been presented with a new scale for marking
students to be introduced from the academic year 2011/12.

No action.

An admission reform is to take effect from autumn 2010. Persons basing
their application solely on upper secondary grades will be given some
priority over applications based on grades that have been improved

in adult education.

INNOVATION AND ENTREPRENEURSHIP

Strengthen incentives to commercialise publicly-funded research by sharing
intellectual property rights between the researcher and the institution.
Develop the organisational structure and expertise to effectively
commercialise research.

Remove quantitative restrictions on venture capital investments

by institutional investors, including private pension funds.

Eliminate wealth taxes, or at least raise their thresholds. Reform the elements
of the tax system that discourage wealth accumulation outside of pension
plans. Adjust the 3:12 rules for closely-held companies, so that high earnings
to a larger extent are recognised as entrepreneurial in nature and taxed

as such rather than as income from work.

Adjust how previous earnings enter the calculation of unemployment
insurance benefits to give failed entrepreneurs a more neutral treatment
taking into account their earnings in previous employment.

An inquiry is considering tax deductions for contributions to the non-profit
sector to stimulate research. The government will abolish the VAT

on contributions to research at academic institutions and is considering
introducing intellectual property protection insurance for patents.

No action.

From 2007, the wealth tax was abolished. The 3:12 rules for closely held
companies were simplified in 2007 and the thresholds from which

the rules apply were raised, lowering the tax payable for closely-held
companies with few employees (Chapter 3).

A committee has been set up in order to review the issue.

COMPETITION

Strengthen the Competition Authority’s capacity to combat hard-core cartels
and other serious breaches of competition law. Strengthen the leniency
system by providing for substantial, non-criminal sanctions on individuals.
Streamline the process and reduce the time for dealing with competition
cases. Reconsider the need for two separate judicial reviews of the rulings
of the Competition Authority.

Strengthen the legal framework governing market activities of municipalities
and other public institutions, bringing them within the scope of the
Competition Act and providing greater opportunity for competitors to seek
redress. Rationalise the present supervisory structure for public procurement
into a single agency with scope to impose sanctions, and ensure that tenders
from internal and external suppliers are treated equally. Increase outsourcing
of public services. Specify clearly in government mandates to the agencies
what are their core activities and place limits on expansions in other
directions. Improve efficiency via dissemination of best practices in the public

sector by further developing comparative datasets at all levels of government.

Reduce state ownership, with emphasis on separating natural monopolies
from competitive activities. Privatise government-owned companies currently
operating in competitive markets.

Expose all the activities of the state-owned passenger rail company

to competition and require it to operate under a hard budget constraint

with no prospects of further government capital injections to bail it out.

Following an inquiry into the Competition Act, the government intends
to submit a bill in 2008 to make it more effective. The inquiry proposed
harmonising market concentration testing with EU law, clearer rules
for determining the size of damages, and changing the thresholds

for competition testing.

The Competition Authority has recommended the introduction of a national
law on free choice in primary care and home help in elderly care, with open
reporting of quality indicators at care-giver’s level. The Authority has also
recommended making sanctions stiffer in cases of non-compliance

with the procurement rules. New legislation came into effect in

January 2008 on public procurement and procurement in water, energy,
transport and postal services. The National Board For Public Procurement
was made part of the Competition Authority on 1 September 2007 as a
step towards improving oversight of public procurement.

The government has sold its interest in Vin&Spirit, OMX and Vasakronan,
and it has reduced its holdings of Teliasonera. Parliament has approved
the sale of Nordea and further sales of Teliasonera shares.

No action.
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Recommendations made in previous Surveys

Action taken since the latest Survey (February 2007)

Consider alternative regulatory mechanisms that would allow the introduction  No action.
of competition in alcohol retailing without sacrificing control over access
to liquor.

HOUSING

Introduce legislation to allow owner-occupied apartments as an alternative
to the current tenant-ownership.

Rent regulation should be phased out to make the market function better.
Regulation of rents in municipal housing companies should be reformed,
and closer co-operation between concerned parties should be encouraged.
Malmé’s example of gradually introducing rent differentiation according

to demand and supply should be considered as a model for Stockholm.

The government has presented legislation for the introduction

of owner-occupied apartments starting in May 2009. Initially, they can only
be created via new construction, but the government also intends to prepare
legislation allowing conversion of existing properties.

In April 2008, a government report proposed easing the regulation of private
rentals. Rents would be allowed to increase or decrease by up to 5% if there
are substantial and persistent shortages or surpluses of properties

in the municipality. Moreover, rent comparisons should take a wider
perspective including neighbouring municipalities if they are part

of the same urban area.

Increase housing taxation. Base the taxation of tenant-owned housing

on property value assessments that reflect the value of each individual
apartment. Raise the real-estate tax rates for owner-occupied

and tenant-owned housing to levels that are neutral vis-a-vis other asset
classes. Strengthen capital gains taxation: an interest liability on accrued
(but not realised) capital gains could be considered, or the effective tax rate
on realised capital gains could be increased, e.g. by basing the tax on the full
capital gain, rather than two thirds as currently. Moreover, deferral should
not be granted when the owners die and the house or apartment is inherited.
Reduce the value of interest deductibility, e.g. by lowering the threshold

for the 21% rate so that it applies for all negative net capital income. Review
capital market regulations to facilitate reverse mortgages easing the liquidity
constraint when house prices (and thereby mortgage equity) grow leading
to higher recurrent housing taxes.

Make housing allowances dependent on income and personal and family
characteristics rather than the level of housing expenditures.

Carry on with the phasing out of the interest subsidy scheme.

Abolish the credit guarantee scheme as it might encourage risky lending

by the banking sector.

Enhance competition in the construction sector: change the public
procurement process to reduce participation costs and thereby increase

the number of companies bidding. Municipalities should allocate land

on a competitive basis, rather than selling land through a direct transfer
combined with counter-demands.

Make land planning processes more efficient. Municipalities should increase
the speed with which cases are processed. Allow private developers to go
to court to challenge a negative municipal planning decision.

The national real estate tax was abolished in 2008 and replaced by

a municipal government charge with a relatively low cap per dwelling.
Although the tax on capital gains on the sale of private dwellings was raised
by 2 percentage points, the net effect of the two measures has been

a reduction in housing taxation.

No action.

Completed.

No action. By contrast, the government has proposed introducing state credit
guarantees to facilitate first-time buyers’ acquisition of housing.

Efforts are being made to strengthen competition policy in general.

A committee was appointed in June 2007 with the task to, among other
things, analyse existing planning regulation and organisation and propose
changes that would increase efficiency and quality.

PROMOTING ENVIRONMENTALLY SUSTAINABLE GROWTH

Ensure that rigorous cost-benefit analysis is systematically used to evaluate
environmental policy options.

A public investigation has been set up to evaluate existing work
on environmental economics and propose improvements.
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ANNEX 1.A2

Labour force data

With this Survey and OECD Economic Outlook No. 84, the OECD adopts Statistics
Sweden’s new Labour Force Survey. The new methodology introduced two key changes.
First, the age coverage of the population was widened to 15-74 from 16-64. Second, to be
consistent with international standards, students who are looking for work are now
included among the unemployed. Formerly, they were classified as outside the labour
force. These changes have raised the level of employment and unemployment, increased
the unemployment rate and lowered the labour force participation rate. For 2007, the new
methodology gives an unemployment rate of 6.2% compared to 4.6% on the previous
definitions; the participation rate is 71.1% compared to 79.3%.

At present, data on the new definition are only available from Statistics Sweden
starting in 2005. However, a much longer time series is needed for seasonal adjustment
and for estimation of the structural unemployment rate (non-accelerating inflation rate of
unemployment or NAIRU). Therefore, quarterly series for 1976-2005Q1 have been
constructed by the OECD Secretariat as described below; these series will be used until data
covering a longer historical time span become available from Statistics Sweden.

Quarterly data for 1976-2005Q1 are based on estimates for employment and
unemployment from the National Institute of Economic Research (KI) presented in the
August 2007 issue of The Swedish Economy for the 16-64 year olds. To extend these series to
the 15-74 year olds, the following assumptions have been used. It is assumed that the
participation rate of the 65-74 year olds was 8%. As very few of the oldest age group are
unemployed, their unemployment rate is assumed to be a third of that for the 16-64. For
the 15 year olds, a participation rate of 11% is assumed and the unemployment rate is
assumed to be five times that of the 16-64 year olds. These assumptions were based on the
observed participation and unemployment rates between 2005 and 2007, effectively
assuming that there has been no trend change in the unemployment or participation rates
of these groups. The unemployment and participation rates are then used to derive levels
of employment and unemployment for 15 and 65-74 year olds which are added to the KI
figures for the 16-64 year olds. Finally, the figures for 1976 to 2005Q1 are combined with the
Statistics Sweden figures for 2005Q2 to 2008 and the combined series are seasonally
adjusted.

The unemployment rate constructed as described above for the 15-74 year olds for the
years prior to 2005 is virtually identical to that for the 16-64 age group published by the
National Institute for Economic Research. However, the participation rate is on average
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around 10 percentage points lower. This reflects the fact that most of the people added to
the working-age population by expanding the age coverage are outside the labour force.

The unemployment and participation rate series constructed for 1976-2005 are
relatively insensitive to the assumptions made for unemployment and participation rates
of the 15 year old and 65-74 year age cohorts. A 1 percentage point change in the assumed
participation rate of 65-74 year olds changes the participation rate for 15-74 year olds
by 0.13 percentage point on average between 1976 and 2005. Assuming that the
65-74 population had the same unemployment rate as the 16-64 population increases the
unemployment rate for 15-74 year olds by, on average, 0.05 percentage points between 1976
and 2005. A 1 percentage point change in the assumed participation rate of 15 year olds
changes the participation rate for the 15-74 group by 0.02 percentage point on average over
the period 1976-2005. Assuming the 15 year olds had the same unemployment rate as the
16-64 population would have lowered the unemployment rate by 0.06 percentage point on
average between 1976 and 2005.

The OECD’s NAIRU series has been re-estimated (see Figure 1.10in the body of
Chapter 1). It follows the methodology outlined in Gianella et al. (2008), using a Philips
curve and Kalman Filter (Table 1.A2.1).

Table 1.A2.1. Philips curve estimation results

Philips curve
An 196102-2007Q4 S.E. 0.8552

COEF T-STAT R2 adjusted 0.4259
CST 0.0086 0.1371 Test statistic PROB.
An(-1) -0.816151 -11.7784 Heteroskedasticity 0.2283 0.9223
An(-2) -0.6499 -8.3111 Serial correlation (1) 0.6736 0.4129
An(-3) -0.3682 -5.2990 Serial correlation (4) 6.7073 0.0000
u-u* —-0.0582 -1.4671 Normality 44.8048 0.0000

Sacrifice ratio 3.0457

Kalman filter
Variance of error term in signal equation 0.60
Variance of error term in first state equation 0.035
Variance in error term in second state equation 0.15
Parameter values of second state equation 0.90

Source: OECD Secretariat calculations.
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Chapter 2

Fiscal policy:
What should the targets be?

The current fiscal policy framework was introduced after the crisis of the
early 1990s as part of a stability-oriented macroeconomic policy framework. The
simple but clear surplus target has been successful at achieving fiscal consolidation,
but it may now be time to refine the fiscal strategy to ensure that the sound fiscal
position can be sustained in the long term. This chapter assesses the achievements
of the current framework and suggests more clearly underpinning the fiscal targets
by long-term sustainability and intergenerational equity considerations. Key
questions are what future fiscal pressures should be expected and to what extent
alternative policies can be used to deal with them: pre-funding, increased labour
utilisation, raising efficiency in public service provision via competition and user
choice and shifting the balance between public and private funding.
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The current fiscal framework

The central government budget process was tightened in the mid-1990s, at a time of
extensive fiscal consolidation, following the economic crisis of the early 1990s, which had
led to increased government spending, large deficits and rising debt. The new approach
introduced a medium-term fiscal framework (previously budgeting was only for a single
year) and a top-down budgeting process. In 1997, multiple-year expenditure ceilings were
adopted, and in 2000 a budget surplus target and balanced-budget requirement for local
governments were implemented (Box 2.1).

What has the fiscal framework achieved?

The net lending targets and spending ceilings have been met. Net lending has
averaged 1.4% of GDP from 2000 to 2007 (Table 2.1). The indicator showing the average
value of net lending since 2000 has exceeded 1% since 2006, and the seven-year moving
average indicator has been close to or above 1% since 2003. Estimated structural budget
balances show that, unlike in many other OECD countries, discretionary policy has acted
counter-cyclically (Ahrend, et al., 2006). The balanced-budget rule for local governments
has not been met every year since its inception, with the local government sector as a
whole running deficits between 2001 and 2003. However, the rule that local government
deficits should be corrected within three years appears to have been met at the aggregate
level. The expenditure ceilings have not been breached but the budget margin (the
difference between the ceiling and actual spending) has been eroded by additional outlays
after the expenditure ceiling was fixed. Moreover, tax expenditures have been used to
reduce the risk of the expenditure ceilings being breached. Also, borrowing from the
National Debt Office to finance investment spending has been used to avoid breaching the
expenditure ceilings since this defers parliamentary appropriation (limited by the
expenditure ceiling) from the time that the investment takes place until the time the debt
is amortised (Hansson Brusewitz and Lindh, 2005).

The improvement in net lending has been achieved through expenditure restraint
rather than higher taxes. The share of public spending in GDP is still the highest in the
OECD, for a variety of reasons. A large proportion of individuals’ smoothing of their income
over their lifetime is carried out through the public sector and a significant share of private
services are provided by the public sector. In addition, transfers are higher than in many
other countries, although they are generally taxed like earned income. Taking account of
taxation of benefits and mandatory private social spending, Sweden’s net publicly-
mandated social spending is some 7 percentage points of GDP less than gross public social
expenditure, and lower than in France and Germany. The trend decline in spending has
largely been driven by reduced interest expenditure, in line with lower debt, and a
reduction in transfers, particularly in relation to housing, support for the unemployed and
labour market measures (Figure 2.1). In recent years, lower transfers have reflected a fall in
the number of people excluded from the labour market due to sickness and disability,
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Box 2.1. Key elements of Sweden’s fiscal policy framework

The main fiscal target is a general government surplus of 1% of GDP over the business
cycle (Swedish government, 2008a).” It is motivated by the following goals:

e Public finances should be sustainable in the long term.
® Fiscal resources should be distributed evenly across generations.

@ Economic efficiency should be promoted through a predictable development of taxes
and expenditures.

Three indicators are used by the government to assess performance against the surplus
target:

e Average net lending from the year 2000, the year in which the target was first applied,
combined with information about the estimated output gap over the same period.

® Average net lending over a seven-year period, including the current year, the next three
and the previous three, combined with information about the estimated output gap over
the same period (introduced in the 2007 Spring Fiscal Policy Bill).

e The structural balance, i.e. cyclically-adjusted net lending adjusted for one-off and
temporary effects.

The expenditure ceilings are designed to support the surplus target and prevent
temporary revenue from being used to finance permanent expenditure. They take into
account economic developments to avoid pro-cyclical fiscal policy and include a budget
margin to cope with uncertainties. The aggregate expenditure ceilings are broken down
into 26 expenditure areas, covering central government expenditures and the spending of
the income pension system, but do not cover interest or local government expenditures.
When first introduced, the expenditure ceilings were intended to be set three years in
advance. However, for a number of years, the ceilings were only set two years in advance.
The three-year-ahead ceiling was re-instated in 2007.

The balanced-budget requirement for local governments applies to the aggregate
position of all local governments and calls for any deficits to be offset by surpluses within
three years.

In 2007, the government established a Fiscal Policy Council (Finanspolitiska Rddet), to
monitor the fulfilment of fiscal targets. It’s role includes examining the clarity of budget
documents and quality of the data on which they are based, and whether developments
are in line with long-term sustainable growth and high employment. The establishment of
the Council was also intended to foster public debate on economic policy. The government
has begun work on a comprehensive review of the fiscal framework aimed at increasing its
clarity and strengthening it to face future challenges.

* The surplus target was initially 2% of GDP but was reduced to 1% when the premium pension system,
introduced in the reforms of the late 1990s, was reclassified to the private sector in 2007.

which to some extent may have been cyclical. Government investment spending as a share
of GDP has fallen since the 1970s but is not evidently low by international standards
(see below, Box 2.2).

A key motivation for the general fiscal policy framework was to strengthen the fiscal
position following the economic crisis of the early 1990s. Swedish general government
gross debt has fallen from a peak of almost 85% of GDP in 1996 to about 47% of GDP in 2007.
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Table 2.1. Fiscal balance and expenditure: have the targets been met?
As per cent of GDP

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
est. est.
Net lending 3.7 17 14 12 0.6 2.0 2.2 3.5 2.8 1.1
Central government 4.0 7.3 -1.9 -1.9 -0.5 0.4 0.8 21 1.6 0.5
Local government 0.2 -0.2 -0.5 -0.2 0.2 0.6 0.3 0.3 0.3 0.1
Pension system —04 -5.4 1.0 1.0 0.9 1.0 1.0 11 0.8 0.4
Net lending average from 2000 to given year 3.7 2.7 1.3 0.7 0.7 0.9 1.1 1.4 15 1.5
7-year moving average of net lending 09 09 1.0 1.4 1.8 2.1
Cyclically-adjusted net lending 3.0 1.8 -0.9 -0.6 0.7 1.7 1.3 2.8 3.2 21
Structural balance 1.9 2.2 -0.7 -04 0.4 1.1 0.8 241 2.8 1.9
OECD cyclically-adjusted net lending 24 1.0 -1.7 -08 0.9 24 1.7 3.0 32 22
Expenditure ceiling 34.0 340 335 32.7 327 318 31.3 30.5 30.0 300
Actual spending subject to ceiling 33.8 33.8 33.5 32.6 32.6 31.6 30.9 29.6 29.4 28.8
Budget margin 0.2 0.2 0.0 0.1 0.1 0.2 0.4 0.9 0.5 1.1

Note: The 7-year moving average is calculated using the given year, the three years prior and the three following
years. Cyclically-adjusted net lending is calculated using net lending and the “adjustment for the economic cycle”
from Table 20 of Annex 2 to the 2009 Budget Bill and the equivalent table in the 2008 Budget Bill for figures relating
to 2000 and 2001.

Source: Swedish government (2007, 2008a), OECD Economic Outlook No. 84 database.

Figure 2.1. Government spending as a share of GDP has fallen
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Net debt had deteriorated from a small net asset position in the early 1990s to 27% of GDP
in 1996 but the government had restored a net asset position of 20% of GDP by 2007
(Table 2.2).2 The framework appears to have been successful in helping to restore local
government finances, since local government net financial position has also improved. In
addition, the stock of physical assets, which are not included in the net assets measure,
amounts to some 40 to 50% of GDP. The overall improvement in the government’s balance
sheet has not been driven solely by net lending: more than half of the increase in net
financial assets since the mid-1990s can be ascribed to GDP growth and valuation effects
(Swedish Fiscal Policy Council, 2008). Sweden is one of only a few OECD countries that has
financial assets in excess of liabilities. In comparison to other OECD countries, it has also
achieved one of the largest improvements in net financial assets over the last decade
(Figure 2.2).

Table 2.2. General government balance sheet
Consolidated, per cent of GDP

1996 2007
Assets Liabilities Assets Liabilities

General government Net financial position —26.6 19.9

Total financial instruments 72.4 99.0 70.5 50.6

Debt 453 90.3 29.2 45.8

Equity 20.6 36.4

Other 6.5 8.7 49 49
of which:
Central government Net financial position -61.5 -10.3

Total financial instruments 27.8 89.4 32.3 425

Debt 9.2 84.2 1.9 40.0

Equity 15.6 17.7

Other 3.1 5.1 2.6 2.6
Local government Net financial position -0.9 1.2

Total financial instruments 8.7 9.6 8.8 7.6

Debt 4.2 6.1 5.9 5.6

Equity 1.2 13

Other 3.3 35 1.6 2.0
Social security funds Net financial position 35.8 29.0

Total financial instruments 35.9 0.0 29.5 0.5

Debt 319 0.0 11.3 0.2

Equity 3.8 17.4

Other 0.1 0.0 0.7 0.3

Source: Statistics Sweden Financial Accounts and National Accounts.

The government has introduced measures in the 2009 Budget Bill that will reduce net
lending by almost 1% of GDP. These measures cover three broad areas: investment in
infrastructure and research, lower income taxes, and increased spending on pensioners
and psychiatric care. Cyclically-adjusted net lending would be reduced to around 2% of
GDP in 2009 although slower GDP growth may bring headline net lending close to balance
(Chapter 1).
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Figure 2.2. Government net financial assets is improving in Sweden'
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Source: OECD, Analytical database.

What should guide the choice of future fiscal targets?

While the fiscal targets have helped restore public finance sustainability, they have
been criticised on a number of points. The surplus target was set to achieve fiscal
consolidation but the level of 1% of GDP is largely arbitrary. The expenditure ceilings have
been met, but they have also been circumvented by the use of tax expenditures and
borrowing to finance investment, and they are not clearly linked to the surplus target
(Swedish National Audit Office, 2008; European Commission, 2008a; Swedish Fiscal Policy
Council, 2008). These problems, and the approach of the demographic transition that the
surplus target was intended to facilitate, has led the government to initiate a review of the
fiscal framework. This was announced in the Budget Bill for 2007 and the outcomes of this
review will be reported by 2010.

The ultimate goal of fiscal policy targets should be to ensure sustainability, meaning
that current tax and spending policy settings can remain unchanged in the future without
generating an explosive path for government debt, which could ultimately lead to higher
interest rates and cause macroeconomic as well as financial market instability. The
standard approach to fiscal sustainability rests on the idea that government debt should be
stable as a proportion of GDP at some finite horizon (often 50 years). A strict approach to
ensuring sustainability would be to set the target to maintain the current financial
position. A net lending surplus of about 1% per year would be sufficient to stabilise net
assets at their current level of around 20% of GDP, given the government’s projections of
GDP growth and interest rates. However, this approach hinges on an essentially arbitrary
level of net assets. Also, setting a fixed target to maintain net financial assets, even if
expressed as an average over the economic cycle, constrains the use of pre-funding or tax-
smoothing as a long-term policy tool, implying perhaps temporary changes in tax rates or
spending. Also, this approach does not ensure a particular level of intergenerational
distribution of resources, which is currently stated as an ambition in the government’s
fiscal policy statements. Finally, it has been argued that the factors that can affect net
financial assets which are not included in net lending (the so-called stock-flow
adjustment) could be manipulated to help achieve fiscal targets (Buti et al., 2006).

56 OECD ECONOMIC SURVEYS: SWEDEN - ISBN 978-92-64-05423-3 - © OECD 2008



2. FISCAL POLICY: WHAT SHOULD THE TARGETS BE?

A more rigorous forward-looking approach would be to set short-run fiscal targets
with reference to the existing stock of assets and liabilities, the expected path of revenues
and expenditures, and fiscal sustainability calculations based on these projections. This
could incorporate an assessment of the uncertainty around long-term projections and an
analysis of the risks to the budget resulting from the composition of the balance sheet (for
example, the likelihood of default on government-provided loans) and other transactions
(for example, government guarantees). The expected paths of balance sheet items and
revenues and expenditures are important, in addition to net present values. The inter-
temporal budget constraint may be satisfied (the net present value of future budget
surpluses may be enough to cover existing net debt), but with a trajectory that involves
sharply increasing debt initially followed by a strong fiscal improvement. Such a trajectory
would leave the budget more susceptible to the effects of a negative economic shock than
a sustainable path with a smoother trajectory for net debt.

Fiscal targets should also take into account the fact that parts of the general government
balance sheet will evolve over time according to factors that are exogenous to fiscal policy.
For example, higher returns on assets in the pension system would likely reduce future
government spending related to the basic age pension. Similarly, higher investment returns
on state-owned enterprises would reduce the need to raise taxes to finance a given path of
expenditure. However, in both cases, if the higher return was achieved through a more risky
investment strategy, the budget may also be more exposed to occasional losses. In addition,
a decision to invest in physical capital may increase the required ongoing investment to
maintain the asset as it depreciates (Box 2.2). Loans to the private sector increase
government assets and interest income but the principal is not captured by net lending.
Publication of a full balance sheet with a reconciliation of changes in net worth due to net
lending and other factors would make it easier to assess the extent to which a net lending
target would need to be adjusted to take these factors into account. Full accrual balance
sheets are currently published in the United Kingdom, New Zealand and Australia.

The government also sees a role for fiscal policy in promoting an equitable distribution
of resources across generations. To monitor achievement of this goal, generational accounts
should be produced on the same basis (i.e., with the same assumptions and methodologies)
as fiscal sustainability calculations. Generational accounts can be used to assess the
distribution of public sector activities by mapping the taxes paid and public benefits received
across age cohorts. They do come with a number of caveats, however. They ultimately rely on
the lifecycle consumption model and require assumptions about the extent of
intergenerational altruism. They may not be as familiar to policymakers, potentially
increasing the risk of mis-interpretation. They treat government payments made today on
par with payments to be made in the future, which may be considered uncertain due to the
possibility of policy change (Auerbach, 2008). Expenditures that cannot be specifically linked
to a particular generation are assumed to benefit all generations equally. This means that
expenditures whose costs and benefits do not occur in the same period may be misallocated
in the generational accounts (Heijdra and van der Ploeg, 2002). This is a risk with capital
investment, where the expenditure is incurred in one period but the benefits are spread out
over time. Finally, generational accounts do not capture non-tangible assets such as
environmental amenity, so cannot give a complete picture of intergenerational redistribution
(Productivity Commission, 2005). Despite these drawbacks, they can usefully inform target
setting and assessment of policy achievement.
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Box 2.2. Is a golden rule necessary?

A risk with a strict rule-based fiscal framework with a net lending target and expenditure
ceilings is that these rules may discourage physical capital investment. Such expenditures
may be politically easier to defer in order to meet a net lending or expenditure target, because
they are discrete and often one-off. It can be argued that government investment is different
from other types of spending because the benefits are spread further over time and
investment increases private sector output (Fatas, 2005). Hence, a number of countries (the
United Kingdom, Germany) have adopted a “golden rule”, where budget deficits are allowed
but only up to the amount of capital spending (that is, debt issuance can finance investment).
Such a rule provides for the costs and benefits of an investment to be spread over a similar
period, rather than the costs being borne upfront and the benefits accruing later.

Over a long time span, government investment as a share of GDP has fallen, but it has
been stable since the mid-1990s, suggesting that the fiscal framework introduced in the
late 1990s did not induce a fall in public investment (although it is possible that the
investment share of GDP would have increased in the absence of the rule). Estimates of the
stock of public capital suggest that Swedish public capital may be low by international
standards (Kamps, 2004).

Excluding investment from the fiscal target could make fiscal policy more volatile and
loosen control over the aggregate budget position. If capital spending is politically easy to
defer in order to meet a target, it may not have the same public value as other types of
spending so loosening the budget constraint for capital spending and not other spending
may not be consistent with public preferences. The definition of investment (expenditures
that result in the acquisition of physical capital) most likely would exclude expenditures
providing long-term benefits, such as education or research and development. In addition,
a golden rule may create incentives to artificially reclassify certain types of spending as
investment in order to bypass the budget constraint.

In addition, a golden rule might create a bias in favour of purchasing physical capital
over other forms of capital service provision. Government can either buy capital outright,
affecting net lending upfront, or it can contract a private enterprise to construct the capital
and pay a rental fee or service charge as the infrastructure is used by the public. Such an
arrangement would be classified as consumption for the purposes of net lending. A golden
rule loosens the budget constraint for purchasing but not for renting capital.

Reporting a balance sheet including physical assets would improve coverage of the
government asset position and could prompt further analysis of the role of government-
owned assets and how they are expected to develop over time. The use of an accrual-
accounting flow measure for the budget target, incorporating depreciation as an expense,
would replace the upfront cost of investment by the depreciation of the asset over time in
the fiscal target. This would facilitate the choice between purchasing and renting capital
and create an explicit link between the fiscal flow target and government net worth.
However, using an accrual measure for the budget flow target raises a number of complex
issues which would need to be carefully considered, such as the cash management
implications of budget allocations for accruing expenses like depreciation and civil servant
pension liabilities (OECD, 2007a).

Adopting an approach to setting fiscal policy with reference to projected long-term
developments would be more complex than the current surplus target. In particular, it
could be argued that the government could manipulate the underlying modelling and
assumptions. This may weaken the discipline imparted by the fiscal targets. To guard
against this, the Fiscal Policy Council should be required to formally verify the assumptions
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and methodologies used to determine the targets.? The targets could be re-affirmed or
adjusted at regular intervals, based on updated long-term projections and refinement of
the estimation methodologies, to allow for early action if the impact of demographic or
other changes turned out to be larger than expected.

A number of OECD countries, particularly those which have recently recorded budget
surpluses, have adopted policy targets derived from projections of future fiscal
developments. In New Zealand, the government is required by law to produce a long-term
fiscal outlook every four years and a fiscal strategy report each year. The latter report
demonstrates how fiscal targets are linked to long-term developments. The budget is
prepared on an accrual basis, and the target is for operating surpluses (accrued revenues
must exceed accrued expenses, regardless of the actual cash flow) over the economic cycle
consistent with increasing net worth. The exact level of the surplus is determined by what
is required to achieve the long-run objectives (New Zealand government, 2008). In
Denmark, the budget target is for structural surpluses of 3%-13% per cent of GDP per year
to 2010 and then the budget should at least be balanced from 2011 to 2015. These targets
were set with reference to the expected future development of public finances, to ensure
fiscal sustainability measured using a variant of the inter-temporal budget constraint
(OECD, 2008a). The sustainability indicator is also used to assess the long-term
implications of major policy measures. Such an approach could be usefully applied in
Sweden, building on the long-term projections already presented each year in the Budget
Bills (Swedish National Audit Office, 2007b).%

The link between the expenditure ceilings and the net lending target should be
clarified. With a target for net lending tied to the development of the balance sheet, the
purpose of an expenditure ceiling would be to constrain the overall size of government. If
tax smoothing is pursued, the expenditure ceiling becomes the control variable to ensure
that the net lending target is met given the anticipated path of revenue. The expenditure
ceiling has been an important fiscal control mechanism in recent years and has been met
every year since its introduction. The level of ceiling is currently set to allow for cyclical
fluctuations in spending, with the three-year-ahead ceiling set to be 3% above the estimate
of ceiling-restricted expenditure. However, in the past, the budget margins have been fully
used during upswings, forcing cuts in expenditures during downturns. This could be
addressed by increasing the size of the budget margins, although larger margins might be
interpreted as additional scope for permanent spending increases. Alternatively,
consideration could be given to excluding cyclically-sensitive expenditures from the
expenditure ceiling to prevent them from limiting the operation of the automatic
stabilisers. Consideration could also be given to introducing a formal assessment of new
tax expenditures as part of the budget decision-making process, in order to prevent their
use as a means to bypass the expenditure ceilings (Swedish National Audit Office, 2007a).
This would ensure that tax expenditures at least receive the same scrutiny as direct
expenditures in the budget process. Similarly, arrangements for borrowing from the
National Debt Office to finance capital investment should also be eliminated. It is therefore
welcome that the 2009 Budget states that government investment should be financed from
general revenue, like other expenditures, rather than by separate borrowing. Part of
the 2008 surplus (0.75% of GDP) will be allocated to repayment of loans previously taken out
by the National Rail Administration and Swedish Road Administration. Loan financing will
not be considered for new investment projects unless the costs are to be recovered by user
charges (Swedish government, 2008a).
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The local-government balanced-budget rule should be amended to reduce the risk of
pro-cyclical local fiscal policy. The balanced budget rule for local governments is a
minimum requirement and is often interpreted by local governments as requiring a small
surplus. However, if a deficit does emerge the requirement that the financial position is to
be restored within three years raises the possibility that local governments may need to
tighten fiscal policy during economic downturns. Local governments should have the
incentive to save during economic upswings to avoid having to raise taxes during
slowdowns, as happened in the early 2000s. The 2005 Survey recommended reforming the
balanced-budget requirement so that revenue for the purposes of the target is calculated
with reference to the average taxable income over a number of years, creating a form of
over-the-cycle target (OECD, 2005).

Consideration could also be given to formalising periodic reviews of the overall
allocation of spending, to supplement reviews of the effectiveness of particular programmes.
The Swedish annual budget process is incremental, considering new policy proposals
although often with a requirement that new spending is offset with savings elsewhere in the
budget. While it would be resource-intensive, multi-year reviews could free up resources
from low-priority areas to ensure overall spending restraint and comply with the fiscal
targets. The Canadian government has recently introduced a four-year spending review cycle
with a view to freeing resources for reallocation to other priorities, although to date this
process has not yielded significant savings (OECD, 2008b). The UK government conducted
comprehensive spending reviews in 1998 and 2007, which examined all government
programmes from a zero-base perspective, helping to reallocate spending towards higher
priorities, in health and education in particular. Bi-annual spending reviews were conducted
in the interim setting out three-year spending plans for departmental expenditures.
However, actual real spending has exceeded that planned in all spending reviews since 1998
and a considerable fiscal deficit has emerged (OECD, 2007b). Thus, spending reviews do not
automatically deliver spending control; they are not a substitute for fiscal discipline.

Are current policies sustainable given future fiscal pressures?

The government’s long-term fiscal projections indicate that the general government
budget balance will strengthen to about 2.5% of GDP in 2011 (the last year of budget
forecasts) and is then projected to deteriorate progressively to 1% of GDP by 2015. Beyond
that horizon, net lending is driven by demographic changes, deteriorating to deficits of
around 1.5% of GDP in the 2040s before recovering slightly to a deficit of 1.2% of GDP
in 2050 (Figure 2.3). Accordingly, the net financial asset position is projected to improve as
a share of GDP until about 2020, and then to deteriorate, to net debt of 3.3% of GDP by 2050.

Based on a number of technical assumptions,” including that of an unchanged
retirement age despite the foreseeable increase in longevity, the government projects
transfers and consumption combined to decline by about 1.5 percentage points of GDP
between 2008 and 2050. The fiscal gap opens up because of a technical adjustment - a
transfer of 3.3% of GDP to households - phased in between 2011 and 2015. This adjustment
is introduced in order to reduce the surplus from its level in 2011 to the target of 1% of GDP
by 2015, after which the projections are based on demographics. This technical adjustment
changes with the projection for the surplus at the end of the budget forecast horizon. For
example, in the 2008 Spring Fiscal Policy Bill, the surplus in 2011 was estimated to be 4.1%
of GDP, and the technical adjustment required to reduce the surplus to 1% in 2015 was
therefore 5% of GDP per year (Swedish government, 2008b).
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Figure 2.3. The fiscal position is expected to deteriorate
As per cent of GDP
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Source: Swedish Government (2008a).

Demographically-driven pressures are mainly in elderly care. The government
projects consumption related to elderly care to rise by about 2 percentage points of GDP
between 2008 and 2050. Consumption of medical services is expected to rise by about one-
half a percentage point and transfers related to health are expected to fall by about one-
half a percentage point of GDP, based on a fixed standard of care. Pension expenditure is
projected to be broadly stable as a share of GDP until 2040, falling thereafter, due largely to
the pension reforms of the late 1990s, which reduced pension entitlements and introduced
the self-balancing income pension system. Through the universal guarantee pension, the
government retains the risk that retirement income from the new income pension system
is inadequate. Education spending is projected to decline by about 1 percentage point of
GDP between 2008 and 2050 due to demographics.

OECD projections of growth in health and long-term care spending based on
demographics alone are lower than those of the government. They take into account an
adjustment for healthy ageing, and an income effect for age care which assumes that the
income elasticity of demand for aged care services is zero, so income growth drives down
long-term care spending as a share of GDP. Even projections that take into account non-
demographic factors, combined with measures to contain the growth in costs (the cost-
containment scenario in Figure 2.4), suggest that Sweden faces the lowest increase in
health and long-term care spending in the OECD, in part due to a relatively small increase
in the old-age dependency ratio. However, expectations for standards of care will almost
certainly rise, and much larger increases in spending are projected in the absence of cost-
containment measures - public spending on health and long-term care could rise by more
than 4 percentage points of GDP between 2005 and 2050 relative to the impact of
demography alone (OECD, 2006).

Projections produced by the European Commission, which cover pensions, education
and labour market measures in addition to health and age care, are more pessimistic than
the government’s. That said, even these projections show that Swedish public finances
face a smaller demographic challenge than in many other European countries. These
estimates take account of reduced care needs due to improved health accompanying
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Figure 2.4. Health and long-term care expenditure is not expected to rise
as much as in other countries’
Projected increase between 2005 and 2050, per cent of GDP
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Source: OECD (2006).

increased life expectancy. However, the government expects larger falls in both pension
and unemployment benefit spending.

Using internationally comparable figures, Sweden is one of a handful of European
countries which are considered to have sustainable fiscal positions. This is based on an
indicator which shows how much the budget balance would need to change each year in order
to satisfy the inter-temporal budget constraint. A negative value of the indicator suggests that
the fiscal stance can be permanently loosened and fiscal policy would still be sustainable
(European Commission, 2004). In Sweden’s case, the sustainability indicator value is —1.2; that
is, the primary budget surplus (total budget surplus less net interest) could be permanently
reduced by 1.2% of GDP and the fiscal position would still be sustainable. This result is achieved
because the starting surplus and initial debt position are sufficient to offset the impact of the
fiscal deterioration associated with demographic change (Figure 2.5).6

Figure 2.5. Sweden’s public finances appear sustainable’
As per cent of GDP
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measures the required change in the budget balance to offset the impact of expected future developments in
spending and revenue.

Source: European Commission (2008b).
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The government’s calculations of fiscal sustainability show a less positive picture, but
still point to long-term sustainability. The central scenario yields a sustainability indicator
value of -0.1. The calculations are based on the European Commission indicator of
sustainability but more optimistic projections for long-term spending, as outlined above. In
addition, the projections cover a longer time horizon, which allows them to take on board
a projected improvement in the fiscal position beyond 2050. However, as noted above, the
government’s projections also incorporate an ad hoc technical adjustment of 3.3% of GDP,
designed to bring net lending to the 1% surplus target by 2015.” Without this adjustment,
surpluses would deteriorate from around 4% in 2015 until the early 2030s, but even at the
height of the impact of demographic change, the budget would most likely still be in
surplus. Calculations made prior to the fiscal measures announced in the 2009 Budget
indicated that, without the technical adjustment, the fiscal stance could be permanently
loosened from its 2007 level by nearly 4 percentage points and still be considered
sustainable, assuming no other adjustment to the projections (Swedish Fiscal Policy
Council, 2008). There is clearly a need to refine the approach to moving from the current
path of net lending to the 1% target (Swedish Fiscal Policy Council, 2008; Swedish National
Audit Office, 2008).

At present, there is no formal reporting of whether fiscal policy is achieving the
government’s intergenerational aspirations. Generational accounts have been produced for
Sweden, however, they are based on different assumptions from the government’s. These
accounts show that all generations born between 1930 and 2009 are to receive a net
transfer from the government. This comes about because government debt has been
accumulated since 1930, and the share of debt to GDP is posited to be the same at the end
of the projection period in 2110 as in 2006. Thus, the accounts support for the idea that
current generations are receiving benefits that are being financed by future generations
(Pettersson et al., 2007).

How should public spending growth be tackled?

As outlined above, future fiscal pressures are likely to derive from two main sources:
the impact of demography on age care and health spending, which is already high in
comparison to other OECD countries, and the impact on public spending of technological
change and increasing service demands. There are several policy approaches to dealing
with these fiscal pressures. Tax rates could be raised as budget pressures arise to ensure
that the budget remains balanced. However, the impact of globalisation on tax bases and
the incentive effects of high labour taxes are likely to put downward pressure on tax rates.
While Sweden was an early mover in reducing corporate income tax rates, there has
recently been further pressure for further tax cuts, culminating in the government
announcing a reduction in the corporate income tax rate in the 2009 Budget. High marginal
tax rates on labour are likely a contributing factor behind relatively low average hours
worked. These issues are taken up in more detail in Chapter 3. The alternatives to higher
taxes are pre-funding, measures to increase the growth of tax bases and measures to
address the expected growth in spending or reduce spending in other areas to create room
for additional demands. These are discussed below.

Pre-funding
The current fiscal target, and projected surpluses in excess of the target, implies that
fiscal policy is currently pre-funding, or saving, to meet future fiscal pressures. Pre-funding
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is appropriate from an efficiency perspective when it results in smoothing tax rates
through time. That is, a temporary period of surpluses can finance a subsequent temporary
period of deficits while maintaining constant tax rates throughout. This is efficient since
the deadweight costs of taxation are posited to be more than proportional to the tax rate -
stable tax rates produce lower deadweight losses than near-term falls followed by future
increases in tax rates. Pre-funding is not appropriate for dealing with permanent increases
in spending, such as those associated with higher service demands or future technological
change. The gains from tax smoothing compared to a balanced-budget strategy may be
small, possibly less than 1% of GDP, but could be significantly larger, up to over 5% of GDP,
if the initial surpluses are invested in assets earning a higher rate of return than
government debt (Davis and Fabling, 2002)°. The benefits are also larger the greater the
expected increase in government spending and the higher the initial tax rates.

However, there are reasons — notably political economy ones - to be cautious about the
extent of pre-funding. Pre-funding might create the perception that the government has
excess resources in the short term, creating incentives for additional public spending and
reducing incentives to address spending growth. This would exacerbate the fiscal problem
pre-funding was designed to help alleviate (Pinfield, 1998). If pre-funding involves asset
accumulation, these problems can be partly mitigated by specifically linking the assets to
already committed future expenditures and ensuring a strong governance framework for
the management of the assets. This “expenditure creep” may not be a major problem in
Sweden’s case since the fiscal surpluses are being applied to reducing gross debt and
accumulating assets in the income pension system, which has clear rules for how and
when the assets can be used. Also, clearly explaining the rationale for surpluses in the near
term to help meet longer-term fiscal pressures should reduce the demands for higher
spending in the short run. However, the higher the degree of pre-funding in the short term,
the larger the risk that it would lead to increased spending pressures.

The intergenerational equity implications of pre-funding also need to be further
investigated. Scenario analysis conducted with the generational accounts shows that
replacing the 1% surplus target by a balanced-budget rule results in generations born
before 1960 receiving higher net transfers from the government and generations born
after 1960 receiving lower net transfers — sharply lower in the case of those born since 1990.
This supports the view that a strategy of near-term surpluses should be maintained
(Pettersen et al., 2007). However, it does not show the intergenerational effects of surpluses of
more than 1% in the coming years or higher spending in the long term. There would be more
transparency if generational accounts were produced with the same projections and
assumptions as sustainability analysis. From an ex post perspective, too little pre-funding
implies that current generations receive benefits paid for by future generations, while too
much pre-funding generates the opposite effect. This calls for regular review of estimates of
the long-term fiscal trends and regular re-assessment of the required extent of pre-funding.

The sustainability analysis outlined earlier suggests that the modest easing in the
fiscal stance in the 2009 Budget is unlikely to jeopardise long-term sustainability even
though it will reduce pre-funding (Chapter 1). Indeed, the strong fiscal framework and
improved fiscal position means that Sweden is much better prepared than many OECD
countries to deal with the current downturn. If the economic situation deteriorates further
in the wake of the global financial crisis and additional fiscal stimulus is deemed
necessary, it should be designed to avoid negative long-term fiscal implications. As
recognised in the Budget documentation, fiscal balances often worsen more during
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downturns than anticipated using standard cyclical-adjustment techniques. Any new
measures should either be temporary or aimed at boosting the economy’s growth
potential. The high marginal tax rates and the associated deadweight costs (discussed in
Chapter 3) suggest that income tax reduction should continue to have priority. Some areas
of public spending have been linked to higher national income, e.g. education, childcare,
research and development and infrastructure (Afonso et al., 2005) and so the 2009 Budget’s
focus on infrastructure and research is welcome. However, not all of the new spending
measures in the Budget will be growth enhancing and these measures reduce the scope for
further tax cuts. In addition, what ultimately matters is not the level of spending but the
outcomes achieved and, in some cases, such benefits could be reaped without additional
funding, through efficiency measures or increased private contributions towards currently
publicly-funded services (see below).

Increasing labour utilisation

Further increases in labour utilisation would expand the tax base and reduce public social
spending.’® This has been the government’s focus in recent years. The Fiscal Policy Council
estimates that larger-than-anticipated effects of the recent labour market policies could allow
for a permanent relaxation of the fiscal stance of about half a per cent of GDP (Swedish Fiscal
Policy Council, 2008). There is, of course, a natural limit to the expansion of employment, since
ultimately individuals’ decisions about whether to work or not are based on their preferences
with respect to leisure and the consumption of goods purchased with the returns from
supplying labour. That said, the current level of hours worked per person and the extent of
exclusion from the labour market, described in Chapter 1, suggest that there is a long way to
go in raising labour supply before these natural limits would be binding.

Increasing the statutory retirement age may reduce expenditure on the basic pension
and generate additional tax revenue. Raising the average retirement age would reduce the
longevity risk borne by the government in the income pension system (the risk that the
income pension system will not deliver “sufficiently” high retirement income due to longer
life). Finland, Germany, and Portugal have linked pension benefit levels to life expectancy.
In Denmark, a decision has been taken to index the retirement age to life expectancy,
although this will not apply until 2024 (Denmark faces a much larger problem with early
retirement than Sweden, as documented in OECD, 2008a). The Swedish income pension
system already entails some incentives to extend working life, since additional years of
work raise the replacement rate in retirement. Also, the system allows pensioners to
access part of their savings while still working. This eases the transition from work to
retirement and in principle could extend people’s working lives. The Fiscal Policy Council
estimates that gains from increasing the retirement age could be enough to permanently
reduce the budget surplus by around 1% of GDP (Swedish Fiscal Policy Council, 2008).

Raising public sector efficiency

The efficiency of public service delivery could be increased through greater use of
contracting out and increasing the degree of user choice. Such mechanisms have been
shown to lower the cost of service delivery, improve outcomes (for example in education),
and increase the flexibility and tailoring of services to consumer needs (Lundsgaard, 2003).
Sweden ranks around the middle of a sample of OECD countries for the extent of user
choice and competition in local government service provision and at the top in terms of
private provision and contracting out (Figure 2.6).
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Figure 2.6. User choice and competition in public services could be improved
Use of market mechanisms in public service provision in sub-central governments, indices®
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The Swedish Competition Authority has argued that competition in public
procurement in Sweden appears to be moving in the wrong direction. In a growing number
of instances, procurement entities are receiving fewer tenders. Requirements that
government agencies post public notification of contracts which have a value exceeding
particular thresholds are being disregarded. In addition, there is a tendency to use the
lowest price as a selection criterion, which may adversely affect incentives to improve
service content (Swedish Competition Authority, 2007). There may be reluctance on the
part of municipalities and state institutions to change the way they operate to facilitate
more competitive tendering (OECD, 2007c). Recently, a proposal has been put forward to
expand user choice in social services and health care. This would involve setting a contract
with a fixed price and fixed quality standards and allowing the beneficiary to choose
amongst alternative providers (SOU, 2008). However, the proposal does not require
municipalities and county councils to use such a system. Although mandatory action
might be seen as impacting on the autonomy of local governments, it may be necessary in
order to bring about desired changes in the implementation of public procurement.
Mandation would need to be accompanied by effective sanctions for non-compliance
(OECD, 2007c).

Shifting the balance between public and private funding

Requiring individuals to finance more of the consumption elements that are currently
publicly provided would reduce pressure on the spending side of the budget. Currently,
some 80% of all government redistribution is over the lifetime of the same individual
(Pettersson and Pettersson, 2007). Increasing private provision of some services that are
currently publicly provided, but are not pure public goods, may reduce over-consumption
and help contain costs. User fees are also a complement to choice and contestability in
public service delivery, in the sense that better-tailored and higher-quality public service
delivery may simply create more demand for these services. Price signals are needed to
keep demand under control. At present, user fees at the local government level, where
many public services like sub-tertiary education, health and medical care are delivered, are
used only moderately compared to other OECD countries (Figure 2.7).
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Figure 2.7. User fees are only moderately used at the local government level
Price signals in funding in sub-central governments, indices!
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There are a number of areas where further user charging could be considered. Public
spending on long-term care is high by international standards and is the area of spending
that is set to rise most due to demographic change. More private contributions towards
elements of age-care expenditures, such as home care, may be warranted. Currently,
around 4% of municipalities’ costs for health and social care for the elderly are financed
by charges. In 2007, the highest charge for home aged-care services was SEK 1612
(around € 175) per month. Around 22% of all people granted home care received
between 10 and 25 hours per month and 39% received between 1 and 9 hours a month. The
public sector share of total health expenditure is the fourth highest in the OECD and fees
play a relatively limited role in financing health and medical care. Within certain limits,
county councils are free to decide how much patients must pay but a high-cost protection
scheme exists, ensuring that no patient ever needs to pay more than a total of SEK 900
(around € 100) over a 12-month period. Greater private contributions to health and age-
care funding could take the form of higher user charges, reducing the need for pre-funding,
or introducing a form of individual accounts, as in the pension system, aimed partly at pre-
funding, as outlined in the 2005 Survey (OECD, 2005). Public spending on tertiary education
as a per cent of GDP is fourth-highest in the OECD, but private funding of tertiary education
is very low by international standards suggesting scope to raise education funding with
greater private contributions, as discussed in Chapter 4.

Conclusions

The fiscal policy framework in Sweden has helped lower public debt and smooth the
economic cycle. The fiscal surplus will be reduced by the current economic downturn but
the cyclically-adjusted surplus is expected to remain above the target of 1% of GDP in the
next few years. This is likely to lead to pressure for permanent increases in spending. The
question of how quickly the surplus should be returned to target is intertwined with the
issue of what the target should be. A way forward is to develop a full government balance
sheet and consistent fiscal sustainability and intergenerational equity calculations. These
could then be used to guide the setting of the fiscal targets over a number of years. Using
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these calculations more actively and publicly to explain the benefits of various policy
options would help ensure that fiscal policy retains a long-run focus (Box 2.3).

Box 2.3. Summary of fiscal policy recommendations

® Fiscal sustainability should be emphasized as a prime goal. Transparent assessment of
sustainability should be used more in discussing the long-term effects of proposed
policies.

@ Fiscal targets should be set with reference to the existing stock of assets and liabilities,
and the future path of spending and revenues. The government’s balance sheet should
be presented in budget reporting.

e To better appreciate the implications of fiscal policy for intergenerational distribution,
generational accounts should be produced and published using the same data and
assumptions as the fiscal sustainability calculations that are already produced.

e In the process of establishing a new set of fiscal targets, the Fiscal Policy Council should
be required to formally verify the assumptions and methodologies used.

@ Periodic reviews of the overall allocation of spending could be considered to assess how
new spending pressures arising from greater service demands or technological change
could be financed either via private spending or via savings on existing programmes.

e Consideration should be given to formally linking the retirement age to life expectancy.

@ User choice and contestability in publicly-funded services should be expanded.

@ User charges and other forms of private funding should be given a bigger role in many
parts of the services that are publicly funded today in order to limit excessive use and
free up resources for other priorities.

Notes

1. It should be noted that borrowing for investment through the National Debt Office is permitted by
the budget laws.

2. Since the early 1970s, the government has held 50 to 70% of GDP in financial assets, including a
large state-owned enterprise sector and assets in the social security system. Following the
pensions reforms of the late 1990s, the assets in the social security sector mainly relate to the
income pension system.

3. An alternative approach would be to require an independent authority to provide the government
with a path of net lending which ensured fiscal sustainability and information on the implications
for intergenerational equity. The government would be expected to implement a fiscal policy that
achieved this path of net lending, but with a tax and spending mix of its choice (Eichengreen
et al., 1999; Wyplosz, 2002). This model has not been implemented in any OECD country and would
imply a considerable strengthening of the role of the Fiscal Policy Council.

4. In Norway, which is a somewhat special case, the policy framework aims to spread the benefits of
future oil extraction evenly over generations. The main fiscal target is for the central government
non-oil structural budget deficit to equal 4% of the asset value of the Government Pension Fund
(subject to some specific exceptions). Budget documentation reports structural fiscal balances
including and excluding oil revenue and generational accounts are updated each year (Norwegian
Ministry of Finance, 2001).

5. The old-age dependency ratio is posited to rise from 30% in 2007 to 44% in 2050 while the youth-
dependency ratio remains stable at around 40%. Average working hours, the employment rate and
the unemployment rate are constant in groups defined by sex, age and country of birth, so
population structure change drives potential employment. Tax receipts evolve with constant tax
rates for each tax base. Tax bases grow according to the underlying economic assumptions and the
implicit tax rate is calculated as the ratio of tax revenue to the tax base applying in 2011. Public
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consumption expenditure is based on age- and sex-disaggregated unit costs for childcare,
education, medical care, elderly care and labour market measures. Volume projections are based
on the population projections, implying that public service provision is carried out with the same
staffing ratio as at present. Other public consumption elements (general administration, judiciary,
defence, etc.) follow the change in total population. Productivity growth in the public sector is
assumed to be zero, but public sector wages grow in line with private sector wages (which in turn
are driven by private sector productivity). Public transfers are assumed to grow in line with wages,
even where this is not the case under current policy (Swedish government, 2008a).

6. Technically, a negative figure for the sustainability indicator suggests that policy is unsustainable
in the sense that it would eventually lead to explosive asset accumulation.

7. The strength of the surpluses in the period to 2011 may partly reflect the fact that not all
expenditure programmes are automatically indexed to prices or wages. The surpluses (and hence
the required technical adjustment) may be reduced if there are decisions to increase the fixed
nominal value of such programmes.

8. These results were obtained assuming a 1% of GDP surplus through 2015. Thereafter, spending
was to be driven by demographic change, but the budget deficit was limited to 2% of GDP. This was
achieved by allowing taxes to vary. The calculations are not directly comparable to the
sustainability calculations presented in the budget documents since they do not take into account
recent above-target surpluses and incorporate a limit on budget deficits.

9. This is based on a simulation using historical rates of return on various asset classes. It is possible
that reduction in government debt and government purchases of private financial assets could
change these rates of return, which would affect the calculated gains from tax smoothing.

10. Higher productivity growth would also increase the growth of tax bases, but would add to growth
in public spending, since some public benefits (like old-age pensions) are linked to growth in
average wages.
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Chapter 3

Taxation and growth:
What direction should Sweden take?

In recent years, Sweden has implemented ambitious tax cuts aimed at boosting
growth: it used to have the highest tax-to-GDP ratio in the OECD but is now starting
to edge down the list. Yet, further reform may be needed. From income not much
above average full-time earnings, the total marginal tax wedge on labour
(contributions, income and consumption taxes combined) still reaches 70%. This
probably helps explain short average working hours and hinders entrepreneurship,
human capital formation and retention or attraction of highly-skilled staff from
abroad. Corporate income taxes might also be under growing pressure from
increasing capital mobility. Based on the recent OECD Taxation and Economic
Growth study, this chapter assesses the Swedish tax system and the need for
further tax reforms, focusing on some of the features of the tax system that matter
most for longer-run growth.
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Sound tax reforms have to balance a number of concerns. Revenues are needed to finance
public spending priorities in infrastructure, education, health and other areas which are
important for economic growth and social cohesion. But tax systems must be growth-
friendly while being fair and not excessively complex. Following a review of trends in tax
revenues, this chapter identifies the worst distortions in corporate and personal income
taxation where cuts would be warranted. Capital mobility, labour supply and, as discussed
in Chapter 4, incentives to accumulate human capital, are key when designing corporate
and personal income tax reforms. Finally, housing taxes and environment and climate-
related taxes, areas that could generate financing for growth-enhancing tax reforms, are
reviewed.

Tax revenue trends in an international perspective

During the second half of the past century, the tax-to-GDP ratio increased steadily in
most OECD countries. Although the tax-to-GDP ratio as an aggregate measure has no clear
relationship to growth performances, this development nevertheless indicates potential
problems as far as efficiency is concerned. The rise was particularly pronounced in
Sweden: in the late 1950s, the tax-to-GDP ratio stood less than five percentage points above
the US and EU15 ratios. By the late 1980s, the gap had widened to over 15 percentage points
vis-a-vis the EU15 average and over 25 percentage points vis-a-vis the United States
(Figure 3.1). Since then, Swedish policies have focused on avoiding any further increase.
Yet, the tax-to-GDP ratio remains very high, even compared with nearby countries. Finland
experienced a smaller rise in the tax burden during the 1970s and 1980s, and has managed
to cut taxes more since the tax-to-GDP ratio peaked at 47% in 1995. The Netherlands,
where developments paralleled Sweden'’s in the 1960s and 1970s, managed to end the rise
in the tax burden already in the 1980s and has reduced it considerably since the
early 1990s. With the recent tax cuts, Sweden has gone below Denmark, but that country
aside, Sweden’s tax-to-GDP ratio remains the highest in the OECD. The size of the gap vis-
a-vis other countries is boosted by technical differences, notably that income benefits have
been taxable since the beginning of the 1970s in Sweden. If correcting for this, the tax-to-
GDP ratio, projected to be 46.3% in 2009, would be 42.8% (Ministry of Finance, 2008a). With
this correction, the gap is smaller, but Sweden still belongs among the OECD countries with
the highest tax pressure, not least reflecting that only Germany and France have higher net
public social expenditure than Sweden.?

The bulk of Sweden’s high tax revenue comes from labour taxes, in the form of social
security contributions and personal income taxes. Since the late 1970s, these sources
combined have accounted for at least two thirds of total revenue, as against one half on
average in the OECD (Figure 3.1; Table 3.1). Like in other countries, efforts have been made
to reduce personal income taxation over recent decades but with a tendency for this to be
offset by increased social security contributions, leaving the average tax wedge on labour
unchanged.
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Figure 3.1. Trends in tax revenue
As per cent of GDP
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Table 3.1. Composition of tax revenue across OECD countries
Per cent, 2006

Denmark’ Finland Netherlands ~ Sweden EU15 | United States | OECD
Corporate income tax 9 8 9 8 9 12 1
Personal income tax 50 30 19 32 25 36 25
Social security contributions and payroll tax 3 27 34 31 29 25 27
Taxes on good and services 32 31 32 26 30 17 30
Taxes on property 4 3 5 3 5 11 6
Other 0 0 1 0 1 0 3

1. In addition, 2% of total tax revenue are income taxes that cannot be allocated between corporate and personal.
Source: OECD, Revenue Statistics.

Corporate income taxes contribute about as much to fiscal revenues as elsewhere. In
the 1980s Sweden had one of the highest corporate tax rates in the OECD, although the
effective tax burden was much lower due to very generous reserve provisions (immediate
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depreciation of investment expenditures and possibilities for writing down the value of
stocks). The tax reform in the early 1990s broadened the corporate tax base by scaling
down these reserve provisions and brought the statutory tax rate down to among the
lowest in the OECD; since then, other countries have followed suit, and the 28% Swedish
corporate tax rate is now close to the OECD average. Despite the lower rate, corporate tax
revenues as a share of GDP have grown, reflecting base broadening and, possibly, that small
businesses get incorporated to a larger extent than before.

Taxes on goods and services have increased slightly as a share of GDP. The value-added
tax (VAT) rate rose gradually from 17.6% in 1975 to 25% in 1995, where it has remained since.
Thereby, Sweden (together with Denmark and Norway) now has the highest VAT rate among
OECD countries. Environmental concerns are also on the agenda in most countries and there
is a general consensus that taxes are an efficient instrument to address the challenges of
climate change and pollution. Sweden’s environmentally-related taxes amounted to
around 3% of GDP in 2005, above the OECD average but below the level in some neighbouring
countries (Denmark 4.6%, Norway 3.7%, Finland 3.3%) and in some other European countries
(Italy 4.0%, Netherlands 3.6%, Portugal 3.5%). Sweden introduced a carbon tax as early
as 1991, promoting substitution away from fossil fuels. Today, most electricity is generated
from nuclear and hydro power, stemming environmental tax revenue.

There are important differences across countries in the use of taxes on property. Only
a few — notably the United States and the United Kingdom - raise substantial revenue from
property taxes.

What overall direction should tax reforms take?

The recent OECD Taxation and Economic Growth study (Johansson et al., 2008) showed
that income taxation has more adverse effects on growth than taxation of goods, services
and property. It ranked the four main categories of taxes as follows, from the most to the
least distortive in terms of reducing GDP:

e Corporate income taxes appear to have the strongest negative impact on GDP per capita.
Lowering corporate taxes spurs investment. It also raises TFP growth, in particular for
the most dynamic and innovative firms, by boosting entrepreneurship, innovation and
foreign direct investment.

e Personal income taxes affect labour supply both quantitatively via participation in the
labour market and average hours worked, and qualitatively via human capital formation,
effort, and willingness to take less interesting jobs. Entrepreneurship may also be
affected insofar as entrepreneurial income, in excess of returns on the invested capital,
is taxed as personal income.

e Consumption taxes and other taxes on goods and services affect growth less. Moreover,
the structure of taxation of goods and services can be used to promote environmental
objectives.

e Finally, recurrent taxes on immovable property are the least harmful for growth, partly
because housing is tax-favoured in virtually all OECD countries, meaning that higher
property taxes imply moving closer to neutrality. Other property taxes, such as
transaction taxes, may be more distortive than income taxation.

This ranking is a useful first guide for where to focus tax reforms, subject to two
caveats. First, the estimation results apply to the average country. Thus, for example, if a
particular country relies less on income taxation than the OECD average, then shifting
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taxation further away from income might be less beneficial than the estimation results
would indicate. Hence, each country’s starting position has to be taken into account.
Second, adjustments within each tax category can hold a lot of potential beyond the
prospects of reallocation between broad tax categories captured by the regression analysis.

Capital and business taxation

Given the above ranking, it is welcome that a reduction of the corporate tax rate
from 28% to 26.3% is now planned for 2009. The ensuing revenue loss would be about 0.2%
of GDP which would be financed by tougher tax rules, partly relating to deduction of
corporate interest expenditures where these are judged to reflect tax planning (Swedish
Government, 2008).? Aside from making Sweden a more attractive investment location, a
lower corporate tax rate would help to balance the tax treatment of debt and equity finance
for domestic companies raising funds from domestic investors.>

For entrepreneurs and closely-held companies, a set of important tax cuts have been
made in recent years. The position of these companies can often be affected considerably
by personal taxation of the owner. It was therefore an important step that wealth taxation
(formdgenhetsskatten) was abolished in 2007. This comes on top of the ending of the gift and
inheritance taxes a few years ago, which have made it easier to transfer small companies
from one generation to the next.

Different proposals for cuts in employer contributions for specific types of firms have
been mentioned in the Swedish debate. Lowering employer contributions for marginal
labour market groups can be justified as a way to compensate for collectively-agreed
wages, which allow too little dispersion, to reflect differences in individual productivity.
However, lowering employer contributions specifically for small and medium-sized
enterprises, as sometimes discussed, does not have a similar justification. Moreover, it
would distort competition and hinder the natural selection process of the most efficient
players in the market place, thus hindering economic growth.

It is not small companies as such, but rather innovative ones that need attention to
promote economic growth. In this context, it is important to ease the process of firm
creation without creating disincentives for firms to expand. It is therefore welcome that
changes are now being discussed to promote entrepreneurship further by making it easier
for individuals to become taxed as self-employed entrepreneurs (F-skatt). The changes are
particularly important for those starting with one or a few customers (SOU, 2008a).# In
particular, it is expected that female entrepreneurs will benefit from this. For example, it
could be easier for someone working in municipal long-term care to start her own business
with her previous employer as a key customer. If adopted, the suggested changes are
expected to take effect from January 2009.

Social security contributions and personal income taxation

Employment rates are high, but the average number of hours worked annually by each
person employed is low, leaving labour supply, measured as total hours worked per person
in the working-age population, close to the OECD average (Figure 3.2). Most of the
difference in the aggregate employment-to-population ratio is explained by higher
participation of women across all age groups. Moreover, the problems of early retirement
draining labour supply elsewhere are less pronounced in Sweden: over half of the
60-64 year olds are working. Meanwhile, long holidays and other forms of leave reduce the
number of weeks and thus the total number of hours worked per year.®
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Figure 3.2. Total labour supply is around average
A. Total hours worked annually per person of working age, 2006 '
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A striking feature of average hours worked in Sweden is the small difference between
full and part-timers. Indeed, at 28 hours per week, part-timers work much longer in Sweden
than elsewhere (Box 3.1). This would suggest that the main lever to raise labour supply is to
elicit more working weeks per year and more hours per week from the full-time employees
rather than to try and increase labour market participation or hours worked of part-timers.

Box 3.1. Decomposing the international comparison of
average annual hours worked

A recent OECD study has established standardised measures that facilitate a detailed
decomposition of how Swedish working times differ from those in other OECD countries (Table 3.2). *

@ For full-time employees, the number of hours worked per week is about the same as in Denmark
and Germany. vis-a-vis the United States, the difference is three hours: usual weekly working time
is two hours shorter than in the United States and there is one hour less overtime in Sweden.

® By contrast, part-timers work considerably longer weekly hours than in other countries, including
the United States.

® Absence from work is extensive for both full-time and part-time employees. The number of public
holidays and vacation weeks is slightly higher than in Denmark and Germany, and much higher
than in the United States. Moreover, the average Swedish employee spends more weeks on
maternity/parental leave and sick leave.

Average working hours should be seen in the context of how much women and people in their
late 50s and 60s participate in the labour market. The share of women working is higher than in
any other OECD country, except Iceland, for prime-aged women (25-54) as well as for older women
(55-64). For older men, labour market participation is also relatively high. Against this background,
it could have been expected that many would be working part time, but this is not the case. With
19% of female employment being part time, Sweden is below the OECD average, and also below the
average for the other Nordic countries; for men, 9% of employment is part time, slightly above the
OECD average but equal to the average for the other Nordic countries.

Table 3.2. The anatomy of a work year
Standardised measures, 2005

Full-time employees Part-time employees

USA AUS DEU DNK  SWE USA  SWE AUS DNK DEU

Annual hours worked per employee 2097 2073 1756 1710 1622 | 1093 1072 863 826 776
Total weekly hours on all jobs 449 43.4 42.0 412 M8 245 28.1 18.5 20.3 18.7
Usual weekly hours on main job 42.0 401 39.4 39.9 22.4 253 18.2 174
Overtime on main job 2.9 1.8 1.1 1.6 2.1 1.6 09 0.9
Hours on additional job 0.2 0.7 0.4 1.2 1.1 0.4
Annual weeks worked (= 52 — sum of below) 467 478 417 416 388 | 446 382 467 408 415
Public holidays and statutory minimum paid leave 4.0 8.1 7.8 8.4 4.0 8.4 7.8 8.1
Maternity/parental leave 0.4 0.9 1.6 1.6 0.6 0.3
Sickness and disability leave 0.6 1.1 0.9 24 1.3 2.8 1.0 0.8
Leave for other reasons 0.7 0.7 0.8 0.8 2.0 1.1 1.8 1.2

Source: OECD (2008a), Going for Growth 2008.

* Previously, OECD data on average hours worked published in the OECD Employment Outlook were adjusted for perceived
underreporting of absence due to sickness and parental leave. This adjustment has been shown to be misleading in
the case of Sweden (Holmlund, 2007). The new standardised measures reported in the OECD’s Going for Growth do not
adjust for perceived underreporting of sick and parental leave.
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The total tax wedge on labour is among the very highest in the OECD for above-average
incomes. Personal income taxation consists of two layers. The municipal income taxation is
levied at a flat rate which varies across municipalities but averages 31.6% in 2008. The so-
called state income tax, which accrues to the central government, constitutes the
progressive element: it sets in at a 20% rate just above average full-time earnings and rises
to 25% from one-and-a-half times average full-time earnings. In combination with employer
contributions (32.4%), employee contributions (7%) and relatively high consumption taxes,
the total tax wedge on labour varies between 56% and 71% for incomes exceeding the basic
personal deduction (Figure 3.3). These high wedges should be seen in the light that pension
entitlements are linked to the contributions made during the individual’s working life.
However, for the 11% pension contribution paid by employers, this link is capped at
about 90% of average full-time earnings; above that threshold, the contribution is a pure tax.
Effectively, the marginal wedge is lower for below-average earners and progression stronger
than indicated by the schedule in Figure 3.3. Spouses are taxed separately, helping to reduce
the marginal rates faced by second earners. All forms of capital income are taxed at a flat
30% rate, except for pension saving schemes, where the rate is 15%.

Recent cuts in income taxation have taken the form of an in-work tax credit. It was first
introduced in 2007, then enlarged in 2008, and with the third step included in the Budget Bill
for 2009, its budgetary cost has reached 2% of GDP. The aim is to make work more attractive
relative to benefit recipiency, but as the size of the credit rises with earned income, it has also
lowered the marginal tax wedge for persons with incomes below average (Figure 3.3).

From 2009, employer contributions will be cut by 1 percentage point across the board.
Like the in-work tax credit, this cut lightens the tax wedge on earned income relative to
that on income from benefits, but the long-run effects on employment are likely to be
weaker than for the in-work credit. The immediate effect will be to make hiring more
profitable. Indeed, the government hopes that the move can stem the likely decline in
employment as economic growth slows (Swedish Government, 2008). In the long run,
however, equilibrium would re-establish in the labour market with higher wages partly or
fully offsetting the cut in contributions. Higher wages would elicit more hours from those
already employed, and also make work more attractive relative to social assistance and
other benefits where the recipient is entitled to a fixed amount. By contrast,
unemployment insurance benefits and sickness benefits are calculated as a share of
previous earnings, meaning that higher wages would not make these benefits less
attractive — except for persons with earnings above three quarters of average full-time
earnings where a benefit ceiling sets in.”

Lowering the overall tax burden via the in-work tax credit and cuts in employer
contributions have beneficial effects, but the dynamic effects would be stronger from other
income tax cuts. As explained in the previous Survey, owing to the narrow Swedish
earnings distribution, an in-work tax credit is less straightforward to apply than in a British
or American context where earned-income tax credits have had much success. Cutting the
state income tax would be more cost effective: starting from a very high level, reductions
in the marginal tax wedge would imply a considerable increase in how much the person
retains when gross income rises. Consequently, the static revenue loss is relatively small
compared to the magnitude of the change in incentives. This is particularly pronounced at
incomes moderately above the point where the state income tax sets in: the density of the
income distribution is still high, but declines rapidly as income rises. Thereby, a lot of
taxpayers face the very high marginal wedge, but pay only very small amounts in state
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Figure 3.3. Total marginal tax wedges

Income taxes, employer and employee contributions and consumption taxes combined for a single person
without children having income at 50-200% of average full-time earnings’
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1. Average consumption taxes are 29.9% for Sweden, 30.7% for Denmark, 26.1% for Norway, 22.2% for Finland,
22.2% for the Netherlands, 17.6% for the United Kingdom and 20.1% for Australia in 2007. In Sweden, the family
situation only matters for benefits entitlements, whereas social contributions and taxes are strictly individual.
The Swedish tax schedule shown in the figure therefore applies to everybody.

2. The income distributions are based on the FASIT model and the 2006 HEK household survey uprated to 2009
levels. The horizontal scale is matched across the four panels as average full-time worker earnings are estimated
to equal SEK 364 300 in 2009. The tax base for income taxation includes earnings, fringe benefits, unemployment
and other income support and pensions etc. It does not include capital income which is taxed separately.

Source: OECD, Taxing wages database and the associated tax equations; OECD, Analytical database; Ministry of Finance,

Statistics Sweden and OECD calculations.
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income tax (Figure 3.3; OECD, 2007a). During the past year, models have been developed
that incorporate detailed information about Swedish households’ income and tax position.
Results from these models confirm that although the in-work tax credit helps to draw more
people into work and thereby reduces the numbers living from income benefits, it is not as
effective in expanding overall labour supply as cuts targeted at the high marginal tax
wedge (Lundgren et al., 2008). In particular, moving up the threshold from where the state
income tax is paid is found to be a very attractive policy measure: the government-
established Fiscal Policy Council has estimated that 80% or more of the initial revenue loss
from such a measure would come back via more hours worked, expanding the tax base
(Swedish Fiscal Policy Council, 2008). Moreover, as discussed in Chapter 4, having high
marginal tax rates setting in just above average full-time earnings weakens the incentives
to build human capital for large groups in the labour market. If such effects were
incorporated in the model-based assessments referred to above, the in-work tax credit
would further lose relative attractiveness.

The conclusion above is further corroborated by a new strand of literature taking a
comprehensive perspective at how income responds to tax changes. By focusing on
income, this empirical approach encompasses effects on both hours worked and
productivity, the latter being affected inter alia by increased effort and willingness to
relocate and take jobs that are less pleasant, but well paid.® A recent study, based on a very
large panel following 3% of the Swedish population over 1991-2002, estimated the long-run
elasticity of income to the net-of-tax rate to be around 0.2-0.3. This is sufficient to imply
that, at the margin, cuts in the state income tax would be completely self financing
(Holmlund and Séderstrom, 2007). Similar results have been found in other studies (Ljunge
and Ragan, 2005; Hansson, 2007). The implication to be drawn for policy is that cutting the
state income tax should indeed be a priority, even if it would be advisable to finance cuts
up front, and let the dynamic effects, once they occur, finance continued tax cuts.

It is therefore most welcome that the income tax cuts to be introduced in 2009 imply
that fewer will be facing the very high marginal tax wedge associated with the state
income tax. Specifically, the threshold from where the state income tax sets in is to be
raised by 5% beyond what the standard indexation mechanism would imply (Figure 3.3).°

Looking ahead, further cuts should be made to the state income tax, as Sweden is
increasingly an outlier with its high marginal tax wedge. Sweden reduced the top statutory
personal income tax rate considerably in the 1990 tax reform. Since then, however, the top
rate has risen with the introduction of an additional 5% tax in 1995. Moreover, other
countries have made considerable reductions so that the top income tax wedge is now one
of the very highest in the OECD,; it is thus large not just vis-a-vis Anglo-Saxon countries, but
also vis-a-vis nearby ones like Germany and Norway. Completely abolishing the state income
tax would cost just 1.3% of GDP initially, and much less when dynamic effects enlarging the
tax base are factored in. With the effects on human capital formation and international
mobility likely to become gradually more important, reducing the state income tax should be
a priority in the future. Such cuts are often contested as the state income tax is one of the few
remaining elements creating progression in the Swedish tax system. However, equity is
better served by policies to promote learning outcomes for children of all backgrounds and
widen labour market inclusion than by retaining very high marginal taxes for high-income
earners or the wealth tax which was recently abolished. Moreover, there would still be ample
redistribution in the form of publicly-funded services like child care available to all and
relatively generous social security. A socially acceptable — and efficient — approach could be
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to further move up the threshold from where the state income tax is paid. An efficiency-
oriented income tax reform with an acceptable equitable outcome would make the Swedish
welfare state considerably more robust in a context of globalisation.

The effect on hours worked from a financed reduction in the marginal tax wedge can
be illustrated based on a recent OECD study of hours worked. When controlling for
relevant factors, including employment and the average tax level for the whole economy,
the marginal tax wedge appears a significant and important determinant of average
hours worked by women. There is a clear negative substitution effect: higher taxes
reduce the income from working an extra hour and so induce more consumption of
leisure (Box 3.2). For men, the effect is smaller. To illustrate the implications of these
estimation results, it can be instructive to simulate the effect of reducing marginal tax
rates in Sweden to the level in Australia - a country with a relatively low marginal tax

Box 3.2. Estimated cross-country effects of taxes on hours worked

Econometric analysis of hours worked was conducted on a panel of 22 OECD countries,
including Sweden, with data for 1991-2005 (OECD, 2008a; Causa, 2008). The equations also
included employment rates (instrumented), educational and family patterns as control
variables as well as time and country fixed-effect dummies. The main result is as follows
(omitting the other explanatory variables):

For men: log (usual weekly hours worked) = -0.136" marginal tax wedge + ...
For women: log (usual weekly hours worked) = -0.730*** marginal tax wedge +...

where ** denotes statistical significance at the 95% level and *** at the 99% level. The
estimated semi-elasticities imply that a one percentage point increase in the marginal tax
wedge is associated with a 0.73% decline in the usual weekly hours worked by women in
the average OECD country.

These estimates confirm that marginal tax wedges are an important determinant of
variation in hours worked across countries and over time, even if the exact magnitude of
the effect can only be estimated with some uncertainty. In some specifications, the
coefficient is not statistically significant for men. The effect tends to be stronger for
married than single men and for persons with tertiary education than for those without.

Working hours data come from the labour force survey: respondents are asked to state
how many hours they work in a usual week not affected by holidays, sickness absence or
similar. As this excludes “unusual” overtime and second jobs, the difference between total
annual hours worked in the United States versus Europe may not be fully captured in the
dataset. Marginal tax wedges are calculated based on OECD Taxing Wages models which
include the combined effect of direct income taxes, social security contributions paid by
employers and employees, child benefits and in-work tax credits, but not consumption
taxes (indirect taxes). Wedges are averages over 6 household types and gross earnings at
each percentile from 61% to 200% and 33% to 99% of average production worker earnings,
for first and second earners respectively.

Factors other than marginal taxes also affect average hours worked, but less. The
availability and costs of childcare matter a lot, but here Sweden is already well equipped.
Regulations that restrict weekly working time explain part of the variation across OECD
countries for men, whereas women tend to work fewer hours and so are less constrained
by maximum working-time limits.
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rate. For women, the usual weekly working time would increase by over 2 hours
(Figure 3.4). As always with cross-country panel estimates, it should be kept in mind that
the strength of the effect might vary considerably across countries inter alia due to
different institutional features not fully controlled for in the analysis: the estimated
coefficients reflect the strength of the effect of a change in the marginal tax rate in the
average country. For example, taxation of spouses individually, not combined, and
differences in family and gender roles in the labour market might imply that there is less
of a gap between the size of elasticities for women and men in Sweden than in the
average OECD country. The simulation is therefore only illustrative.

Figure 3.4. Ilustrative simulation: women'’s labour supply
if marginal tax rates were at Australian levels
Simulation for total hours worked per week including effects on both usual weekly hours worked and
share of women working, but not effects of the number of weeks worked per year?

Weekly hours per woman of age 25-54
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1. Countries are ranked according to change in hours worked after change of the marginal tax wedges.

Source: Calculations based on Causa (2008).

Do-it-yourself work

Doing household work oneself or purchasing help from outside is an important way in
which hours worked can adjust. High marginal income tax wedges imply that even highly
skilled people have an incentive to do clothes washing, cleaning, etc., themselves, even
though they would be considerably more productive at other activities. It will therefore be
interesting to follow how the recent Swedish tax deduction for purchase of household work
will function in practice. Since July 2007, each adult can claim a tax deduction worth half
of what is paid for household work in the person’s own or parents’ home up to a limit of
15% of average full-time earnings.'® Coming on top of Sweden’s comparatively ample
provision of publicly-funded child care facilities and long-term care at home and in
institutions, the scheme is intended to make it easier for both women and men to combine
work and family life while increasing the jobs available for the low-skilled. Services must
be acquired from a company or someone registered as self-employed, and the service
purchase is liable for VAT. These safeguards are meant to prevent unreported work from
growing under the scheme. In 2007, about 1% of Swedish households made use of the
scheme, and the initial experience seems relatively positive. To increase user friendliness,
a recent review recommended that the tax deduction be granted upfront, when the
services are purchased, rather than after year-end (SOU, 2008b), a change that is likely to
take effect in 2009.
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Tax and benefit fraud

The informal economy in Sweden is smaller, relative to GDP, than in some other
countries, but surveys indicate that tax evasion is a key factor underpinning undeclared
work. The Swedish tax authorities estimate that it implies a total revenue loss equal to
4% per cent of GDP, of which about half is related to unreported income from work.
International studies indicate a larger shadow economy in Sweden, represent close to one
fifth of GDP, broadly similar to what is estimated for Denmark, Finland, Germany and
Norway (Schneider, 2004). When asked to identify the main reason for doing undeclared
work in a recent Eurobarometer survey, 32% of the Swedish respondents pointed to high
taxes, the third-largest share among EU27 countries (European Commission, 2007), and
84% said that there was only a small risk that tax and social-security authorities would
detect undeclared work — more than in any other EU27 country. Moreover, tax ethics appear
to have deteriorated as younger generations find it more socially acceptable not to declare
income: almost 4% of those born in the 1970s don’t report any income at all to the tax
authorities despite being economically active, as against 2% and 1% per cent for those born
in the 1960s and 1950s respectively. Most of these people live in and around the larger cities

and are men.1?

A comprehensive approach is needed as underreporting of income is often linked to
fraudulent receipt of income benefits. Raids on taxi cabs have shown that even in well-
established taxi companies, up to 40% of the drivers did not declare their income to the tax
authorities while, at the same time, they claimed unemployment insurance benefits,
sickness benefits or social assistance. This undermines public support for sustaining these
social insurance programmes and strongly distorts competition, making it hard for law-
abiding firms to stay in business. A government-established commission recently estimated
that 4% of all welfare benefit payments were in some way erroneous (SOU, 2008c). Half of this
reflects intentional fraud on the part of recipients. The commission’s main proposal is closer
integration of public registers. Today, welfare benefits are paid out on the basis of
information provided by the recipient about her or his work, income, assets and housing
situation. Instead, the commission proposes that the information collected by one authority
should be available to the other authorities needing it. The tax authorities would have a
central position, collecting information from employers about each individual’s income on a
monthly basis and establishing a register of individuals’ major assets and liabilities. In
addition, the tax authority would be given a mandate to check that the information about the
place of residence is correct by visiting the person concerned. The commission also
recommends extended possibilities for the tax authorities to control the construction sector,
which appears to have particular problems, similar to those in cleaning and transport.’?
These are confirmed by the Eurobarometer survey: 31% of the Swedes responding that they
had commissioned undeclared work said that construction was the most important area,
compared with just 16% on average for EU27 countries (European Commission, 2007).

Stronger sanctions might also be considered to stem tax and benefit fraud. Indeed, it
is striking that people in Sweden consider the risk of being caught for undeclared work
smaller than in other European countries. The commission’s proposal to introduce
administrative fines for benefit fraud is therefore welcome. Such administrative sanctions
are possible today for tax fraud, but not for benefit fraud where sanctions can only be
applied in court cases. The commission’s proposals to oblige municipal case workers to
report when they spot wrong information could also be an important step forward - similar
obligations exist for civil servants in other areas.
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Housing taxation
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Housing taxation is the form of taxation involving the smallest economic distortions,
it is little used and it could therefore be given a larger role. In fact, Sweden had a well-
functioning real estate tax until the end of 2006: owner-occupied housing was taxed at an
annual effective 0.7% of the market value, based on frequently-updated value
assessments. As analysed in the previous Survey, the rate should have been higher to
ensure neutrality vis-a-vis other parts of capital taxation, but the tax advantage for housing
was not alarmingly large (OECD, 2007a). It is therefore regrettable that this value-based
housing tax has been replaced by a fixed fee per house (Box 3.3). With the recent rise in
house prices, this shift has implied a revenue loss of around % per cent of GDP.

Box 3.3. From a proportional value-based state housing tax
to a capped municipal fee

Housing taxation has changed in two steps. From 2007, property valuations were frozen
at the level applied for taxation in 2006, and the part of the tax relating to land value was
capped at SEK 2 per square metre, with an additional cap for the total at SEK 5 000. For
multi-dwelling houses, the tax rate was reduced from 0.5% to 0.4% and imputed rent
taxation was abolished (OECD, 2007a). From 2008, a complete reform was implemented.
The state housing tax was abolished. A municipal fee was introduced of SEK 6 000 for one-
family houses and SEK 1 200 per dwelling in multi-dwelling houses, but with the
restriction that the fee cannot exceed what the state housing tax would have been under
the previous system. To finance this second step, the effective tax rate for housing capital
gains taxation was raised from 20 to 22%, and access to deferred taxation of realised
capital gains was reduced by limiting the maximum deferral to SEK 1 600 000, not allowing
it when the owner dies, and charging interest on realised but deferred gains (Ministry of
Finance, 2007a).

The shift from a value-based tax to a capped fee implied very large tax cuts for owners
of large and well-located houses - benefiting first and foremost those living in the
Stockholm region. In effect, the change in the housing tax has weakened the tax system’s
overall capacity to redistribute resources down the income scale (LO, 2008; Figure 3.5).
Whether that is desirable is of course a political choice, but it should be seen in the context
of reforms of the distortive state income tax that will inevitably imply less redistribution
via income taxation. One way to offset this with minimal distortions would be to reinstate
a housing tax levied in proportion to home value.’?

Two further changes to housing taxation are now being discussed, but in some
respects they would create new distortions. One suggestion is to introduce a 1% tax on the
part of the house’s value that exceeds SEK 5 million. This would restore some of the 2006
system’s redistributive capacity. Another proposal is to extend the current pensioner rule,
which limits housing taxes to 4% of the household’s income, to apply irrespective of age.
This proposal would not cost much revenue, but it would imply that the estimated
100 000 persons concerned by the extension of the rule would see their effective marginal
tax rate rise by four percentage points, thereby creating a low-income trap.
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Figure 3.5. Distributional effects of the housing tax cut
Change in disposable income by decile, 2008’
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1. No assessments are available for the combined effect of the changes implemented in 2007 and 2008. Therefore,
the figure shows only the effect of the changes implemented in 2007, comparing what housing taxes would have
been in 2008 under the 2006 rules versus the 2007 rules. The effect of taxation of tenant-owned apartments is not
included. The distributional effects of the changes implemented in 2008 were relatively small, as the tightening

of capital gains taxation tends to weigh most on the highest-income deciles.

Source: Statistics Sweden (2007).

Climate and environmental taxation

Environment and climate-related taxes would be a natural source for additional
revenue to finance cuts elsewhere. Indeed, to curb greenhouse gas emissions at affordable
costs, it is vital to expand the role of economic instruments, such as carbon taxes or
emissions trading schemes. By putting a “price” on greenhouse gas emissions, such
instruments ensure that mitigating action takes place where it is cheapest and creates
incentives for R&D and clean technology adoption (OECD, 2008b). Thereby, broad market-
based measures are more growth-friendly than complex regulations or tax instruments
targeting specific modes of transport, energy production or home insulation.

One important caveat for the use of carbon taxes is how they interact with emission
trading schemes. Raising carbon taxes in one EU country will reduce emissions there, but
the effect tends to be offset by increased emissions in other EU countries in response to the
lower equilibrium prices on emission permits — unless the total volume of permits is
reduced. This means that the use of carbon taxes on firms covered by the emission scheme
could result in efficiency losses. Once the post-2012 climate policy architecture has taken
shape within the European Union and internationally, it will be easier to design climate-
related tax measures.

Nevertheless, certain aspects could be improved already now. For example, the rebates
and exemptions from Sweden’s CO2 tax do not all seem to be warranted by interactions
with the EU Emission Trading Scheme. For diesel used to fuel machinery in agriculture and
forestry, 79% of the standard CO2 tax is reimbursed upon application (Ministry of
Finance, 2007b). Such exemptions raise the economic costs for society as a whole of
achieving targets for reductions in CO2 emissions.

Conclusions

When taxes amount to about half of national income, as in Sweden, a number of
distortions are bound to arise holding back businesses and people’s productive drive. To
achieve a marked reduction in these distortions, Swedish tax reforms should aim not just

OECD ECONOMIC SURVEYS: SWEDEN - ISBN 978-92-64-05423-3 - © OECD 2008 85



3. TAXATION AND GROWTH: WHAT DIRECTION SHOULD SWEDEN TAKE?

at fine-tuning, but at genuine tax cuts backed by spending restraint. Social objectives can
be achieved in ways that require less public funding than today, as discussed for higher
education in Chapter 4 and more generally in Chapter 2.

To boost economic growth, tax reductions must address the largest distortions.
Therefore, it is vital that tax policy is not captured by narrow special interests lobbying for
exemptions and caveats, which end up complicating the system or implementing cuts that
do not promote economic growth, such as on housing. What many admire about the
Nordic countries is their levels of social trust and cohesion. This social capital should be
mobilised to overcome specific interests and focus on tax reforms that enhance longer-run
economic growth to the benefit of all.

Box 3.4. Summary of tax recommendations
e Continue with reductions of the corporate income tax rate.

e Continue the cuts in taxation of income from work, focusing on reducing the very high
marginal tax wedge setting in not much above average full-time earnings. As the
adverse effects on human capital formation and international mobility of highly-skilled
professionals are likely to become more important, a future priority could be to phase
out the state income tax, in the absence of which the highest marginal wedge from
contributions and income taxes combined would be just below 50%.

e Consider tougher sanctions for tax and benefit fraud without adding to the system’s
complexity.
® Reinstate a housing tax levied in proportion to home value.

e Consider shifting more of the tax burden onto environment and climate taxes.
Reconsider current non-neutralities such as the option for farmers to have CO, taxes on
diesel reimbursed.

Notes

1. In 2005, net public social expenditure stood at 27.6% of GDP in Sweden, compared with 20.9% on
average for the 26 OECD countries for which comparable data are available (provisional figures
from the OECD’s SOCX 2008 database, available at www.oecd.org/els/social/expenditure).

2. The tax authorities estimate that there is a growing tendency of such tax planning which is akin to
transfer pricing. Via internal loans, multinational companies can deduct interest expenditure in
Sweden while obtaining the interest income in low-tax jurisdictions. To counter such practices, the
tax authority has proposed that interest deductibility should not be allowed where the
transactions are considered to have a tax-planning rather than a commercial purpose
(Skatteverket, 2008). Critics argue that it will be cumbersome to administer such a differentiation
and, thus, it would entail considerable compliance costs for companies.

3. Based on industry-level data, the OECD Taxation and Economic Growth study has estimated that, for
the average country, a reduction in the corporate income tax rate from 35% to 30% would increase
the long-run investment-to-GDP ratio by 0.2-0.5 percentage points (Vartia, 2008). Assessing the
planned 2009 corporate tax cut on this basis is complicated by two factors: Sweden’s corporate tax
rate is lower to start with, and the measures to limit the deduction of interest expenditures are
likely to attenuate the boost to investment.

4. The main proposal is that the assessment of whether the activity is an independent
entrepreneurial activity (not a de facto employment relationship) would be more clearly based on
the extent of dependence on the key customer, integration in this customer’s organisation and the
content of agreements existing between the self-employed and the customer. With this
clarification it will be more predictable for potential entrepreneurs whether they would qualify for
being taxed as a business.

86 OECD ECONOMIC SURVEYS: SWEDEN - ISBN 978-92-64-05423-3 - © OECD 2008



3. TAXATION AND GROWTH: WHAT DIRECTION SHOULD SWEDEN TAKE?

10.

11.

12.

13.

. Another area that might warrant attention is the length of time during which creditors have a

claim on the assets of a failed entrepreneur. As discussed in the previous Survey, this period is ten
years in Sweden, compared to just one in the United States (OECD, 2007a).

. On the back of strong growth, average hours worked have risen, but only by about 1% from 2005 to

the first half of 2008. Given the magnitude of cross-country differences, this does not change the
comparison in Figure 3.2 to any noticeable degree.

. Benefits that are adjusted over time not only for inflation but also for growth in real wages will also

rise following the transition to a new labour market equilibrium. However, this does not matter
much in a Swedish context: only the old-age pension is indexed by earnings, whereas social
assistance and ceilings for unemployment insurance, sickness and disability benefits are indexed
by consumer prices.

. To what extent these studies capture the positive effects from human capital formation is unclear:

increased incentives to study would boost incomes in the long run, but reduce incomes in the
short run in so far as working hours are reduced to attend training or staff accept less wage growth
in return for more employer-paid training.

. The threshold is raised from nominally SEK 28 400 a month in 2008 to 31 700 in 2009. Another

option was also discussed in the memorandum calling for public comments ahead of
implementation in the 2009 budget, namely to introduce an initial 10% bracket in state income
taxes, starting where the 20% rate sets in currently (Ministry of Finance, 2008b).

The services accepted under the scheme include cleaning, clothes washing, cooking, gardening
and care for children or adults such as the elderly or disabled. The maximum annual tax deduction
is SEK 50 000 which would apply for purchases worth SEK 100 000. The deduction is based on
spending including VAT, but excluding materials, travel, etc.

The information has come up in an ongoing effort of the tax authorities to scrutinise cases where
individuals’ consumption and capital transaction indicates considerable income but where the
individual pays little or no taxes. In total, 520 000 individuals aged 20-61 (10.3% of the population
in the age group) had no reported income at all from work, social benefits or capital returns. In
other economic registers, however, 115 000 (2.3% of the population in the age group) appeared as
economically active in various ways. During the autumn, the tax authorities will review the
individual cases (Dagens Nyheter, 5 July 2008,“Skattemoral hos 70-talister granskas”).

Ongoing efforts by the tax authorities to combat tax fraud have uncovered a series of cases where
temporary work agencies hired out construction workers to well-established large companies,
while systematically paying these workers undeclared income. Eighty per cent of the cases
concern activities in and around Stockholm, possibly reflecting the city’s easy accessibility from
the Baltic states via ferry, and that it is easier to hide such practices in a large city. Criminal gangs
have increased their control of large parts of the construction, cleaning and transport sectors, and
their activities in these sectors are often linked to other criminal activities such as drugs trade and
human trafficking (Dagens Nyheter STHLM, 10 July 2008, “Svartarbetare hyrdes ut till kdnda
byggforetag”).

As discussed in the previous Survey, the problems that made the previous housing tax unpopular
could be resolved in better ways than through the current capped fee. For example, financial
innovation in mortgage markets (in the form of the introduction of reverse mortgages) could
relieve the much-discussed liquidity problems arising for low-income pensioners living in owner-
occupied housing in areas where valuations go up.
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Chapter 4

Education and youth employment

The Swedish labour market functions well for core workers, but the inclusion of
youth could be improved. The unemployment rate for youth is four times higher
than for prime-age adults, reflecting both deficiencies of the education system and
some specific features of the Swedish labour market. Learning outcomes in
compulsory schooling are above-average in reading, but not in mathematics and
science. In secondary school, the programme structure is fragmented, and youth
completing a vocational programme appear to lack important skills: they are not
“job ready”. This is problematic in the context of a labour market characterised by
high minimum wages, set in collective agreements, and stringent employment
protection rules: those with low productivity have little chance to find a job, and
employers are cautious about hiring youth whose skills are often hard to assess, in
particular youth with an immigrant background. This chapter reviews recent
proposals for education reform. It also examines how recent tax and benefit changes
might be supplemented to ensure that job-search is genuinely attractive without
deterring youth from entering and completing further studies early on.




4. EDUCATION AND YOUTH EMPLOYMENT

Education and youth employment must be seen together in a wider economic
perspective. This holds especially in an economy like Sweden’s where high income taxes
and generous benefits shape not just labour market outcomes but also the relative
attractiveness of different educational choices. For example, the most effective solutions to
skill shortages resulting in unemployment spells for adults might be to improve the early
stages of education. Increasingly skill-intensive labour demand requires larger
investments in education to create a matching supply. But if this were to be all met via
current arrangements, relying on public funding, it would add to the fiscal challenges of
ageing and drive up taxes. Those taxes, however, are already an important reason behind
labour market exclusion and generate some of the adverse incentives in the education
system. Therefore, this chapter analyses education and youth employment with an
emphasis on the economy-wide linkages (Box 4.1). After disentangling labour market
outcomes for youth, it reviews learning outcomes and policies in compulsory education,
i.e. age 7-16. The chapter then turns to upper secondary education and thereafter higher
education. Finally, the role of labour market institutions, including minimum wages,
employment protection rules, activation programmes and benefits is analysed.

Human capital and youth employment outcomes

By international standards, educational attainment is high in Sweden. Over 90% of the
younger cohorts have completed upper secondary education, a share among the highest in
the OECD and above the other Nordic countries (Figure 4.1, panel A). The share of adults
having completed tertiary education is closer to the international average, but the share of
each youth cohort graduating from tertiary education is now rising rapidly following strong
expansion of higher education since the 1990s. In 2006, the number of new graduates was
equivalent to 40% of a youth cohort; more than the OECD average, but less than in the other
Nordic countries (Figure 4.1, panel B). But with around 80% of each cohort entering higher
education in the most recent years, the supply of graduates is set to rise further.

Changes in workforce skill composition are shaped not just by the educational
attainment of the young flowing into the labour market, but also by those retiring. There is
a sizeable gap between the 91% upper secondary attainment rate of the 25-34 year olds
who recently joined the labour market and the 73% rate of the 55-64 year olds who will
retire from the labour market over the coming ten years (Figure 4.1). This gap means that
the average educational attainment of the labour force is growing, enabling Sweden to
benefit from technological change that raises skill-intensive labour demand. However, the
gap is set to narrow in the future: the upper secondary attainment rate is stable for the
inflow, being virtually the same for the 35-44 year olds as for the 25-34 year olds, but the
cohorts moving towards retirement in the coming decades are considerably more qualified
than those retiring today. At that horizon, it could become challenging to continue raising
the average educational attainment of the labour force at the current pace.
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Box 4.1. Education and youth employment policies in a Swedish economic
context

Official Swedish education policy documents mostly state the learning objectives in the
various areas of education. Meanwhile, to analyse the economy-wide linkages that are
relevant for education and youth employment, it is useful to lay out the core objectives and
interactions that seem central in an economic perspective. The central policy objectives
might be summarised as:

® Equal opportunities. Realising the potential of all to be employable in a modern
workplace gives people the possibility to improve upon their situation via working.
Being employable is also a key step towards social integration and participation,
including for immigrants. And it gives individual independence, not least for women.

® Economic growth. Human capital and skills in a wide sense are essential for economic
growth, since they are necessary in order to adopt technological advances and
complementary organisational changes. Hence, the educational achievement of youth
cohorts entering the labour market is one of the most important areas of government
policy influence over business competitiveness. Indeed, companies typically cite human
capital as a major determinant of international location choices.

Meanwhile, some features of the Swedish economy, combined with a strong preference
for equal opportunities and equity, mean that certain interactions warrant particular
attention, possibly more so than in some other OECD countries:

® The composition of labour supply. Each person’s choice of skill formation affects the
relative earnings of others via the labour market equilibrium. This matters because of
the equity preference and the labour market institutions which limit the availability of
low-skilled jobs. If those who have the cognitive capabilities to study abstain or wait too
long while taking low-skilled jobs, it will be harder to find employment for those who
don’t have the cognitive capability to study. This holds provided there is some
complementarity between high- and low-skilled labour demand or that consumption
includes demand for non-tradable low-skilled services. Similarly, boosting average
hours worked for the high-skilled would raise demand for low-skilled labour.

® Fiscal externalities. Choosing education with good labour market prospects has a large
positive impact on public finances by boosting the tax base and reducing outlays on
income-replacing benefits. By contrast, if more prospective students shift towards
education choices driven by consumption aspects (leisure and other non-pecuniary
benefits), the capacity to finance a welfare state would be weakened.

Youth unemployment is a cause for concern. In 2006, more than one in five 15-24 year
olds participating in the labour market were unemployed, a proportion four times higher
than for the 25-54 year olds. Among OECD countries, apart from Finland, youth
unemployment rates above 15% are only found in Central, Eastern and Southern European
countries. By contrast, in Denmark, Iceland, the Netherlands and Norway, where social
preferences are much the same as in Sweden, the unemployment rate of the 15-24 year
olds is just a third of the Swedish rate. Moreover, among the OECD countries with high
youth unemployment rates, the ratio between the unemployment rates of young and
prime-age adults is nowhere more skewed to the disadvantage of youth than in Sweden
(Figure 4.2). On the back of buoyant economic growth, youth unemployment has declined
in recent years from 22.8% in 2005 (3.7 times the rate for 25-54 year olds) to 19.2% in 2007
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Figure 4.1. Educational attainment compared with other Nordics
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(4.3 times the rate for 25-54 year olds), but that is still high compared to other countries.
Even excluding full-time students, the unemployment rate for 15-24 year olds stood
at 14.3% in 2007.1

Short duration mitigates the economic and social costs associated with youth
unemployment. In fact, two thirds of Swedish youth unemployment is due to spells of
three months or less (Figure 4.2). On that score, youth unemployment may be considered
less of an issue than in Germany and the United Kingdom, even if the youth
unemployment rate is higher in Sweden. By contrast, the incidence of youth
unemployment is higher across all durations when compared to Denmark and Norway.?

At the core of the youth unemployment problem are the long-lasting unemployment
spells affecting certain groups. Immigrants and youth who fared poorly in school are
particularly at risk (Box 4.2). Morover, unemployment spells early in life may affect
motivation and self confidence or be seen as a bad signal by future potential employers: even
spells shorter than three months following graduation from Swedish upper secondary
education give rise to long-run negative effects persisting for at least five years (Skans, 2004).

While a fairly high proportion of youth are unemployed, few are inactive. Indeed, the
share of youth that are neither in employment, education or training (the so-called NEET
rate) is a bit below the OECD average (OECD, 2008a).3 This suggests that lack of education
or training places is not the main source of the Swedish unemployment problem. The root
cause might rather be inadequate quality in education and training or labour market
distortions - the issues reviewed in the rest of this chapter.
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Figure 4.2. Youth unemployment
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Compulsory education: ensuring a strong start

Giving children a strong foundation in compulsory school is obviously important,

because without basic literacy it is hard to man

age in virtually any modern workplace or to

pursue post-compulsory education. Before turning to secondary education and the school-
to-work transition, this section therefore reviews learning outcomes and policies to

improve the early stages of education.

Learning outcomes

Swedish learning outcomes are not as good as they used to be. At age 15, student
proficiency measured by PISA is above the OECD average for reading but not for
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Box 4.2. Immigrants and school drop-outs are most at risk of long-term unemployment

An econometric “hazard” model can estimate the effect of various characteristics on the
likelihood that an unemployed person will find a job (“job-finding rate”). Thereby, groups who are
at risk of drifting into long-term unemployment can be identified (Table 4.1):

e Immigrants and youth born in Sweden with immigrant parents have lower job-finding rates. The
more recent the immigration experience, the lower the job-finding rate. This may partly be due to
lack of skills, not least as regards proficiency in Swedish. However, there is also evidence that
employers tend to discriminate against applicants with foreign-sounding names (Carlsson and
Rooth, 2007).

e Very few unemployed youth have children, but those who do have much lower job-finding rates.

@ Compulsory school performance is a strong predictor of job-finding rates. This holds throughout
the skill distribution. A complete education raises the chances of finding a job, irrespective of the
level of education. Graduates from vocational programmes have slightly higher job-finding rates
than graduates from academic upper secondary school programmes. Those who do not study
beyond compulsory school have the lowest job-finding rates.

e The difference between a complete and an incomplete upper secondary education is large. It is
of about the same magnitude as going from the high end to average in terms of compulsory
school performance, or as big as the difference between natives without immigrant background
and recent immigrants. Those who struggle at school are likely to have both poor grades in
compulsory school and to end up with an incomplete education. Thus, job-finding rates are
likely to be very low for this group.

Table 4.1. Estimated percentage differences in job-finding rates

Estimate Standard Estimate Standard
error error
Age Compulsory school grade decile
19 (39%) -0.183*** (0.017) 1(12%) -0.518*** (0.026)
20 (24%) —0.046*** (0.018) 2 (12%) -0.407*** (0.025)
21 (15%) 0.025 (0.018) 3 (12%) -0.308*** (0.024)
22 (11%) 0.019 (0.019) 4 (12%) —0.267*** (0.024)
23 (10%) (ref) 5(11%) -0.229*** (0.024)
Gender 6 (11%) —-0.184*** (0.023)
Female (47%) (ref) 7 (10%) -0.161*** (0.024)
Male (53%) -0.055*** (0.009) 8 (9%) -0.122*** (0.024)
Immigrant background 9 (7%) -0.076*** (0.025)
Arrived at age 12 or after (2%) —0.273*** (0.040) 10 (6%) (ref)
Arrived before age 12 (7%) -0.270*** (0.019)
Second generation with both parents Highest completed education by end
being immigrants (5%) —0.131*** (0.021) of the year
Natives (86%) (ref) Compulsory (14%) —0.363*** (0.016)
Family situation Some vocational upper sec. (10%) —0.231*** (0.016)
Living with parents (65%) —0.042*** (0.010) Complete vocational upper sec. (41%) (ref)
No children, not with parents (31%) (ref) Some academic upper secondary (4%) -0.233*** (0.023)
Children and spouse (2%) -0.160*** (0.032) Complete academic upper sec. (24%) —-0.026** (0.012)
Single parent (1%) —0.277*** (0.047) Some tertiary (4%) -0.223*** (0.025)
Complete tertiary (3%) 0.046 (0.028)

Note: Data are from Public Employment Service registers (Handel) and the Louise database. Results are from a Cox
proportional hazard model, N = 77 921. The model is estimated on registered unemployment spells starting in 2005. Jobs
are either temporary or regular. Participation in subsidised jobs for 30 days or more is considered finding a job. A random
half of those with lost contacts are considered to have found a job. Other exits are censored. Percentages in parentheses
indicate the share in the total set of observations. *** (**) indicates significance at the 99% (95%) level.
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mathematics and science (Figure 4.3). Moreover, learning outcomes in 2006 had
deteriorated relative to the in-depth assessments of reading in 2000 and mathematics
in 2003.# In the light of Sweden’s ambitions, and as public spending on compulsory
education is relatively high, these outcomes are not satisfactory - certainly not when
compared to Finland.

In the domestic debate, it is sometimes argued that what really matters is schools’
capacity to improve the weakest students’ abilities. Indeed, given the features of the
Swedish labour market, including high minimum wages, this is vital as the low-skilled are
at a high risk of unemployment. But even on this score, Sweden does not rank much better,
based on the share of 15-year olds left behind with poor learning outcomes (Figure 4.3):
15% of a cohort only attain proficiency level 1in reading, i.e. they are able to locate
explicitly-stated information but struggle to identify information that is not prominent, to
deal with competing information and to understand relationships. The share of students
at this lowest level of proficiency is three to four times higher than in Finland across all

three subject areas - reading, mathematics and science.”

Figure 4.3. Learning outcomes in compulsory education
Average PISA score, 2006
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Science is a weak spot both in terms of proficiency and student interest. Given
Sweden’s traditionally strong position in engineering and science-related industries, such
as electronics and pharmaceuticals, this is of particular concern. For average student
proficiency, Sweden ranks in the middle of OECD countries, but what may be most
worrying from an employer perspective is that the elite is quite narrow: the share of
15-year olds attaining the highest proficiency levels 5 and 6 reaches 13% in mathematics
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and merely 8% in science, compared with 24% and 21% respectively in Finland, which has
a similar industrial structure. To change this pattern, schools may need to do more,
building on childrens’ natural curiosity, to nurture the interest to learn more and acquire
specific skills and proficiency in science. Sweden is below the OECD average on virtually all
measures used in the PISA assessment for student’s aspirations and attitudes towards
science. Swedish 15-year olds indicate some general interest in learning about science, but
less interest when it comes to specific topics, such as acid rain. Only little time is spent on
science-related activities outside school. Most remarkably, Swedish youth are among those
indicating the least awareness of the science-related aspects of environmental problems
and they are rather unconvinced that science promotes economic and social progress
(Figure 4.4; OECD, 2007a).° This pattern is problematic, as there is clear evidence that early

Figure 4.4. Aspirations and attitudes towards science at the end
of compulsory education

PISA, 2006
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1. The detailed country ranking should be interpreted with caution for panels A, B and E, while it is more reliable for
panels C and D (OECD, 2007a). Yet, the indices give a broad indication of Sweden’s relative position. Data used in
panels:

A. Index for the share of 15-year olds stating high or medium interest in human and plant biology, astronomy, chemistry,
physics, geology, the way scientists design experiments and/or the requirement for scientific explanations.

B. Average share of 15-year olds stating high or medium interest in knowing which human activities contribute most to
acid rain and learning about technologies that minimise the emission of gases causing acid rain.

C. Index for the share of 15-year olds stating that they are familiar with or know something about the environmental
consequences of clearing forests, acid rain, greenhouse gases, nuclear waste and/or use of genetically-modified
organisms.

D. Index for the share of 15-year olds stating that science is important for understanding the natural world, and/or that
advances in science and technology usually improve people’s living conditions, the economy and/or bring social
benefits.

E. Index for the share of 15-year olds stating that they would like to have a career involving science, study science after
secondary school, work on science projects as an adult and/or spend their life doing advanced science.

Source: OECD, PISA Results 2006.
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interest in science is a strong predictor of lifelong science learning and/or a career in a
science or technology field (OECD, 2006a). Indeed, relatively few Swedish 15-year olds
indicate an interest in working with science later in life. The current moderate difficulties
for employers to recruit engineering and science graduates might worsen in the future if
children’s natural capacity and potential to learn science fails to flourish in school.”

In the traditional Swedish welfare state, compulsory school plays an important role as
an institution building social cohesion. The capacity to engage with people of all
backgrounds is also beneficial from an economic perspective, facilitating market flexibility.
While variation in learning outcomes is not much smaller than in other countries, it is
found within rather than between schools, indicating that there is little segregation
between good and less good schools and neighbourhoods (Figure 4.5).

Figure 4.5. Low between-school variation
PISA science scale, 2006 !
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1. For mathematics, measured in 2003, the balance between the two types of variation was similar to that for
science shown in the figure, measured in 2006, but for reading, measured in 2000, the share of between-school
variance was even smaller.
2. The between-school variance measures PISA scores dispersion between schools within a single country. The
within-school variance measures PISA scores dispersion within a representative school in each country.

Source: OECD, PISA 2006 database.

The integration of the rapidly-growing immigrant population is particularly important
in this context, but the outcomes are difficult to interpret. There is a wide gap between the
learning outcomes for immigrants and natives, but that may be hard to avoid given the
language barriers. Few immigrant children arrive with prior knowledge of Swedish, which
is used as the instruction language in all subjects. The second generation, i.e. children born
in Sweden from immigrant parents, appear to do much better than the first, the difference
being considerably greater than in other OECD countries (Figure 4.6). However, it is hard to
know if this reflects a genuine improvement from one generation to the next, or
differences in composition, since today’s first-generation immigrant families typically
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Figure 4.6. Learning outcomes for immigrant and native students compared
Average for reading, mathematics and science scales, PISA 2006*
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1. Only including countries with at least 3% of students in each category.

Source: OECD, PISA Results 2006.

have a less favourable background than the immigrants who arrived in Sweden some
decades ago.

Policy initiatives and school efficiency

A number of policy measures have recently been introduced to improve learning
processes and monitor outcomes. A new reading-writing-arithmetic initiative was announced
in 2008. National tests were introduced some years ago and, from 2009, they will be advanced
to start from the third year of compulsory education. National tests are applied again at the
fifth year where they now become mandatory also in English. Finally, science tests will be
introduced at the ninth year of compulsory education. Moreover, a legislative proposal has
been presented with a new scale for marking students to be introduced from the academic
year 2011/12.

Swedish schools appear to be at some distance from international best practice in terms
of how efficiently they use available resources (Figure 4.7). The use of teachers’ time can often
be an Achilles heel of efficiency at schools, but a lack of data makes it hard to compare Sweden
internationally. Teachers’ total statutory working time is above the average for the OECD
countries for which there are data. However, total instruction time for students seems to be
relatively short, and the student-to-teacher ratio is relatively low (OECD, 2008b). Together, that
would indicate that teachers in compulsory school spend less of their time teaching than in
other OECD countries. Consequently, there might be scope to employ teachers’ capacity more
effectively, and reward teachers better when they put in extra teaching effort.
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Figure 4.7. Schools’ technical efficiency’
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Source: OECD (2008c) and Sutherland et al. (2007).

The renewed Swedish policy focus on teacher competence is therefore most welcome.
Following the Scottish example, a recent government report has proposed that teachers
should go through an accreditation process after graduation (SOU, 2008a). During a
probationary year, the new teacher would be introduced to the profession by a mentor.
Only if assessed as suitable for the profession, would she or he then be granted
accreditation and be able to apply for permanent employment. Additional information
about each teacher’s profile is to be used by school management to ensure that teachers
are competent in the subject areas and functions they handle. To encourage continuing
professional development, new advanced professional levels are proposed, accessible via
further study or well-documented practical development activities. By contrast, serious
neglect would lead to the accreditation being withdrawn. Persons currently working as
teachers without a degree would be required to complete a degree. Otherwise they would
have to leave the profession when an eight-year transition period expires.
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Once the accreditation scheme is well established, greater wage flexibility could
reward the best teachers. Some flexibility already exists since 1996 when a fixed pay ladder
was replaced by individualised pay and strict working time regulation relaxed. Thereby,
salaries are determined in discussions between each teacher and the school principal or in
negotiations involving the local teacher trade union. Pay rewards are supposed to be linked
to municipal school objectives, even if in practice they are more based on competence,
effort etc. The dispersion of teacher earnings is not wide, though, and it actually narrowed
following the 1996 reform, perhaps reflecting that individual-pay dispersion has been
offset by less dispersion based on age, as the starting salary was raised significantly
(Strath, 2004). Still in 2007, the upper quartile of earnings was just 20% above the lower
quartile for teachers in compulsory education. When the accreditation scheme is in place,
it might offer a basis for stronger rewards to the best teachers and the ones taking on
additional duties, classes or longer working hours. Compared with other countries, teacher
salaries are not particularly high (OECD, 2008b).2

In 1992, Sweden introduced a system of choice that is quite remarkable from an
international perspective: independent schools are guaranteed public funding on an equal
basis with municipal schools in the same area. By contrast, independent schools are not
allowed to charge tuition fees, and they cannot reject students from within the
municipality. Funding for public schools responds automatically to changes in attendance.
Choice among public schools across municipalities is also allowed. Since choice was
introduced, the share enrolled in independent schools has risen rapidly, reaching 9%
in 2007/08 (National Agency for Education, 2008). In other countries, the shares of students
attending public versus private schools is typically very stable, reflecting tradition. Another
remarkable factor is that independent schools can be organised as private limited
companies, in addition to the forms of teacher or parent co-operatives, associations and
non-profit foundations seen in other countries (Lundsgaard, 2003).

Competition from independent schools is found to improve learning outcomes in
public schools. Systematic studies find that test scores and final grades in key subjects are
better, ceteris paribus, in areas where many attend independent schools (Sandstréom and
Bergstrom, 2005; Ahlin, 2003; Bohlmark and Lindahl, 2007), even if the exact size of the
effects is subject to debate (Bjérklund et al., 2006).° The model appears to be a clear success.

To sum up, learning outcomes at age 15 are not as good as they could be, and they
should be improved. However, shortcomings in compulsory education alone cannot
explain high youth unemployment: Denmark and Norway, for example, display similarly
mediocre PISA scores but have much better youth employment outcomes. Therefore,
upper secondary and tertiary education as well as labour markets also need attention.

Upper secondary education: preparing better for labour-market entry

Sweden has few problems getting youth to join upper secondary education, but the
latter does not fully succeed in making students “job ready”. The high incidence of short
unemployment spells after upper secondary school might indicate a mismatch between
the needs of the workplace and what has been learned at school. A striking example is the
media programme, where only a small fraction ends up working in media jobs; the period
of unemployment after completing the media programme is a process through which
many realise that they have to seek work elsewhere, such as in long-term care for the
elderly. These persons might have been better off if, from the outset, they had chosen the
programme giving the skills needed in elderly care.
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Against this backdrop, an initiative was recently launched to overhaul upper
secondary education. A government commission identified two broad problem areas
(SOU, 2008b):

e Programme structure. The vast range of programmes on offer makes it difficult for
students to gain an overview of the alternatives. Consequently, many students (12%)
switch programmes during their first year at upper secondary school. Those who receive
school leavers (universities, companies and organisations, etc.) find it difficult to assess
their capabilities, which may make it more difficult to find a first job.

@ Results, goal fulfilment and efficiency. Both clear result indicators and an improved evaluation
system are needed. For example, there are no data on the extent to which the guaranteed
teaching time is satisfied. The Commission has developed a quality measure, namely the
share of students achieving basic eligibility for entering higher education in three years;
only 62% of all students currently achieve this goal. Streamlining the system towards
fewer different alternatives might also lead to lower costs and higher efficiency as,
currently, small class sizes increase costs. This is particularly important in a context where
student cohorts are set to fall within a few years.

There is also a growing consensus that Swedish upper secondary education could be
improved if vocational programmes had closer workplace links. Indeed, this is the main
focus of the recommendations in the recent OECD Policy Review of Vocational Education and
Training in Sweden (OECD, 2008d).1° International research shows that close co-operation
and participation of companies in upper secondary education provide good opportunities
for youth to enter the labour market (SOU, 2008b). In principle, 15 weeks of workplace-
based training (Arbetsplatsforlagd utbildning, APU) are included in all upper secondary
vocational programmes. In practice, however, this is not the case everywhere as many
schools seek dispensation to allow workplace-based training to take place at school.
Against this background, a government commission has recently proposed a revamped
three-track upper secondary system, including a new apprenticeship route alongside
modernised versions of the traditional academic and vocational routes (Box 4.3). Indeed,
workplace learning should be seen as a necessary component of a vocational programme.
This is especially important for immigrant and second-generation youth for whom
workplace attachment may give not just professional skills but also a wider understanding
of relations in a Swedish workplace (Lemaitre, 2007).

For the new apprenticeships to function well, workplace activities should involve
learning, not just work, and the competencies acquired should be of general value rather
than specific to narrowly-defined professions. The experience from countries with long
apprenticeships traditions (e.g. Austria and Switzerland) is that while youth with
apprenticeships find employment more easily, they may later on experience more
difficulty if having to change profession than similar persons with school-based vocational
training (Ludwig and Pfeiffer, 2005; OECD, 2004a and 2006b). The heart of the problem is
that if apprenticeships are too closely linked to existing professions, they may end up
providing youth with excessively narrow skills that over time become redundant. Ways to
avoid these pitfalls have been identified by the Commission:

e Apprenticeships would be anchored into the structure of the 14 national vocational
programmes, sharing the common upper secondary subjects.

e The content of workplace learning would be clearly defined in blocks tied to the
programme-specific subjects for the vocational programme in question. Apprentices
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Box 4.3. Proposals from the Upper Secondary Reform Commission
(Gymnasieutredningen)

The curriculum with its approach to knowledge would be preserved in its present form: all study
paths in upper secondary schools would continue to prepare students for active participation in
society. The reforms would increase the distinction between the academic and vocational tracks in
terms of selection, curricular content and routes into tertiary education. Following the report
issued in March (SOU, 2008b), preparations are now underway for legislation.

All upper secondary programmes would continue to last three years, with a common basic
structure. However, the contents of each of the proposed 14 vocational programmes and five
higher-education preparatory programmes would be more targeted than currently, notably by
adapting the focus of common upper secondary subjects (Swedish, math, English, etc.) to what is
relevant for each particular programme. This should allow vocational programmes to stretch
further than today’s upper secondary school, leading to a vocational diploma that constitutes a
recognised skill qualification and enhances employability.

As a major novelty, the Commission proposes to introduce apprenticeships as an alternative to
school-based vocational programmes, leading to the same qualification - a vocational diploma.
Upper secondary education would then have three alternative routes:

® School-based vocational programmes. A third of the three years would be spent on common upper
secondary subjects, individual options and a diploma project, with the remaining two thirds spent
on specialisation. There would be 14 national programmes (building and construction; farming
and natural resources; electricity and energy; aircraft; vehicle and transport; trade and
administrative service; hairdressing and handicraft; hotel and tourism; manufacturing; children
and preventive healthcare; restaurant and food; maritime; heating; water and sanitation; health
and long-term care). In each of these programmes there would be two to five nationally-defined
branches, and schools would have the option to include further specialised in-depth components
for up to a third of the three-year programme duration. At least 15 weeks of workplace learning
would be compulsory.

® Apprenticeships. These so-called upper secondary apprenticeships would be introduced in each of
the 14 national programmes. Students would have the same common upper secondary subjects,
individual options and diploma project as for school-based vocational programmes, but most or all
of the two years’ programme-specific learning would happen at a workplace.

® Higher-education preparatory programmes. There would be five national programmes (economics and
business, arts and humanities, social science and media, natural science, technology), each with
three to five nationally-defined branches.

The emphasis on standardised core content would be backed by the introduction of a diploma
based on specific objectives for each programme. There would be two types of diploma: a
vocational and a higher-education preparatory diploma. A clearly-defined diploma would also help
document competencies when going abroad, and assist each industry in adapting its further
education and training for possible certification. Students on vocational programmes should have
clear options to achieve basic eligibility for higher education within the upper secondary school
system, possibly via extended studies.

Finally, a new National Council for Education would be created with representation of those
receiving youth once they have completed secondary school, i.e. tertiary education institutions and
employers, to identify development potentials and satisfy the needs of future industries which
currently lack established structures of co-operation. For each of the 14 national programmes,
there would also be a Programme Council responsible for content. These councils would involve
employers, trade unions, relevant national standard-setting agencies, and they should also make
use of students’ experiences and views of the programmes. Moreover, local programme councils
should be set up for co-operation between local employers and school-governing bodies.
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would thereby acquire sufficiently general skills to ensure a capacity to change towards
working in other areas, if needed later in life.

e Quality is to be guided and monitored via local agreements drawn up between the school
governing body and the firms taking apprentices.

e Firms would be obliged to allocate a skilled employee to supervise the apprentice. The
supervisor should first have undergone a course arranged by the school governing body.

If these Commission proposals are implemented, the benefits of extensive workplace
learning during an apprenticeship are likely to outweigh the potential drawbacks.

The extent of pay received under an apprenticeship is to be decided locally. The school
and the participating employers have to agree. Monitoring how this evolves will be
important for successful implementation: having firms interested is crucial to be able to
offer enough apprenticeship places, and low labour costs are typically essential to secure
this interest (Quintini et al., 2007).

With the 2009 Budget, considerable allocations were set aside for an expansion of
vocational education. The number of apprenticeship places will be raised from 4 000 in the
pilot phase of the academic year 2008/09 to 6 000 in 2009/10. The number of vocational
training places in adult education will be increased and vocational higher education will be
introduced.

School choice has expanded in upper secondary education

Private independent schools have become an important element in upper secondary
education. The same regulations apply for compulsory as for upper secondary schools, but
the growth in attendance has been most spectacular for upper secondary: 17% were
enrolled in independent upper secondary schools in 2007/08, up from just 3% ten years
earlier; for compulsory education the share had reached 9% (National Agency for
Education, 2008). At times it is argued that independent schools have grown because they
offer music or sport programmes, attracting students with an emphasis on leisure more
than learning. Whether this is true in general is hard to ascertain, but there have been
specific cases where independent schools did not deliver what they were promising. For
potential students to make an informed choice, more transparency is needed about the
labour market prospects associated with alternative education routes, such as by
publishing data for employment outcomes of recent school leavers (OECD, 2008d). Aside
from this, the Swedish model for school choice is a clear success.

The entry of independent schools can reveal valuable information about shortcomings
in the established system. For example, it could be questioned whether municipalities are
large enough to offer public secondary schools the conditions to thrive. Although about a
quarter of all students in public upper secondary education cross municipal borders when
going to school, municipalities are often criticised for trying to avoid that youth leave the
local community. For the theoretically-oriented programmes, this may not be an issue, but
for vocational programmes a larger size may be needed to provide students with modern
equipment and build relations with the bigger companies. In Norway, upper secondary
schools belong under the counties and in Denmark under the central government, not
under the municipalities. In this context, per-student funding, introduced in Denmark
in 1991, initiated a process where each public vocational upper secondary school increased
its attention to strategic management, often closing courses with too few students to cover
costs.! It could be interesting to analyse the consequences, in Sweden, of moving the
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responsibility for upper secondary education to central government, or perhaps the
counties, while giving each institution more independence based on per-student funding.
It would give public schools more room to merge, re-organise and specialise where that is
desirable. Such an analysis could also look at other levels of schooling.

Higher education: shortening delays in study completion

Swedish higher education has a number of strengths. University'> management has
developed significantly over recent decades, with ample representation of external
members on university boards, and the implementation of such quality assurance

Figure 4.8. Wage premia, living costs and internal rates of return
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methods as regular evaluations. Higher education is easily accessible following strong
capacity expansion - a near doubling of the student intake - since the early 1990s,
including life-long learning offers.

Yet, there are challenges as well, as identified in the context of the recent OECD
Thematic Review of Tertiary Education (National Agency for Higher Education, 2006;
OECD, 2008e).13 Specifically, the allocation of core research funding could be based on more
transparent criteria, including performance indicators. Knowledge transfer via contacts
with business could be deepened to nurture innovation. Retirement of the ageing academic
staff will be a challenging transition for some institutions. And the institutions providing
higher education could be given more freedom to develop their own strengths. With
the 2009 Budget, the allocations for publicly funded research are being raised considerably
for the 2009-12 period to reach 1% of GDP. One third of the increase will come via a new
form of strategic investments in the fields of medicine, technology, climate/environment
and finally interdisciplinary, humanity and social sciences. The other two thirds will be
channelled via the general budgets of higher education institutions, research councils, etc.

A particular challenge relates to the heavy reliance on public funding. Tuition is free and
the government offers students grants and loans to cover their living costs. Consequently,
prospective students are not troubled by liquidity constraints: the cost of studying, measured
relative to available individual funding, is among the lowest in the OECD (Figure 4.8).
Meanwhile, wage premia for persons with higher education are low. Private internal rates of
return from studying are also relatively low: while boosted by public financial support, they
are held down by high and progressive income taxation (Boarini and Strauss, 2007). Two
problems require attention: there are incentives for students to start and complete higher
education late, and the prohibition of tuition fees constrains the development of the higher
education sector as a whole. These two issues are discussed below.

Delays in entering and completing higher education

The median age for entering tertiary education is high in international comparison - a
full year higher than in Finland and Norway, and almost three years higher than in the
Netherlands, which shares many societal preferences with Nordic countries (Figure 4.9).

Figure 4.9. Students start and complete tertiary education late
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Following recommendations in previous Surveys, clear improvements are now being made
in the admission criteria: notably, the possibilities to improve grades by repeating
secondary school courses in adult education have been reduced (Annex 1.A1). Yet it might
be worth reviewing if there are still unintended factors that cause students to defer and
delay tertiary education.

The high median starting age would not be a problem if it simply reflected that many
participate in life-long learning, thereby boosting higher education entry late in life.
However, it is clear that the high median starting age also reflects the large share of youth
entering higher education after a fairly long gap following the completion of upper
secondary education (Figure 4.10). At age 19 and 20, participation in education drops to
40% and 35%, well below the level in comparable OECD countries. At age 21, the share in
education rises — a pattern not seen in any other country, except for Denmark and, to a
smaller extent, Norway (Figure 4.11). While many youth appreciate taking a break between
secondary and tertiary education - travelling abroad, working in cafés, etc. - this leads to
lower income for many years: ceteris paribus, two years postponement reduces the present
value of lifetime earnings by nearly one half of one year’s peak earnings (Holmlund
et al., 2008). With high and progressive income taxes, a considerable part of this income
loss is carried by the public purse in the form of foregone tax revenue. This creates an
adverse incentive for youth to take more gap years than they might have desired, had they
themselves retained the full income gain from fewer gap years.

Figure 4.10. The years between secondary and tertiary education
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Figure 4.11. Share of youth in education, employment or inactivity by age
Per cent, 2006
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Source: OECD Employment Outlook 2008.

A considerable part of youth unemployment consists of persons who have completed
an upper secondary course directed at entering higher education, but then wait a few
years. Among 19 and 20-year olds, 22-24% of unemployment is experienced by youth who
will proceed to tertiary education within three years (Figure 4.10). To avoid that these
people take up low-skilled jobs and displace those who lack the capacity needed to study,
it would be desirable to encourage less delay before proceeding into higher education.

Sweden’s taxes and benefits encourage youth to start and complete studies late — and
increasingly so with recent reforms. In a system where marginal tax rates rise with income,
there is a general incentive to smooth income over life. Moderate differences in marginal
rates are not problematic, but recent reforms have magnified the gap between the marginal
tax wedge faced as a graduate, and that faced before and while studying. In particular, the
introduction of lower social contributions for youth up to and including 25 raises the
opportunity costs of focusing on studies, not work, before age 26.1* The effect is big enough
to warrant attention, because it comes on top of the special excemption of study grants
from personal income taxation. While most income benefits (unemployment, sickness and
disability benefits, etc.) are taxed as personal income, this is not the case for the public
grants available for students to cover part of their living costs. Consequently, it is not
uncommon for students to face a zero marginal income tax rate, and with the in-work tax
credit, introduced in 2007, this zero marginal rate now extends further up the income
scale. With the pending 2009 enlargement of the employer contribution rebate for youth,
the initial tax wedge resulting from social contributions and personal income taxation
combined is only 27% for students compared to 63% after graduation when many face the
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state income tax. From a societal perspective it would be beneficial that students
sometimes take loans and focus on completing their studies, to make their graduate skills
available on the labour market, but from an individual perspective things now look
different: unless the employer is willing to pay at least twice as much per hour after
graduation, the large gap in marginal tax wedge implies that the initial net hourly earnings
are higher from student jobs.'® Effectively, late completion of studies is encouraged. This is
an important reason why the general youth employer contribution rebate should be
reconsidered, as discussed below in the context of labour market policies.

To offset these adverse incentives, changes in the financial support students receive to
cover living costs should be considered. Already today, the public study grant available for
students to cover part of their living costs can only be received at a full-time rate if studying
full time. However, some countries go further and convert debt to grants if the studies are
completed within a stipulated time, or give a bonus for starting soon after secondary
education. Another possibility would be to change the composition of financial support for
students further towards loans, possibly with a sliding scale giving a considerable share as
grants early on but moving towards a larger share of loans when studies get prolonged.!®
The justification of the special youth housing benefit might also be reconsidered: it offers
extra public money for those students who choose a “city-centre lifestyle” with expensive
housing.””

Introducing tuition fees

Free tuition and generous grants for students’ living costs have not achieved their
original aim. Traditionally, generous public funding has been motivated by equality of
opportunity: a desire to make higher education accessible for students from all family
backgrounds alike. More recently, educational subsidies via free tuition have been
described as the “siamese twin” offsetting the disincentives to human capital formation
arising from redistribution via high marginal taxes (Bovenberg and Jacobs, 2008).18
However, the model has not succeeded in significantly reducing differences in the
likelihood by which people from different social backgrounds pursue higher education
(SOU, 2008c). Indeed, experience from other countries indicates that, so long as ample
loans are available to overcome liquidity constraints, moving towards letting students pay
part of the tuition costs does not affect the social composition of the student body much
(OECD, 2008e).

Moreover, free tuition may be at odds with growing international mobility of
graduates. Compared to other countries, Sweden is not receiving that many foreign
students, but the number is growing rapidly (Figure 4.12). Persons moving abroad after
having studied for free don’t contribute to the tax revenues on which the financing of their
education relies in Nordic Countries (Welfare Commission, 2006). Previously the magnitude
of this problem has, in practice, been small, but that is starting to change: more and more
apply from all over the world to benefit from the free tuition, and as universities are obliged
to select based on academic criteria, foreign enrolment is rising.*® Against this background,
the Swedish government is planning to introduce tuition charging for students from
outside the European Union.?°

Gradually introducing tuition charging also for Swedish and EU students would give
stronger market signals for universities to develop courses in high demand and for
students to reflect more on how and what to study. Public funding is allocated based on
student numbers, implying some demand signals, and universities have considerable
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Figure 4.12. Foreign students enrolled in tertiary education
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1. 2004 data for the United States and 2005 for Canada.

Source: OECD (2008b).

autonomy in terms of budget allocation, staff matters and other areas of input flexibility
(Figure 4.13). Output flexibility is more limited as, in a few fields, a numerus clausus is
imposed. In general, universities are only allowed to develop courses to be paid for
privately, if there is one organisation contracting and paying for the course or programme;
universities are not allowed to offer a programme and then charge tuition from students
who apply. It would seem natural to give universities more independence and allow them
to develop training paid for by tuition fees, with due consideration for the accountability
mechanisms that would be a natural counterpart to increased flexibility. As knowledge
itself increasingly becomes a tradable service, Swedish universities are unduly
disadvantaged as they are largely prevented from developing education offers based on
charging (Globalisation Council, 2008).

Financing tuition charges via loans with income-contingent repayment can ease access
for students from less-advantaged backgrounds as they may be relatively risk averse. Such
arrangements exist for tuition costs in countries like Australia, New Zealand and the
United Kingdom (OECD, 2005, 2008e and 2008f). However, this would only work in a Swedish
context if the high marginal tax wedges are reduced. The reason is that if income-contingency
can lead not just to deferral of repayment, but to remission of debt, then it ultimately
resembles a marginal tax. In countries with low or intermediate marginal tax wedges, this is
not a problem, but in Sweden, where it comes on top of a very high marginal tax wedge, the
resulting incentive problems would be large. In fact, Sweden previously had loans for living
costs with income-contingent repayment, but these were changed to standard loans for this
reason. Introducing loans with income-contingent repayment for tuition charges would
therefore only be advisable if marginal income taxes are lowered substantially. This in turn is
desirable also for a number of other reasons, as discussed in Chapter 3.

Labour markets: easing the impediments to youth employment

Many of the Swedish labour market’s salient features constitute impediments to the
entry of youth. In countries with very flexible wage formation, employers can offset the
costs of the necessary training in entry jobs for young people by offering lower wages.
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Figure 4.13. Regulation of tertiary education providers!
Increasing flexibility or accountability indicated from 0 to 10, 2005-06; dotted line is average
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Source: Oliveira Martins et al. (2007).

Where firing is easy, the risk of hiring young people with unproven skills is relatively small.
But in Sweden, the costs and risks may make it unattractive to recruit young people since
their wages are pegged to those of older workers and they are hard to lay off from regular
contracts if the particular person turns out not to be the right one for the job. Even with the
best imaginable education system, Swedish youth unemployment can hardly be brought
down to the level of the leading countries without tackling the core rigidities. Minimum
wages, employment protection rules, benefits and activation policies are therefore
reviewed in turn below.

High minimum wages - can their adverse effects be offset by cuts in employer
contributions?

Sweden has no legislated minimum wages, but collective agreements between unions
and employers stipulate minimum wages for nearly all workers. These are high by
international standards (Skedinger, 2007), following strong increases over the past ten
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years. Workplaces that are not covered by collective agreement can, in principle, set wages
freely, but in practice this seems not to matter much. Unlike in most OECD countries,
unions are allowed to take collective action against firms without collective agreements
even if the workplace has no union members. Moreover, generous income transfers put a
floor under workers’ reservation wages.

High minimum wages are likely to inhibit access to employment for youth who are
still learning the trade. The effects are mitigated where minimum wages are differentiated
depending on experience, e.g. increasing after one year of work in the industry, profession
or firm. Most agreements also have special arrangements for those younger than 18, either
with a lower minimum wage or no contractual minimum wage at all. However, the age
limit for eligibility for the adult minimum wage is rarely higher than 20 (Skedinger, 2007).%!
This shapes the earnings dispersion: the ratio between the median and the lowest paid for
each age group is higher at age 19 than at age 20 (when the adult minimum wage usually
kicks in), whereafter it grows with age (Figure 4.14). Apparently, minimum wages are a real
constraint for how flexibly wages can adjust to the productivity of young workers.
Quantifying the extent to which this hampers youth employment is difficult given the
institutional complexity of Swedish minimum wages. For individual sectors, however,
research suggests that minimum wages have had detrimental effects on employment
(e.g. in hotels and restaurants, see Skedinger, 2006). Other countries, such as the
Netherlands, are now making more room for lower starting wages for new graduates/
young workers in collective agreements (OECD, 2008g).

Figure 4.14. Wage dispersion by age
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1. Calculated from monthly full-time equivalent base wages ("grundlén”) for employees during fall 2005. The exact
time of measurement varies across sectors. The calculations are based on the complete population of public-
sector employees and a stratified sample of private-sector employees, weighted to correct for stratification and
non-responses in the private sector. The sample size is 21 049 workers aged 19 (representing 40 058 individuals),
31006 workers aged 24 (representing 56 841 individuals) and 57 165 workers aged 45 (representing

85 428 individuals).

Source: Secretariat calculations based on micro data from The Structural Wage Statistics (Strukturlonestatistiken)
maintained by the National Mediation Office and Statistics Sweden.

As it has no control over the minimum wage, the government is seeking to boost
labour demand via reductions in employer contributions. The first step, introduced in
July 2007, reduced gross wage costs for 18-24 year old employees by 8.3% through halving
social contributions, except for pensions. A pending proposal would remove an additional
quarter of the normal non-pension-related contributions, taking the cumulative reduction
in gross wage costs to 12.1% in 2009 (Ministry of Finance, 2008).
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Lower employer contributions for youth can mitigate the negative employment effects
from high minimum wages, but it may also reduce wage restraint on the union side, leading
to further increases in minimum wages. The three-year collective agreements concluded
in 2007 imply strong annual pay rises of 6-7% for hotels and restaurants (though half for
personnel younger than 20) and 5-6% for inexperienced retail workers (National Mediation
Office, 2007).2? This will attenuate the benefits of the contribution cuts and could spill over
to other unemployed marginal groups, such as immigrants, who would become more
expensive to employ (they would not benefit from a reduction in contributions).

Another difficulty with across-the-board cuts in contributions is that they are poorly
targeted. The payroll tax cut covers all youth, and most of those covered would have found
work anyway. The targeted New-Start Job scheme, introduced in 2007, is more promising.?
For youth, it implies a subsidy lasting for six to 12 months, depending on the length of the
jobless spell.?* Formally, the worker has to apply in order for the employer to get the
reduction. However, in contrast to preceding policies, this reduction does not require
consent from an employment service case manager. There are no Swedish evaluations of
employment subsidies for young workers, but evidence for older unemployed workers
suggests that the effects are positive, although there can be substantial displacement
effects with subsidies paid to jobs which would have materialised anyway (Calmfors
et al., 2004; Forslund et al., 2004). Adding this to the adverse incentive to start and complete
studies later discussed above, it would seem worth reconsidering the general contribution
rebate for youth in favour of more focused measures.

Relaxing employment protection legislation

Strict employment protection rules are known to be an important obstacle for youth
entering the labour market. Theoretical considerations as well as empirical studies suggest
that strict employment protection legislation may be neutral with regard to aggregate
employment and unemployment insofar as the effects of fewer layoffs and less frequent
hiring balance each other out. However, less job turnover complicates and prolongs the
search process for new entrants to the labour market, such as youth. Moreover, if
regulations make it hard to lay off someone who turns out not to be the right person for the
job, employers will tend to restrict hires to those whose capabilities are easier to assess, for
example because they have an employment history. Consequently, youth unemployment
is higher where employment protection regulations are strict (OECD, 2004b and 2006c;
Skedinger, 2008).

The recent extension of the maximum standard duration for temporary contracts
allows employers to better “try out” a young person, but also runs the risk of increasing
labour market dualism. The so-called general temporary employment contract has now
been introduced in legislation, raising the maximum duration of standard temporary
contracts from 12 to 24 months.?> It is now in the process of being implemented in
collective agreements. These steps continue the reform approach followed over recent
decades. While Swedish regulations for regular employment have remained unchanged,
the restrictions on fixed-term contracts and temporary work agencies were eased between
the late 1980s and late 1990s.

The downside of this approach is that it may further entrench insider-outsider
problems. The incidence of temporary contracts has increased strongly since the
early 1990s, in particular for young workers. As a result over half of all youth employment
in Sweden is based on temporary contracts, compared with around a quarter in Denmark
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and Norway, and even less in the United Kingdom (Figure 4.15). It has been suggested that
high unemployment rates during the deep economic crisis of the 1990s may have
contributed to this development (Holmlund and Storrie, 2002). However, temporary
contracts account for a larger share of youth employment now than in the 1990s,
indicating that structural changes also play an important role. In particular, today there are
more students looking for part-time work and willing to take a temporary contract:
enrolment in tertiary education has grown substantially, and reductions in grants to cover
living costs may encourage more students to seek work.?® But in the end, such factors
cannot explain why a larger share of employment is on temporary contracts than in
otherwise comparable countries: growing duality of employment protection rules seems to
be a real problem.

Figure 4.15. Temporary contracts compared internationally
Share of temporary contracts among those employed, 2006

Age 15-24 Age 25-54

SWE FIN
DEU SWE

FRA NLD

FIN FRA

NLD DEU
NOR NOR
DNK DNK
GBR ‘ ‘ ‘ ‘ ‘ GBR ‘

0 10 20 30 40 50 60 0 10
Per cent Per cent

Statlink sz http://dx.doi.org/10.1787/485618273311
Source: OECD, LFS database.

Employers may resort to temporary forms of employment to circumvent strict rules,
resulting in people taking a series of temporary contracts, rather than moving to a
permanent contract. Indeed, looking at labour market transitions, the most common
destination for those leaving unemployment is temporary employment, with only few
going directly into regular employment (Figure 4.16). Unemployment is more persistent
for prime-age adults than for youth, but when leaving unemployment, youth are less
likely to get a permanent contract than prime-age adults. Moreover, youth from less
advantaged backgrounds may have more difficulty finding their way in a dual labour
market, and they may be more vulnerable to screening by employers who become risk-
averse when regulations make it difficult to lay off someone turning out not to be the
right person for the job.?” In the event of an economic downturn, youth and others on
temporary contracts may have to bear the brunt of adjustment as they are the least
difficult to lay off (OECD, 2004b). Operating within the labour market as it is, individuals
are better off taking a temporary job than remaining unemployed,?® but entry into the
labour market for youth in general would be helped substantially by easing the rules for
permanent contracts.

The best for youth would be to improve the path to regular employment contracts. To
that end, reforms should not deepen the difference between permanent and temporary
contracts further; it is anyway hard to think of further marginal changes that could be
made. Rather, reforms should address the core of employment protection rules (Box 4.4). In
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Figure 4.16. Transitions in the Swedish labour market
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1. Students are included in the Labour Force Survey. It is not possible to exclude students from the decompositions
shown in this figure.

2. Yearly averages of quarterly transition rates, calculated using the fraction in each state by starting quarter as
weights. Not all transition possibilities are available in the data: self employment is missing as receiving state
from all starting states. Transitions from temporary employment to out of the labour force are estimated by
assuming no transitions to self employment.

Source: Statistics Sweden and OECD calculations.

particular, the stringency of the criteria for what is a fair dismissal under a regular contract
might be reconsidered, with a view to making employers less hesitant to offer youth a
regular contract. In order to reduce the gap between temporary and regular contracts, the
trial period for regular contracts could also be lengthened.?® The complexity of these issues
would call for a review of the broader implications, including with respect to collective
wage bargaining.

Labour market activation and benefits
Active labour policies

Sweden’s active labour market policies were reshuffled in 2007, inter alia with the
introduction of a Job Guarantee for youth: after three months of unemployment, persons
below 25 are offered intensified study- and job-coaching; if they don’t find a job after
another three months, they are oriented to workplace practice, i.e. subsidised employment,
or training. Half of the participants are expected to be catered for by private contractors. By
February 2008, 26% of the registered unemployed youth were participating in a labour
market programme of some form, down from 38% in 2006.

The design of the Job Guarantee reflects available research evidence, notably in terms
of the emphasis on job-search assistance early in each unemployment spell. The frequent
short unemployment spells make youth susceptible to “lock-in effects”, i.e. reduced job-
finding rates due to lower search intensity when enrolled in a labour market programme
(Larsson, 2003). In this sense, the Job Guarantee is an improvement relative to its
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Box 4.4. What elements of the strict Swedish employment protection rules
may hamper youth entry?

Regulations giving job security for those who have a permanent contract are relatively elaborate in
Sweden. In fact, France is the only high-income country with stricter employment protection
legislation. The various aspects of this legislation are here compared to Germany, having similar
overall strictness, and Denmark and the United Kingdom, which are generally more liberal
(Figure 4.17). Differences are most remarkable for procedural inconveniences and difficulties
involved with dismissal of an employee on a regular contract. For example, worker capability or
redundancy of the job are adequate and sufficient grounds for individual dismissal in Denmark and
the United Kingdom, whereas in Sweden and Germany, a transfer and/or retraining to adapt the
person to different work must be attempted prior to dismissal.? Moreover the trial period during
which the employer can easily terminate a contract must end after six months in Sweden, like in
Germany, whereas Denmark and the United Kingdom allow longer trial periods of up to 10% and
12 months respectively. By contrast, notice periods for individual dismissals are not much longer
than elsewhere, and Sweden has no severance pay. For collective dismissals, collective agreements
may prolong the notice period, but the other additional requirements are not stricter than elsewhere.

Figure 4.17. Strictness of employment protection legislation
Index scale of 0-6, from least to most restrictive, 2003
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1. The introduction of a “general temporary employment contract” reduced the indicator on fixed-term contracts
by 1.0 as there are no more restrictions on the type of work for which temporary employment can be made
(0.5 indicator point), and as the maximum duration has gone up from 12 to 24 months (0.5 indicator point). As this
has a weight of 21%, it reduces the total indicator by 0.21.
2. The three panels show the indicator value for Sweden minus the indicator value for the comparator country.
3. 2008 data for Sweden compared with 2003 data for Germany, Denmark and United Kingdom.

Source: OECD Employment Outlook 2004 and updates based on information from the Swedish authorities.

OECD ECONOMIC SURVEYS: SWEDEN - ISBN 978-92-64-05423-3 - © OECD 2008

115



4. EDUCATION AND YOUTH EMPLOYMENT

Box 4.4. What elements of the strict Swedish employment protection rules
may hamper youth entry? (cont.)

Sweden’s last-in-first-out rule for regular employment has been particularly controversial.
Introduced in the 1970s, it remains a nationally-legislated rule stipulating that employers lay off
staff in reverse order of seniority within each professional segment.? In the public sector the
employer is defined so narrowly that a teacher or childcare worker will lose their position in the
last-in-first-out hierarchy if they shift to work in another municipality, which is very detrimental
to labour mobility. The law allows collective agreements between employers and unions to set
aside the last-in-first-out rule. Firms undergoing large restructuring therefore often say that the
last-in-first-out rule is not a hindrance, as they would anyway have a close dialogue with unions in
an effort to facilitate the restructuring. In parts of the labour market, the main effect of the last-in-
first-out rule may therefore be to elevate union bargaining power and ensure high union
membership, as collective agreements may set the rule aside also for employees that are not union
members, at least in principle. For youth, the last-in-first-out rule implies more frequent layoffs, as
youth are more likely to have joined the firm recently. However, the rule is more likely to deter
employers from hiring a 52- than a 27-year old: the employer might be concerned about how the
former would gain seniority and be difficult to lay off when his/her work capacity is declining. Such
a concern would not matter for the 27-year old, whose work capacity is likely to grow.

1. According to the Swedish Employment Protection Act, a termination of an employment contract may be deemed
unlawful if it had been reasonable to require the employer to provide other work in his or her service for the
employee. There is a very well developed case law from the Labour Court concerning this rule. In principle, an
employer is not required to “create” work and/or make substantial changes in the organisation to meet this
requirement. Nor is the employer required to offer work within the organisation that the employee does not have the
right qualifications for. However, if the employee can gain the right qualifications through training within reasonable
limits, based on the circumstances in the individual case, the employer must offer the work to the employee before
termination of the contract.

2. The rule does not protect outright incompetent workers, though, as these may be dismissed on personal grounds, in
which case the last-in-first-out principle does not apply. Moreover, the last-in-first-out rule takes into account

education and skills as an employee with longer employment time only has priority over other employees if he or she
has satisfactory qualifications for continued work.

predecessor, the Youth Guarantee, where municipal activation programmes set in only
after five months of unemployment. Evaluations found that transitions into jobs were
increased by the introduction of the Youth Guarantee, but only during the first five months
of unemployment, suggesting a pre-programme deterrence effect: youth knew that they
would be sent into the programme if they remained unemployed and this seemed to
increase their job-finding rates. No positive effects could be found after the programmes
actually started, suggesting that the skills acquired during training were not very useful
(Forslund and Skans, 2006a and 2006b).3°

Benefits

Starting from comparatively generous income-replacing benefits, a number of
changes have been made since 2007 with the purpose of making work pay. Most affect all
age groups: the large in-work tax credit, the declining time profile of replacement rates in
unemployment insurance benefits, and the so-called New-Start Jobs waiving of employer
contributions for persons coming back to work after prolonged absence. As discussed in
the previous Survey, these policies can be expected to have a lasting positive effect on the
level of employment (OECD, 2007b).

Age-differentiated rules have been introduced for employer contributions, as
discussed previously, but only to a small extent for income-replacing benefits. Just two
youth-specific benefit changes have been made. First, while the gross replacement rate in
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unemployment insurance benefits declines from 80% to 70% after 40 weeks for adults, this
now happens after only 20 weeks for youth. Second, graduation from secondary or tertiary
education no longer gives access to unemployment assistance. This concerns some 10% of
the unemployed 19-24 year olds.

In light of the positive experience with differentiating the benefits available for youth
and prime-age adults in Denmark, further steps in this direction might be considered.
Offering the same benefits across all age groups is likely to cause unemployment and
inactivity traps for youth, as they have not yet attained the productivity level of prime-age
adults. Moreover, exposing youth to clear economic incentives might appear less
problematic from a welfare perspective: youth are less settled and therefore better able to
reorient to a new profession or move to another part of the country to take up work. Last,
but not least, avoiding benefit dependency among youth is key as they are forming habits
that are likely to follow them through adult life. Three issues might warrant attention:

e Unemployment insurance benefits are effectively more generous for youth than for prime-
age adults. The formula combines a high gross replacement rate with a ceiling at 75% of
average full-time earnings. As youth typically have lower earnings, they are less likely to
be facing the ceiling, and they are unlikely to face the high marginal tax rates that prime-
age adults may do if they are unemployed only part of the year. Consequently, effective net
replacement rates will often be somewhat higher for youth than prime-age adults, even
though they might be better able to bear an income reduction as they are less likely to have
dependent children. About 5% of the 19-year old registered unemployed receive
unemployment insurance benefits, rising to about half of those aged 24. A lower starting
replacement rate for youth, say 65%, would give clearer incentives to seek a new job
quickly; it would allow the employment service to focus activation efforts on those in
genuine need of coaching and training.

e For those who drop out from upper secondary school into inactivity, going back to
complete schooling can entail a short-term income loss. This situation arises because
from age 19, youth are eligible for the same social assistance as older adults: for a single
person, SEK 3 550 per month plus coverage of reasonable expenses for housing, electricity,
insurance, etc. On going back to school, the person would, often, no longer be eligible for
social assistance, but only for the study grant worth SEK 1 050.3! The resulting incentive
not to return to complete school is problematic not least because persons with incomplete
secondary education have a higher risk of unemployment (Box 4.2).32

e Withdrawal of social assistance generates a 100% effective marginal tax rate that can
discourage taking up temporary or part-time work. How far it extends up the income scale
depends on the recipient’s housing and family situation. About a third of the registered
unemployed aged 19-24 receive social assistance, and this share is likely to grow as an
estimated 10% of the registered unemployed 19-24 year olds have lost access to
unemployment assistance following the change of rules for school and university graduates.

Social assistance involves complex trade-offs and therefore changes in that area
might best be done following a wider review. One could envisage differentiating the level of
social assistance for persons below the age of, say, 23 by lowering the standard rates or by
introducing a parental means test. The two thirds of the 19-year old social assistance
recipients who live with their parents, declining to one third by the age 22, don’t need as
much public support as an older adult.

OECD ECONOMIC SURVEYS: SWEDEN - ISBN 978-92-64-05423-3 - © OECD 2008 117



4. EDUCATION AND YOUTH EMPLOYMENT

Youth entering disability benefits is a highly worrying phenomenon, which has
emerged as a major issue in recent years. In 2007, 10% of the persons entering disability
benefits were aged 19 to 30, compared with just 4% three years earlier and a stable 2% in
the more distant past. One reason for this sudden increase may be that youth attending
special schools due to handicaps have gained entitlement to disability benefits; when
leaving school, they tend to remain in the system. To break this pattern, consideration
should be given to paying handicapped youth in special schools a study grant and
removing the automatic entitlement to disability benefits.

Co-ordination between municipalities and central government agencies

Many countries are moving towards integration between the agencies administering
benefits and those providing activation, as well as integration between different types of
benefits related to unemployment, ill health and social problems. Both Norway and
Denmark are following this route, and their experience shows that the way benefit outlays
are split between different agencies and levels of government matters a lot for how well
activation instruments are used and how many people are granted various benefits. In
Sweden, fiscal equalisation compensates municipalities that are likely to have high social
spending because of the composition of their population, but costs or gains when actual
outlays on social assistance are higher or smaller are fully borne by each municipality.
Unemployment insurance benefits are administered by union-organised funds financed by
central government subsidies and membership fees. Finally, unemployment assistance,
sickness and disability benefits are administered by the public social insurance agency,
which is fully financed by central government. These arrangements raise familiar fiscal
incentive problems and the fragmentation of service delivery results in users complaining
that they are “falling between two stools” as they are sent from one agency to the next
without being adequately helped anywhere.

Recent reforms lack clear direction in this respect. The restriction of access to
unemployment assistance implies that more youth will come to their municipality for
social assistance. However, as the responsibility for youth activation has been shifted to
the Job Guarantee scheme run by the central-government Employment Service,
municipalities have now lost an important instrument to curb the number of social
assistance recipients. A few years ago, the local social security offices were moved from
municipalities into a central-government agency. But these offices, which bear the costs of
unemployment assistance, sickness and disability benefits, are not linked locally to the
Employment Service responsible for activation or municipalities responsible for education.
Developing the local coordination between these agencies will be an important challenge.

Conclusions

To tackle high youth unemployment, Sweden needs a broad-based approach touching
upon education as well as labour market institutions, taxes and benefits (Box 4.5). A series
of education reforms, which virtually all move closer to international best practice, are
currently being discussed. These proposals now need to be implemented. The wide-
ranging labour market reforms put in place from 2007 to make work pay help, but they
could go further for youth by amplifying the incentives to seek work while avoiding
encouraging delays in the start and completion of studies.
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Box 4.5. Summary of education and youth employment recommendations
Compulsory education

e Strengthen compulsory schooling, not least in science, and continue to develop the use of tests
to better monitor progressions during school.

e Introduce accreditation of teachers and give more weight to teachers’ specific competences
when allocating tasks among staff. Once the accreditation scheme is well established, greater
wage flexibility could reward the best teachers.

Upper secondary education

e Introduce apprenticeships anchored into the same competence structure as school-based
vocational programmes so as to allow hands-on learning while ensuring that apprentices
acquire the general skills they will need if later in life they have to reorient professionally.
Monitor how pay for apprentices is set locally to ensure ongoing employer interest.

@ Increase transparency for potential students about the labour market prospects associated with
alternative education choices, e.g. by publishing data for employment outcomes of recent school
leavers.

® Analyse the possibility of moving the responsibility for upper secondary schools from
municipalities to central government, while giving each institution more independence based
on per-student funding. This would allow public secondary schools more room to merge, re-
organise and specialise, helping vocational programmes in particular. Such an analysis could
also look at other levels of schooling.

Higher education

® Base the allocation of core research funding on more transparent criteria and give universities
and university colleges (hdgskolor) more freedom to each develop their own strengths.

® Adjust the grants students receive to cover living costs: consider introducing rewards for early
entry and on-time completion of studies or changing the composition so that loans become a
larger share and grants a smaller share of total financial support when studies get prolonged.

e Consider moving gradually towards a system where not only non-EU students, but also Swedish
and EU students are charged for tuition, while extending the government loans available for
students to finance tuition costs. If today’s high marginal income taxes are reduced, repayment
of these loans could be made contingent on graduates’ future income.

Labour market institutions, social contributions and benefits

® Reconsider the general reduction in employer contributions for youth in favour of measures that
are more narrowly targeted at those with difficulties getting employment.

e Avoid further dualism in employment protection rules. One approach would be to create better
in-roads to regular employment, such as by easing the definitions of what is a fair dismissal and
lengthening the trial period for regular contracts.

® Focus on job-search coaching in the early phase of youth unemployment spells, as done with the

Job Guarantee for Youth, so as to avoid lock-in effects where participation in activation
programmes reduces job-search intensity.

e Consider differentiating unemployment benefits by age: lower the initial gross replacement rate
in unemployment insurance for persons below 25. Conditions for social assistance might also be
reviewed, including for youth living with their parents.

e Pay a study grant, not disability benefits, to handicapped youth in special schools.

e Improve local co-ordination between municipalities, central-government employment services
and social insurance offices and unemployment insurance funds.
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Notes

1. It is sometimes questioned whether the international definitions are applied in exactly the same
way across countries, in particular when it comes to how widely students looking for part-time or
holiday employment are included. A simple gauge is to compare the share of full-time students
being counted as unemployed and the share of students among all unemployed in the Labour
Force Survey. Applying this test to the Sweden-Denmark comparison does not indicate any real
problems. The full-time students among the 15-74 year olds were distributed as follows in Sweden,
2006: 158 500 were employed, 88 100 were unemployed, and 535 000 were outside the labour force,
meaning that 14.1% of the full-time students not working were counted as unemployed. For
Denmark, the same share was 11.4% in 2005 and 11.7% in 2007. Full-time students accounted for a
steady 26% of all unemployed (age 15-74) in Sweden, 2005-07, where the economy moved from a
slight negative to a slight positive output gap. For Denmark, full-time students accounted for 19%
of all unemployed (age 15-66) in 2005, when the economy was close to equilibrium, and 24%
in 2007, when there was a clear positive output gap.

2. The short duration of most unemployment spells may partly reflect that the persons concerned
enter education or a labour market programme, or simply stop searching. For those registered with
the Public Employment Service, it is possible to exclude such cases statistically: for youth, the
median duration of unemployment slightly exceeds four months for the spells that end in a job, as
against five months for persons in their 40s.

3. Thus NEET treats jobs and education equally on the one side and job search and inactivity equally
on the other. It is important to note that participants in all forms of activities, including various
labour market programmes, are treated as being active. A consequence is that countries with large
volumes of labour market programmes will have lower NEET rates, which may explain part of the
more positive picture emerging from these statistics. The position relative to Finland, Norway, the
Netherlands and Denmark remain the same as for unemployment: Sweden and Finland appear to
be the worst-performing countries in this group.

4. For mathematics, the fall in average PISA score from 2003 to 2006 is statistically significant at the
90% confidence level. For reading, there is a noticeable quantitative fall in the average PISA score
from 2000 to 2006, but it is not statistically significant.

5. In Sweden most students with special needs attend ordinary schools, but this should not bias the
result as the PISA study generally includes students enrolled in special educational institutions.

6. Given that Swedes are typically known for environment-friendly habits, it may surprise that
15-year olds are not to a larger extent indicating to be aware of the science aspects of important
environmental issues. It might reflect a discrepancy between the value attached to environmental
protection and the quality of science teaching. Within each country, there is a strong correlation
between each student’s self-reported awareness of environmental issues and the science score
obtained in the PISA test.

7. Employers often point to recruitment difficulties, but as labour is a scarce resource, the key
question from an economy-wide perspective is whether labour shortages are more pronounced for
certain professional groups than others. A recent study classified 25-54 years olds with tertiary
education based on whether they work in the area and at the competence level matching their
education (Statistics Sweden, 2007). The traditional longer engineering degree (civilingenjér) was
among the educational groups having the highest match rate indicating relative scarcity. For
natural science graduates and the shorter engineering degree introduced in the early 1990s
(hdgskoleingenjor), however, this was not the case.

8. Gross statutory salaries for teachers are, at first glance, among the lowest in the OECD. In 2006,
gross salaries for teachers with the minimum training required and 15 years of experience were
88%, 91% and 98% of GDP per capita in primary, lower secondary and upper secondary education,
respectively, compared with OECD averages of 122%, 126% and 134% (OECD, 2008b). However,
supplements to base salary based on competence may have a larger extent than in most countries.
Moreover, employer contributions (24.5% of wage costs) are higher than in most OECD countries
(ranging from 0.0% to 29.6%), diminishing gross pay relative to employers’ total wage costs.

9. Due to data availability, the studies are all based independent schools in compulsory education.
However, there is no particular reason to presume that the effects would not be similar at upper
secondary level.

10. The Learning for Jobs OECD review is part of a series of country review of vocational education and
training prepared by the OECD Education Directorate. Aside from Sweden, reviews are carried out
for the United Kingdom, Hungary, Australia, Norway, Mexico, Korea and Switzerland between
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late 2007 and late 2008. Together with cross-country analytical work, the country reviews will feed
into a final comparative report to be published in early 2009.

11. This development is best documented in an evaluation where school managements was asked
about what changes had been initiated by per-student funding (Danish Ministry of Education,
1998).

12. Throughout this Survey, the word “university” refers to institutions of higher education in a broad
sense. In a Swedish context, it includes universities (universitet) as well as university colleges
(hogskolor).

13. No country-specific report on Sweden was prepared by the OECD Secretariat as part of this
thematic review. However, a seminar was organised on 26 May 2008 discussing inter alia the
challenges mentioned in the text.

14. Strictly speaking, if wages were completely and uniformly fixed by collective agreements, changes
in employer contributions for youth would not affect the hourly earnings of youth. In practice
however, youth working on-and-off before and while studying typically take up work in areas with
considerable de facto wage flexibility, implying that changes in employer contributions would feed
through to individual pay. Moreover, as lower contributions makes it more attractive for shops and
restaurants etc. to hire youth relative to low-skilled prime-age adults, it will be easier for youth and
students to find work, raising the effective earnings net of implicit job-search costs, transport, etc.

15. If the study grant for living costs was liable for income taxation, like most income benefits, the 27%
versus 63% gap in marginal tax wedge would only apply for earned income up to SEK 13 000, not
SEK 45 000. Perhaps the special tax excemption for study grants is less warranted today than it was
before the introduction of the in-work tax credit and the employer contribution rebate for youth.

16. The value of the study grants has decreased relative to market wages, from 75% of industrial wages
net of taxes to 55% between 1992 and 2005 (LO, 2008). Nevertheless, students are able to attain
considerable income: they are allowed to earn SEK 102 500 annually before withdrawal of the study
grants starts.

17. This benefit has not been touched in recent reforms: persons aged 18-28 without children are
offered compensation for 75% of monthly housing costs in excess of SEK 1 800, followed by 50% of
costs in excess of SEK 2 600 up to a ceiling at SEK 3 600. Consequently, the maximum monthly
value of the benefit is SEK 1 100. The key question might be whether the grant is warranted at all
in its current form: by subsidising a “city-centre lifestyle” it may well prolong study duration.
Moreover, the high compensation percentage risks encouraging landlords to raise rents when
these are liberalised (Chapter 1).

18. Free tuition and generous grants may attract potential students, but the high marginal tax rates
encourage students to emphasise consumption aspects when choosing when and what to study
while paying less attention to labour market prospects (Alstadseeter et al., 2008).

19. For example, over half of the students admitted to the new masters programme at Gothenburg
Business School come from outside the European Union.

20. A proposal was prepared two years ago (SOU, 2006). In June this year, the government announced
its intention to move forward, although more detailed information about how tuition fees for non-
EU students would be implemented have not been given yet. EU rules require that students from
other EU member states should be treated in the same way as nationals. Consequently, EU
students can only be required to pay tuition if Swedish students are.

21. The exception is some white-collar agreements with an age limit of 24 (National Mediation
Office, 2007).

22. Already prior to these increases, minimum wages affect many workers in these service sectors:
30% of all employees in areas covered by the hotels-and-restaurants agreement receive the
minimum wage; for the retail agreement the share is 20% (NIER, 2007). Youth are heavily affected,
as they are overrepresented in these two areas: 29% of employed upper secondary school
graduates work in retail trade or hotels and restaurants three years after graduation (Statistics
Sweden, 2006). More generally, many young workers find their first lasting jobs in these and other
parts of the service sector (Aslund et al., 2007).

23. It should be noted that New-Start Jobs can be combined with the reduction of employers’
contributions.

24. The spell can be longer if joblessness was due to sickness.
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25. Under 2006 rules, fixed-term contracts could be used without particular time limits under certain
circumstances, for example contracts concerning a specified season or specified task, temporary
substitute employment, and cases where the employee has attained the age of 67. But aside from
these cases, it was possible for an employer to conclude a fixed-term contract with one and the
same employee for at most a year within a three-year period (so-called agreed fixed-term
employment). An employer was never allowed to have more than five employees with agreed
fixed-time employment at the same time.

26. According to Swedish Labour Force Survey estimates, on average 117 000 students aged 15 to
24 worked in 2007, of which 102 000 were enrolled full-time. This means that on average 23% of
full-time and part-time students aged 15-24 were employed in a given month during the year.
Those who worked did so for on average 14 hours per week. This means that student employment
amounts to 43% of all temporary employed youth, or if only counting full-time students, 37%.
These numbers only include youth working while studying, and not summer jobs taken in-
between studies. The fraction of students on leave among temporary employees during summer is
likely to be considerable. Thus, the impact of the supply of students willing to work is likely to have
been a major contributor to the growth of temporary contracts.

27. The incidence of temporary employment has been found to be higher for those with lower
cognitive ability in countries with stricter employment protection rules (Kahn, 2007).

28. Taking the features of the Swedish labour market as given, the limited available empirical evidence
on the consequences of individual behaviour suggests that temporary contracts are beneficial for
those taking them up (Larsson et al., 2005).

29. A similar recommendation has been made for Spain (OECD, 2006d).

30. In a longer run, labour market training may have positive effects, and these effects may have
improved in recent years (de Luna et al., 2008).

31. There is also an extra assistance of at most SEK 855 for individuals from households with low
income. In order to be eligible for social assistance the recipient must search for work; studying is
not considered a valid exception. Parents are responsible for children attending compulsory and
upper secondary schooling until the age of 21. From the age of 20, individuals attending upper
secondary education are eligible for the same financial support as students attending higher
education, that is, grants and loans combined to SEK 7 492 per month (4 weeks).

32. In principle, a similar problems arises if dropping out from higher education, but it matters little in
practice because the study grant for tertiary education is higher, at SEK 2 572 per month plus
loans.
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Chapter 5

Privatisation: The next phase

For many years, public ownership has been relatively widespread in Sweden — even
in sectors where, typically, private companies operate on market conditions.
Recently, privatisation has become a policy priority. Empirical evidence suggests
that privatisation leads to improved firm performance and higher productivity
growth. However, the benefits are contingent on enhancing the degree of
competition — privatisation in itself is not enough. This chapter reviews these links
and considers what steps to take next. Recent financial market turmoil may require
some deals to be postponed, but that aside, privatisation should continue. After
completing the current first wave of sales, the way to proceed would be a
combination of further privatisation and market liberalisation together with
consideration of other methods for providing government support where a market
failure or social objective remains.
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The Swedish State owns 52 companies (39 wholly and 13 partly), employing some
180 000 staff. The portfolio of state-owned enterprises (SOEs) is estimated to be worth
around one-quarter of the market capitalisation of the Stockholm stock exchange. Also,
state ownership is spread broadly across the economy. Accordingly, Sweden has a higher-
than-average proportion of sectors where the State has an equity stake in at least one firm
(Figure 5.1). Local governments also have extensive ownership of enterprises.! Previous
OECD Economic Surveys, successive issues of Going for Growth and the 2007 OECD Review of
Regulatory Reform — Sweden have all called for reduced public sector involvement in
competitive markets.

Figure 5.1. The Swedish State owns enterprises in a wide range of sectors’
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1. The indicator measures the pervasiveness of State ownership across business sectors as the proportion of sectors

in which the State has an equity stake in at least one firm. A higher index value implies State ownership in more
sectors.

Source: OECD, Product Market Regulation database.

The government announced in December 2006 that it would undertake the sale of six
wholly or partly owned SOEs as part of a larger divestment programme. The programme is
estimated to deliver proceeds of around SEK 50 billion (€ 5.3 billion) per year between 2007
and 2011, although this estimate is uncertain and depends on market conditions. Priorities
for privatisation in the first round were: shareholdings in the financial sector (Nordea, the
region’s largest bank; OMX, owner of several Nordic and Baltic stock exchanges; and SBAB, a
mortgage lender); TeliaSonera, a major telecommunications operator in the Nordic region;
Vasakronan, a commercial real estate company; and V&S Group (the producer of Absolut
Vodka). In 2007, approval was granted to divest all or part of Arbetslivsresurs, a company
providing employee rehabilitation services. The government also has the authority to sell
Imego, a research firm focusing on microelectronics (Swedish Government, 2008a).

In May 2007, the State sold 8% of the shares in TeliaSonera bringing its ownership
down from 45.3% to 37.3% of the total shares in the company. In February 2008, it sold its
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6.6% interest in OMX to Borse Dubai, who then sold the shares to NASDAQ, thereby creating
the NASDAQ OMX Group. In March 2008, the State’s 100% interest in V&S Group was sold to
Pernod Ricard S.A. In April 2008, plans were announced for a merger between Posten and
Post Danmark. The Swedish state will hold 49.8% of the voting rights in the new venture
with the remaining shares held by the Danish state, a private company and the employees
of both Posten and Post Danmark.? In July 2008, the government sold Vasakronan to AP
Fastigheter.3 In 2008, Sweden has thereby become one of the main sources of privatisation
activity in Europe (Figure 5.2) in a context, however, where turmoil in international
financial markets has damped the momentum of such operations (Megginson, 2008).

Figure 5.2. Privatisation proceeds in OECD Europe’
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Source: Privatisation Barometer online database.

Why privatise?

The basic case for privatisation is to promote productivity and innovation.
Government ownership makes it difficult to define the goals of the firm since governments
often have objectives other than wealth maximisation. SOE managers do not face the same
incentives to maximise profits or minimise costs since they do not reap the benefits of
such actions. Even when the SOE is given a clear profit-maximising objective, it is unlikely
to face the same market discipline as a private firm, since the government will typically be
reluctant to let the SOE fail. A strong governance framework for SOEs may not be sufficient
in the absence of a credible shut-down threat (Megginson, 2005). Publicly-owned
enterprises may face problems with rent-seeking and political influence. Privatisation may
lead to increased entrepreneurial activity and product or service innovation. To the extent
that government ownership limits firms managers’ ability to implement strategic change,
privatisation may lead to more planning and development of market and industry analysis;
greater discretion to refine firm goals and structures; and greater incentives to undertake
new activities, develop new products or adopt new technologies to enhance shareholder
value (Antoncic and Hisrich, 2003; Zahra et al., 2000).

The risk of regulatory failure in network industries is reduced when direct control is
replaced by arms’ length regulation. However, particularly in network industries,
productivity gains following privatisation rely on the creation of sufficient market
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pressures in the potentially competitive segments of the industry, as well as regulation of
access to the non-competitive segments. In general, privatisation has the greatest positive
impact when the role for government in minimising a market failure is smallest
(Megginson and Netter, 2001; Nicoletti and Scarpetta, 2003).

There is some debate about whether privatisation is necessary to achieve maximum
efficiency gains, or whether introducing competition and deregulation are sufficient
(Box 5.1). Some studies have identified a positive impact on firm performance from
improved incentive arrangements and compensation for both managers and employees,
while others find that such incentives are ineffective because the government is unable to
implement them (Megginson and Netter, 2001). Government involvement may deter
potential competitors from entering, as they may judge that regulations favour publicly-
owned incumbents. Privatisation, by contrast, shows commitment to a level playing field.

In practice, the main motivations underpinning privatisation in OECD countries have
been: improving the efficiency of publicly-owned enterprises and general market
liberalisation; alleviating the restriction on expansion that may stem from government
ownership (budget processes may constrain capital injections and SOEs may therefore
resort more to debt financing); technological changes (e.g. in telecommunications and
electricity generation) that reduce or eliminate existing monopoly power; development of
domestic capital markets (by increasing share ownership and deepening domestic equity
markets through public offerings); a change in political or ideological views of the role of
government; and fiscal pressures and the use of privatisation proceeds to reduce debt or
fund budget deficits (OECD, 2003). The Swedish privatisation programme has been driven
primarily by a desire to improve efficiency and remove restrictions on expansion (Swedish
Government, 2007) and to reduce the potential conflict between the government’s roles as
owner and regulator in some markets. The impact of technological change on the ability to
maintain a monopoly is likely to be an increasing issue going forward.

Fiscal objectives should not be a motivation for privatisation in Sweden. Using
privatisation proceeds to reduce net debt leaves the government’s fiscal position broadly
unchanged, apart from the possibility of higher tax revenues or lower subsidy costs due to
improvement in corporate efficiency and performance of the former SOE. Using
privatisation proceeds to finance increased spending is likely to worsen the fiscal position.
Furthermore, the fact that many of the Swedish SOEs earn returns above the government’s
cost of borrowing is not an argument for retaining them, since this excess return is
compensation for higher risk associated with the returns on equity. Despite the current
strong fiscal position (Chapter 2), Swedish gross government debt is still more than 40% of
GDP and asset sale proceeds should be used to reduce this debt. If there was a desire to
hold equity as a financial investment strategy, it would be important to clearly link this to
the fiscal policy framework. The focus of analysis on SOEs should then be whether the
current portfolio of equities represents an appropriate balance of risk and return and
whether the governance framework is appropriate if the investment is purely financially
motivated.

How to proceed with the privatisation programme

The government has made strenuous efforts over a number of years to provide a
sound governance structure for SOE activities based on the corporate regulation framework
applying to private sector companies (Box 5.2). This framework increases the transparency
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Box 5.1. Evidence on the benefits of privatisation

Many studies have attempted to test whether the theoretical predictions about the
benefits of privatisation are realised in practice. There is overwhelming (although not
unanimous) support for the view that privatisation significantly increases profitability, real
output and efficiency, and reduces leverage in privatised companies (implying that their
initial capital structure was sub-optimal). However, it is more difficult to discern from
empirical studies whether all the benefits arise from privatisation or whether they are
mainly due to the market liberalisation and deregulation that often accompanies it.

The increase in efficiency is particularly notable when the firm operates in a competitive
environment. Profitability increases more and productivity less in regulated or less
competitive sectors. Some studies report that the benefits of privatisation flowed to the
shareholders in the form of increased profits but that consumers did not share in these
gains due to insufficient competition. Sectors where privatised companies were required
to make up significant investments in infrastructure saw price rises rather than falls
following privatisation (OECD, 2003).

Empirical evidence supports two distinct effects of privatisation — an anticipation effect,
where the firm’s performance improves ahead of privatisation (possibly due to reforms
aimed at making the firm more attractive for sale) and a follow-through effect, whereby
firm performance continues to improve after the sale. The gains from privatisation are
often attributed to better incentives and, to a lesser extent, lower employment costs. There
is evidence that privatisation can affect competitors’ pricing and market value.
Privatisation is also associated with a reduction in leverage of the privatised firm
(Megginson and Netter, 2001), consistent with the idea that government ownership might
restrict access to equity capital and force greater reliance on borrowing.

Many studies report that privatisation is associated with reduced employment in the
privatised firm, possibly because firms slated for privatisation are overstaffed. While
employment may fall, some studies report increased salaries and better terms for the
remaining employees, accompanied by decreased job security and longer working hours
(OECD, 2003; Megginson and Netter, 2001). However, these studies likely do not capture
the full dynamic effects of increased competition on growth and employment in the
longer term.

A range of studies have taken a more macroeconomic approach looking at the link
between competition and economy-wide performance. Lower barriers to trade and
competition in less regulated countries seems to have increased the level and rate of
growth of productivity by stimulating business investment and promoting innovation and
technological catch-up. Importantly, countries with less restrictive regulatory
environments tend to invest more in ICT capital, a significant contributor to productivity
growth in recent decades (Nicoletti and Scarpetta, 2005; Conway et al., 2006). Privatisation
has been found to be positively related to productivity growth but, as with firm and
industry-level studies, the gains depend on adequate promotion of competition in the
markets in which the newly-privatised firms operate (Nicoletti and Scarpetta, 2003). Both
deregulation and privatisation are found to lead to greater aggregate investment
(Alesina et al., 2005)."

* From a theoretical perspective, it is unclear whether privatisation should lead to higher or lower investment.

On the one hand, agency problems and political mandates affecting public-sector managers might suggest

that publicly-owned companies may over-accumulate capital. Privatisation might thus result in lower

investment. On the other hand, increased competition might reduce mark-ups and the penalty associated
with expansion in a non-competitive market. This suggests that privatisation should increase investment.
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Box 5.2. Corporate governance of state-owned enterprises in Sweden

The Swedish government is an active manager of SOEs, with the overarching objective
being the creation of value and, in some cases, to contribute to special societal interests.
The Minister for Enterprise and Energy has been delegated responsibility under the
Constitution for matters relating to the operation of SOEs, except where authorisation for
sale has been approved by Parliament, in which case the Minister for Local Government
and Financial Markets is responsible for the sales process. The Ministry of Enterprise,
Energy and Communications is mainly responsible for administering the government’s
ownership policy, although other ministries are responsible in relation to companies
particularly relevant to their portfolio interests (for example, issues related to Apoteket’s
pharmacies are handled by the Ministry of Health and Social Affairs).

The government’s ownership policy for SOEs requires that they comply with the Swedish
Code for Corporate Governance, which applies to private companies, unless there are sound
reasons for departure in which case these must be reported (Swedish Government, 2006).
SOEs are subject to the same corporate law as private companies and in some circumstances
to specific legislation relating to the activities of the individual enterprise (e.g. the Postal
Services Act in relation to Posten). Members of the Riksdag have the right to attend annual
general meetings of companies where the state owns more than 50% of the shares and
which have more than 50 employees. Large SOEs are expected to hold a public event related
to the annual general meeting to allow the general public to ask questions of the board.
Board nominations are undertaken by the Ministry of Enterprise, Energy and
Communications based on competence, with a target of at least 40% participation by each
gender. Boards are expected to have between six and eight members. Boards are required to
establish strategies for handling environmental considerations, social issues, human rights,
gender equality, diversity and ethics. In contrast to the Code for Corporate Governance
applying to private companies, an SOE’s chief executive officer is generally not a member of
the board of the SOEs. Remuneration of staff can include performance incentives (except for
CEOs) which should not exceed four months’ salary. Capital contributions to SOEs are
governed by EU rules on state aid and additional legislation has been adopted to ensure
transparent reporting of such grants. Guidelines for external reporting complement general
rules for company reporting applying to private companies, requiring SOEs to report on
environmental issues, financial and operational risks, equal opportunity policies, dividend
policy and a description of the work of the board.

Financial targets vary from company to company according to their purpose. In general,
the higher the risk in the company, the higher the minimum profitability target; the higher
the operating risk, the higher the proportion of equity required; and the lower the growth
of the company, the higher the dividend share. Companies are classified as those operating
under market conditions and those operating with special societal interests. Companies
operating under market conditions should be subject to the same financial constraints as
other participants in the market. The state sets targets to ensure that capital structure and
return on capital objectives do not unduly affect competition. Companies operating with
special societal interests can face goal conflict between optimising financial targets and
promoting their social objectives. Financial targets are therefore set to take social interests
into account to facilitate target achievement and ensure that the company is operating as
efficiently as possible within its constraints. Part of the dividends from SOEs has been
earmarked for used as capital contributions to other SOEs (Swedish Government, 2008b).
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and accountability of SOEs, so reduces the likelihood of significant inefficiency relative to
competing private firms. The argument for privatisation therefore relies more on those
factors which affect SOEs performance despite the strong governance framework — the fact
that the government is unlikely to let them fail and that their flexibility is constrained by
objectives and rules that are not applied to private firms.

One key element of the corporate governance framework for SOEs is the distinct
treatment of companies deemed to be operating under market conditions versus those
with specific social objectives. However, even some of the companies defined as operating
under market conditions are not completely open to competition or receive some grant
funding (Table 5.1). The first phase of the government’s privatisation programme involved
selling those large companies that clearly operate in competitive markets. Anticipating the
completion of the sales of the companies which the Riksdag has already approved, the next
phase should proceed in two steps.

First, the remaining firms that operate in competitive markets, where minimal
changes in regulation or operation would be required to move the company into private
hands, should be considered for privatisation.4 Second, consideration should be given to
the regulatory arrangements and scope for increased competition in relation to companies
that are not currently operating in a competitive market. Improving competition in these
markets could boost productivity and help prepare for future privatisation if that is
deemed appropriate.

In the case of companies whose main aim is to promote a particular social objective,
alternative ways to deliver these objectives could be considered, with the aim of increasing
competition and enhancing consumer welfare. These include competitive tendering of
grant funding; partial privatisation, possibly through divesture or contracting out of parts
of the SOE where alternative providers already exist; and liberalisation of monopoly
restrictions.

The following sections selectively review some of the industries in which government
currently has substantial presence.

Transport

Several of the companies owned by the Swedish State in the transport sector are in
rail. The structure of railway markets in OECD countries varies widely because of the
different roles played by rail in different countries (domestic, international, passenger,
freight, etc.) and because of the degree of competition from other modes of transport (cars,
trucks, buses, air). In general, OECD country experience points to the need for unbundling
vertically-integrated railway companies and the importance of non-discriminatory access
to rolling stock for the development of competition. Contracting out railway passenger
services could increase competition but this must be done in a way that does not
discriminate against new entrants (Hgj et al., 2007).

The introduction of competition in the rail sector in Sweden has had positive effects in
terms of innovation, streamlining of activities and lower costs. The process started with
vertical separation, with the railway infrastructure being retained by the State through the
National Rail Administration and operations vested with SJ for passenger traffic and Green
Cargo for freight. In passenger traffic, the government directly contracts for the provision
of services on routes that are not considered profitable. However, for other routes SJ holds
a monopoly position. In fact, SJ itself decides which routes are profitable, and therefore
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which ones it should have a monopoly over, and is not under any obligations regarding
service standards. SJ’s monopoly position should be phased out (OECD, 2005a). At the very
least, or in the meantime, an independent authority should decide on the routes that SJ
should have a monopoly over.

The rail freight market has been exposed to more competition than the passenger
market, but Green Cargo still retains a dominant position in the market. If market
dominance is deemed too strong to consider privatisation, separating TGOJ Trafik, a
subsidiary of Green Cargo, from its parent company would foster additional competition
(OECD, 2005a).

Financial services

The State owns a number of finance companies that operate in specific segments of the
market. Authority has been provided to sell Nordea and SBAB, the mortgage originator.
Nordea, in its current form, emerged from Nordbanken, which was nationalised during the
financial crisis of the early 1990s. As the current financial crisis has evolved, the Swedish
handling of the previous crisis has gained renown. This included separating the nationalised
financial institutions’ “good” assets from their “bad” assets and establishing adequately
capitalised asset management companies to rejuvenate or liquidate the bad assets
(Ergungor, 2007). This experience suggests that, as the current financial crisis passes,
privatisation will in due course re-emerge as an important policy issue in many countries.

The Swedish Ships Mortgage Bank, which competes directly with domestic banks and
international financiers, is a subsequent candidate for corporatisation and privatisation.
Consideration could be given to increasing the flexibility the company has in determining
loan conditions in order to better tailor products to the market,> although this may increase
the risk ultimately borne by the State if the company remains in government hands.

Properties and building maintenance

The Swedish State owns a number of companies that effectively perform the same
function - to own and lease buildings.® The rationale for government ownership appears to
be that these buildings are special-purpose buildings and are used to provide public services:
university buildings, prisons, police facilities, state special schools, etc. To the extent that
buildings are fit for purpose, the tenants have a clear interest in renting the premises for the
long term. Hence the risk that properties will be vacant is low. On the other hand, should a
tenant move out it might be difficult to find another one. Specialfastigheter, an SOE which
owns and manages special purpose buildings, itself acknowledges the increase in
competition in the market for specialist buildings and intends to respond by strengthening
its expertise in project management for refurbishment, extension and new building. The
trend among tenants to concentrate their activities on larger units also means that the risk
of vacancies in properties is increasing, leading to a greater focus on the capacity to improve
and dispose of properties (Specialfastigheter, 2007).

An alternative model is to have private sector interests take ownership of the
buildings and/or the companies that own them. This would have little impact on the
tenant, as they would continue to rent the property from an external provider. The risk
with selling the properties is that the private owner may charge rents higher than the
market price since they know that it would be very difficult or costly for the (public sector)
tenant to find replacement accommodation. This suggests the need for strong negotiation
and contract management skills on the part of the renters.
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Research and development and venture capital

Research and development is important for innovation and economic growth and
government support is justified on the grounds that there is likely to be under-investment
due to positive spill-overs, non-appropriability and uncertainty. Even if the returns to R&D
can be captured through intellectual property protection, subsidies or tax incentives, it
may be difficult or costly for firms to access external capital due to asymmetric
information. This can be addressed through government funding for start-ups or the
development of venture capital markets (Hall, 2002).

In addition to providing substantial R&D funding directly through universities, the
Swedish government also owns a number of enterprises that either offer capital and
assistance to other R&D companies or directly conduct research. The government already
has the authority to sell Imego and consideration could be given to whether the research
efforts of SP Sveriges Tekniska Forskningsinstitut could be privately provided.

In the area of venture capital, previous OECD reports have suggested consolidating
and simplifying public equity funding and targeting it more towards pump-priming of
private funding in start-ups (Baygan, 2003). Other government initiatives to promote access
to finance on the part of small businesses, such as deferral of capital gains tax on closely-
held companies and the abolition of the wealth tax should, over time, reduce the need for
SOE involvement in financing small businesses.

Retail
Pharmaceuticals retailing

The Swedish pharmacy monopoly, Apoteket, is unique among OECD countries and
was designed to safeguard the future supply of pharmaceuticals, ensure safe and efficient
distribution and keep prices down.” Pharmaceutical prices paid by the government to
manufacturers are on average among the highest in Europe, whereas the average
consumer price faced by the public is lower than the European average. Retail and
wholesale margins are low partly because distribution costs in Sweden are relatively low,
despite lack of competition at the retail level.

Deregulation in the market for prescription drugs alone would not necessarily result in
cost savings to retail purchasers, since reimbursement prices paid by the government are
set in law. Any prescription-drug price discounts achieved from manufacturers or
wholesalers through competition would be captured by retailers. Deregulation could be
combined with making the reimbursement price a maximum rather than a fixed price.
Also, there are a relatively small number of pharmacies in proportion to the population and
hours of operation are limited, so consumer welfare would be increased by widening
opening hours and introducing competitive tendering for subsidies to sales agents in
remote or regional areas. Further consumer savings and improved access in remote areas
would be achieved by allowing retail competition for non-prescription drugs, for which
safety concerns are minimal (Moise and Docteur, 2007; OECD, 2005b). The Swedish
Competition Authority has recommended ending Apoteket’s monopoly combined with
other measures such as prohibiting the ownership of pharmacies by manufacturers of
medicines and making Apoteket’s computerised system for prescription transfers available
to all pharmacies (Swedish Competition Authority, 2007).

A government report in early 2008 recommended a number of the changes outlined
above, including limiting Apoteket’s market share by selling some pharmacies, separating
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the database and information infrastructure from Apoteket and retaining these in state
control but with a competitively-neutral access regime, and allowing for reductions in
prices of pharmaceuticals that do not have patent cover and face generic competition
(SOU, 2008). A bill has been introduced to the Riksdag covering the separation of
information systems and Apoteket was restructured in early 2008 pending a future process
of divesting pharmacies. The Swedish government has also introduced measures in
the 2009 Budget to increase choice in health care provision. One of the main goals of this
measure is to promote private entrepreneurship within the health-care sector with the aim
of raising productivity within the sector in the long run.

Alcohol retailing

In alcohol retailing, technological change and pressures from EU integration are
making the existing monopoly arrangement harder to maintain. The SOE Systembolaget
has the legal monopoly to sell alcohol directly to consumers, the aim of the monopoly
being to reduce harm caused by alcohol consumption and to limit total consumption of
alcohol. Access to alcohol is limited by regulating the establishment of outlets and opening
hours, and through selling rules. However, Systembolaget’s share of total consumption,
measured in pure alcohol, was only 48% in 2005. The other main sources of supply were
imports by travellers (22%), smuggling and home-produced alcohol (13%), and restaurant
sales (10%) (OECD, 2006). There are anecdotal reports of increasing efforts to bypass the
state monopoly.?

Consumer welfare would be improved by liberalising opening hours and licensing of
other selected vendors, in anticipation of full privatisation. Health policy objectives might
be better dealt with through education on the harmful effects of excessive alcohol
consumption, particularly for youth since their tastes are still being formed, or increasing
excise taxes on alcohol (Sassi and Hurst, 2008).

Gambling

Gambling is another case where technological change and globalisation may drive
alternatives to the current ownership arrangement. The market regulation of gambling
and lotteries does not prescribe a strict monopoly, but gives exclusive rights to several
groups, including the State and the horse-racing community. The largest market actor is
Svenska Spel, an SOE controlling 56% of commercial gambling in Sweden. The gambling
market is growing rapidly, not least through internet-based betting, roulette and poker
offered by foreign suppliers. Svenska Spel has responded to increased competition from
foreign gambling enterprises, and in 2005 the government authorised it to organise poker
games on the Internet. Moreover, the monopoly may not be compatible with EU law, which
precludes legislation preventing competition from foreign actors (OECD, 2006).

Conclusions

Focusing state ownership on segments of the economy where it has a clear rationale
will likely lead to better provision of public services and promote efficiency. The ongoing
sale of large companies is an important step and should continue - although financial
market turmoil may require some transactions to be postponed so as to secure the right
price. Looking ahead, further privatisations should be considered alongside other
measures to increase competition (Box 5.3).
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Box 5.3. Summary of privatisation recommendations

e Firms that already operate in competitive markets with no monopoly power or grant
funding should be privatised. There are examples in the transport, property, finance and
forestry sectors.

e Consideration should be given to reducing monopoly power, such as in the rail and retail
sectors, along with appropriate regulatory changes to safeguard consumer welfare. Once
markets are opened to competition, partial or complete privatisation of today’s state-
owned companies should be considered.

e With regard to firms that are entrusted with particular societal interests, consideration
should be given to whether there are forms of policy intervention other than public
ownership that might achieve the same goals. For example, the need for government
ownership of venture capital funds and R&D companies would seem to be limited.

Notes

1. Data from Statistics Sweden suggest that the overall number of publicly-owned companies
exceeds 2 100, of which some 500 are owned by the central government, some 1 500 by
municipalities and about 100 by county councils. In relation to the central government, the
discrepancy between these figures and the 52 companies mentioned in the text mainly relates to
the fact that the central government reports company groupings rather than individual legal
entities. About half of the municipal public companies operate in the real estate, renting and
business activities sector, likely reflecting the structure of the rental housing market in Sweden
(reviewed in the 2007 Survey). 60% of county-council-owned companies operate in the transport,
storage and communications sector (Statistics Sweden, 2008).

2. The shareholders’ agreement is to provide for mechanisms to broaden the shareholder base by
seeking a future listing on OMX stock exchange (Swedish Government, 2008b).

3. As part of the deal, Sweden’s National Property Board and the SOE Specialfastigheter AB acquired
some properties deemed to be of national interest from Vasakronan.

4. The companies which are classified as operating under market conditions and have no grant
funding, and therefore might be considered as the next candidates for privatisation, include Green
Cargo, the Swedish Space Corporation, SweRoad, Svenska Exportkredit, Venantius, Swedish Ships
Mortgage Bank, Kasernen Fastighets, A/O Dom Shvetsii, Lernia, SwedSurvey and Sveaskog
(Table 5.1). The government has stated that it does not intend to sell LKAB (mining) and Vattenfall
(electricity generation) even though they operate in competitive markets. In the case of LKAB, this
is due to the need to move a substantial part of the mining town of Kiruna in order to expand an
iron ore mine. Vattenfall will not be privatised because of concerns of market dominance in the
electricity industry.

5. The Bank’s operations are governed by the Swedish Ships’ Mortgage Bank Act. The Act specifies
that the Bank can only finance Swedish shipping companies or foreign shipping companies with a
significant Swedish interest; the loan term must be no more than 15 years and the loan must be
paid off in full when the ship reaches the age of 20 years (unless there are special circumstances);
and there are limits on the proportion of the ship’s value that can be lent.

6. In May 2008, Vasallen announced that its task of developing and divesting facilities and buildings
belonging to Forsvarsmakten (the defence force) is reaching its end within the next two years.
Hence, the Vasallen board is now is now investigating the possibility of winding up the business.

7. A core element of Swedish pharmaceuticals policy is ensuring that prices for drugs are the same
in all parts of the country. Apoteket also sells non-prescription drugs over the Internet and by
telephone. Prices for subsidised pharmaceutical products are set by the Pharmaceutical Benefits
Board. Most but not all prescription drugs are subsidised. Prices for other drugs are decided by
Apoteket.

8. For example, “Entrepreneurs crack Swedish ’System’ in effort to allow free flow of alcohol”,
Financial Times, 4 August 2008.
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