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Sweden’s Economy

Foreword

This appendix to the Government Budget Bill
for 1999 contains an assessment of economic de-
velopments both internationally and in Sweden
up to the end of the year 2001.

The assessment is based on material from Sta-
tistics Sweden, OECD, IMF and the forecast
published by the National Institute of Economic
Research on August 25. The Ministry of Finance
is, however, solely responsible for the assessment
presented here.

The estimates for the years 1999 to 2001 have
been made with the aid of the National Institute
of Economic Research’s models, KOSMOS and
FIMO, and are contingent upon a number of as-
sumptions being fulfilled.

Mats Dillén, Assistant Under-Secretary at the
Ministry of Finance, is responsible for this ap-
pendix. The estimates contained in the appendix
are based on information received up until Oc-
tober 6, 1998.

1 Introduction
1.1 Summary

The Swedish gross domestic product (GDP) is
expected to grow by approximately 3 per cent in
both 1998 and 1999. The Asian crisis has deep-
ened and growth in the global economy has been
revised downward compared with the assessment
made in the 1998 Government Spring Bill. For
Sweden, this has resulted in a slightly weaker
growth in foreign trade, although this is counter-
acted by stronger domestic demand. The situa-
tion in the labour market has improved further
and a good growth in employment is forecast for
the coming years, which will pave the way for
falling unemployment.

According to the preliminary National Ac-
counts, the gross domestic product (GDP) in

Sweden was approximately 3 per cent higher
during the first half of 1998 than in the same pe-
riod last year. Foreign trade provided a negative
contribution to growth, while gross fixed capital
formation and private consumption developed
strongly. An expansion in local government con-
sumption and a built-up of stocks also contrib-
uted to a high growth rate.

Provided that wage increases are limited to
approximately 3 per cent per annum and that the
global economy does not markedly deteriorate,
the Swedish economy is estimated to be able to
grow by around 3 per cent per annum in the
years 2000 and 2001 (see Diagram 1.1). Wage
formation is assumed to function well and pro-
vides, together with low interest rates and the
low degree of employment, important explana-
tions as to why the Swedish economy is expected
to grow rapidly over a longer period of time
without prices and wages accelerating. Growth
will be largely driven by strong domestic de-
mand. Foreign trade is foreseen to provide less of
a contribution to growth compared with 1996
and 1997. The changed composition in growth,
compared with recent years, is favourable for
employment and will speed up the decrease in
registered unemployment.

Diagram 1.1 GDP Growth
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The deepened recession in Japan and in large
parts of the rest of Asia, the turbulent develop-
ment in Russia and a slowdown in economic ac-
tivity the United States are expected to lead to
global economic growth falling from just over 4
per cent in 1997 to just over 2 per cent in 1998.
The fall in output in the crisis-affected countries
in Asia is anticipated to be considerably greater
than was assumed in the Government Spring
Bill. The recovery in Japan is being hampered by
problems in the financial system and pessimism
over the future among households and firms. An
expansive fiscal policy, together with measures to
consolidate the financial sector, are expected to
contribute to some recovery in the Japanese
economy next year.

Growth in the EU region, as in Sweden, is
being driven by relatively strong domestic de-
mand. Low interest rates, brighter prospects on
the labour market and a less restrictive fiscal
policy compared with 1996 and 1997 will under-
pin economic growth. Growth prospects in the
Nordic countries are good on the whole, al-
though growth in Norway is expected to slow
down after a number of good years.

The weak economic situation in Japan and
South East Asia has led to a clear downward
pressure on prices and profits internationally.
One important reason for this is that the decline
in demand from the crisis-affected countries has
resulted in a significant fall in prices in price-
sensitive raw materials, for instance, oil. Next
year, a cautious export-driven recovery is ex-
pected in the Asian region. The ensuing increas-
ing international competition will subdue general
price pressures over the coming years. Expecta-
tions of continued international pressures on
prices and a less restrictive monetary policy have
led to a fall in long-term interest rates in both the
EU region and the United States to historically
low levels. Despite a higher interest-rate spread
visavi Germany, the Swedish ten-year bond rate
is lying far below the levels forecast in the Gov-
ernment Spring Bill. There are a number of im-
portant explanations for the decline in Swedish
interest rates, which has occurred since 1995.
These are, apart from lower international interest
rates, a markedly increased confidence in a sound
development of general government finances and
the fact that inflationary expectations have fallen.
The Swedish krona has weakened during the
autumn, although there are no convincing fun-
damental reasons for this.

Despite the somewhat divided international
economic picture, Swedish exports of goods and
services are expected to be able to grow by ap-
proximately 6 per cent per annum in 1998 and
1999. At the same time, imports are expected to
grow relatively strongly. Foreign trade is there-
fore expected to provide a negative contribution
to growth this year, which is partly due to the
low exports to Asia, but also to a very strong rise
in imports of services.

The conditions for a long period of high
growth in private consumption are better now
than they have been for many years. Positive de-
velopments in the labour market, low interest
rates, a strong wealth position in the household
sector, good growth in income and a pent-up
need to replace worn-out capital goods are some
of the most important factors in favour of a
strong growth in private consumption. Another
expression of the willingness of households to
consume is the fact that the expectations re-
garding their private economy and the labour
market situation are optimistic.

GDP growth in 1998 and, to a slightly lesser
extent, in the following years will also be under-
pinned by a good growth in investment. The
substantial expansion expected in the services
sector and a high level of capacity utilisation
within the manufacturing industry mean that
there is a strong need to expand capacity in the
business sector. However, there is a clear ele-
ment of uncertainty for investment in parts of
the manufacturing industry dependent on ex-
ports. If the negative effects of the Asian crisis
on the world economy become more lasting
than is forecast, some of the investment by the
export industry may be postponed.

The situation in the labour market has devel-
oped better than foreseen in the Government
Spring Bill. Figures for employment have been
revised upward for this year and those for unem-
ployment have been revised downward. Em-
ployment had risen by approximately 60,000
people in August, compared with August last
year. The most important indicators suggest that
a relatively strong growth in employment can be
expected during the remainder of 1998 and next
year, which in turn will generate a continued fall
in registered unemployment. The decline in reg-
istered unemployment that was noted in 1997
was largely due to increased participation in the
education and training initiative and, conse-
quently, to a decreasing labour supply. During
the forecast period the labour supply is expected



to rise as employment increases. By the end of
the year 2000, registered unemployment is ex-
pected to amount to 4 per cent.

General government finances will show a sur-
plus every year of the forecast period. This
means that the indebtedness of the general gov-
ernment sector will fall, while the margin of
safety against a slowing down of the economy
will increase. General government sector gross
debt as a percentage of GDP, defined according
to the Maastricht criteria, will fall from 76.6 per
cent in 1997 to 55.8 per cent in the year 2001.

There is considerable uncertainty in the fore-
cast in several areas:

The possibility that the Asian crisis becomes
more widespread and prolonged than assumed in
the forecast cannot be ruled out. Therefore,
Chapter 12 describes an alternative scenario that
illustrates the effects on the Swedish economy of
less favourable global developments.

— Wages are estimated to rise by an average of
3.1 per cent per annum during the forecast pe-
riod, and are comprised of the average centrally-
agreed wage increases calculated at 2.6 per cent
per annum and a wage drift of 0.5 per cent per
annum. The assumed wage drift is in line with
the assessments made by some of the parties and
mediators as part of the wage agreement nego-
tiations last spring. Wage increases of this mag-
nitude would mean that inflationary pressure
remains low, and create the right conditions for
an expansive monetary policy and good com-
petitiveness for the manufacturing industry. All
in all, this promotes a strong growth in employ-
ment. However, the possibility that the wage
drift may exceed 0.5 per cent per annum cannot
be ruled out.

— Developments last year and so far this year
have shown that the education and training ini-
tiative has largely attracted people who would
otherwise have been registered unemployed. The
forecast is based on the assumption that the
training and education initiative will continue to
attract this category of people and that individu-
als who have completed an educational and
training programme will have a greater opportu-
nity to find work afterwards. Another element of
uncertainty in terms of the supply of jobs is to
what extent individuals currently outside the la-
bour force will enter it when the employment
situation, and thus the likelihood of obtaining a
job, improves. If the number of those entering
into the labour force becomes higher than esti-
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mated in the forecast, it will prove more difficult
to attain the governments unemployment goal.

1.2 Developments within
Different Areas

International Developments

Economic growth in the world has been subdued
this year as a result of the deeper recession in Ja-
pan and South East Asia. Global price pressures
have fallen, which has contributed to lower in-
terest rates and a stimulation of domestic de-
mand in Europe and North America. Uncer-
tainty concerning the development of the global
economy has increased in recent months. In
particular, the uncertainty with assessments con-
cerning the depth, length and spillover effects of
the Japanese recession is considerable. It has not
yet been possible to detect any clear turning
point in the Japanese economy. However, the
forecast assumes stabilisation at the end of 1998
and some recovery during the course of next
year. This presupposes that the stimulation
measures proposed by the government, which
correspond to 5.5 per cent of GDP divided be-
tween 1998 and 1999, are fully implemented and
that measures taken with the aim of improving
the situation in the financial sector are successful
and have a positive effect on confidence.

The recession in the crisis-affected countries
in South East Asia 1.e. Thailand, Malaysia, Indo-
nesia, the Philippines and South Korea, has deep-
ened in 1998 and spread to other countries in the
region. A cautious recovery, driven by exports, is
foreseen next year. However, it is very difficult
to assess the situation, both with regard to do-
mestic and external conditions for an expansion.
At the domestic level, this mainly concerns
whether the countries have achieved a suffi-
ciently high degree of stability for firms and
households to dare to invest and consume and
whether the financial system will function suffi-
ciently well to support a recovery. External
threats to a more favourable course of growth
include that there is no recovery in Japan and
that there is a Chinese currency devaluation. In
other words, it is clear that the problems in Ja-
pan, South East Asia and China are interdepend-
ent and that Japan plays a key role in future de-
velopments in the region.

Economic developments in the United States
are characterised by low inflation, good eco-

9
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nomic growth and low unemployment. Growth
has been borne up this year by a strong domestic
demand, while the Asian crisis and the strength-
ening of the dollar have made their marks in the
form of a growing deficit in the balance of trade.
GDP growth is now expected to slow down
compared to the rapid growth rate of 1996 and
1997 and to approach the underlying growth
trend next year. Even though the American
economy is not so dependent on foreign trade, a
deeper Asian crisis, particularly if it spreads to
Latin America, could have noticeable effects.
Another threat is if global price pressures, which
follow in the footsteps of the Asian crisis, lead to
a downward revision in profit expectations for
firms in the United States. This type of devel-
opment could affect both investment and stock
exchanges and, in the long term, also have a
negative effect on economic growth.

Table 1.1 Assumptions for the Forecast

Annual percentage change

1996 1997 1998 1999 2000 2001

GDP OECD' 2.7 2.8 2.1 2.2 2.4 2.3
CPI OECD' 2.2 2.0 1.5 1.8 2.0 2.0
Hourly

wages, costs 6.0 4.5 3.3 2.9 3.2 3.0
SEK/USD’ 6.7 1.7 7.9 1.7 1.5 7.5
TCW-index’ 116.0 1205 121.7 1204 1185 118.0
German

long-term 6.2 5.7 4.7 4.6 49 5.1
rate’

Swedish

long-term 8.1 6.6 5.1 5.0 5.2 5.3
rate’

Swedish

short-term 5.8 4.3 4.4 4.3 4.3 4.3
rate’

! Annual percentage change, OECD-16.

? Annual average.

’ 10-year government bond, annual average.

* 6-month treasury bill, annual average.

Sources: OECD, Statistics Sweden and Ministry of Finance.

As a counterweight to the slowing down of the
United States economy and the weak develop-
ments in Asia, economic activity in the EU re-
gion 1s expected to remain strong. The low level
of interest rates and a less restrictive fiscal policy
will stimulate both investment and private con-
sumption and could lead to an increase in general
government consumption. The EU countries are
presently in slightly different phases of the eco-
nomic cycle. Germany, France and Italy are in a
relatively early phase of economic upturn. These
three countries account for almost 60 per cent of

10

the total value of output in the EU and, there-
fore, have a very large impact on economic
growth in the EU region as a whole. A number
of EU countries are further ahead in the eco-
nomic cycle, including Spain and the Nether-
lands. The United Kingdom and Denmark ap-
pear poised to enter a slowdown phase. In
Finland, growth is expected to remain high, but
fall to 3.4 per cent next year. In Norway, falling
oil prices and signs of overly high wage rises have
weakened the exchange rate and forced a tight-
ening of monetary policy.

Table 1.2 Selected Statistics

1996 1997 1998 1999 2000 2001
CPI, Dec - Dec 0.1 19 0.1 .1 20 20
NPI, Dec - Dec -1.0 -09 -05 06 - -
Disposable income’ -0.7  -1.7 2.7 3.3 1.5 1.8
Savings ratio(level) 4.4 0.8 0.8 1.2 0.3 0.1

Industrial

production’ 2.1 5.4 4.6 4.5 4.0 2.9
Relative unit labour

costs' 145 -53 -17 -04 - -
Employment’ -06 -1.0 1.3 1.5 1.8 1.1
Registered

unemployment’ 8.1 8.0 6.6 5.7 4.4 4.0
Labour market

programmes’ 45 43 39 39 38 35
Trade balance' 125 139 144 147 160 170
Current account 2.6 2.8 2.3 2.1 2.2 2.4
balance’

General government
financial balance’ 2.1 -11 2.1 1.1 2.3 3.3

" Annual percentage change.

> Number of people. Annual percentage change.

® Per cent of labour force.

* SEK, billion.

* Per cent of GDP.

Sources: Statistics Sweden and Ministry of Finance.

Interest Rates, Wages and Inflation

Swedish long-term interest rates, together with
those in the EU region and the United States,
have continued to fall over the spring and sum-
mer. The Swedish 10-year interest rate is esti-
mated to be just below 5 per cent towards the
end of the year, and then show a modest rise
during the following years in line with stronger
domestic demand in Europe. Parallel with the
very low and falling long-term interest rates, the
interest-rate spread with German bond rates has
widened. The reason for the relatively large de-
cline in German interest rates is thought to be
that the turbulence in autumn on the financial
markets has resulted in portfolio transfers from



markets perceived as uncertain to more secure
markets. The forecast assumes that the German
long-term interest rates will rise towards 5 per
cent during the course of 1999 and 2000 and that
the Swedish long-term interest-rate spread will
approach 20 points during the same period. It is
also assumed in the forecast that the prime rate
will remain unchanged in the USA, while a slight
rise is expected in Germany in 1998 and in the
European monetary union in 1999. The krona
has fluctuated considerably so far this year and
periodically been at levels which are uncompati-
ble with the fundamental picture of the Swedish
economy — the current account balance shows
stable surpluses and inflation is expected to re-
main very low. The forecast is therefore based on
the assumption that the krona will gradually
strengthen, to lie at a TCW index of 118 towards
the end of the year 2000. The final level is the
same as in the Government Spring Bill, but it will
take a longer time before this final level is
reached.

One important part of the positive picture of
the Swedish economy is that the outcome of the
1998 wage agreement negotiations was lower
than many had feared it would be. Given the
points of departure mentioned above, wages are
expected to rise by just over 3 per cent per an-
num during the entire forecast period. To make
this possible, wage drift should not exceed 0.5
per cent, which is considerably lower than the
historical level of wage drift. An increased mu-
tual understanding of the importance of low
nominal wage rises among the parties in the la-
bour market, agreements that allow more de-
centralised wage setting, greater flexibility with
regard to the disposition of working hours and
low inflationary expectations are some important
reasons behind a likely reduction in the wage
drift. There is, however, a risk that wage drift
could be higher due to, among things, if a short-
age of labour arises during the forecast period.

Inflationary pressures in the Swedish econ-
omy have been low over the last 2-3 years and
will probably remain so during the remainder of
1998 and 1999. With wage rises assumed to
amount to approximately 3 per cent per annum,
good growth in productivity, an appreciating
krona, low global market prices and low infla-
tionary expectations, which are just below 2 per
cent even in the long term, it is difficult to envis-
age an especially strong threat of inflation. In the
light of this, the Riksbank’s prime rate, the repo-
rate, is expected to remain unchanged up to the
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end of 2001. Factors which can disturb the pic-
ture of low inflationary pressures are higher wage
rises, a weaker krona and that the growth in do-
mestic demand becomes so strong that retailing
and wholesaling can increase their margins con-
siderably. However, there would have to be very
large departures in relation to what is judged to
be the most likely development in this forecast
for the threats leading to inflation increasing to 2
per cent in 1999. Nor is it likely that inflation,
measured as an annual average, will reach 2 per
cent in the year 2000, even though the uncer-
tainty is greater in this time perspective. After
that it is assumed that inflation will coincide with
the Riksbank’s inflation targets, ultimately
through monetary policy and subsequently
growth being adapted to achieve the target.

Demand and Output
Export growth is expected to decline from al-
most 13 per cent last year to just below 6 per
cent this year. During the first six months of this
year, Sweden’s exports to Asia (excluding the
Middle East) fell by approximately 25 per cent
compared with the first half of 1997. Asia ac-
counts for around 8 per cent of Sweden’s total
exports, which means that the direct effect of the
Asian crisis on Swedish export volumes during
the first half of the year can be estimated at ap-
proximately -2 per cent. However, total exports
have been buoyed up by good growth in exports
to Europe for the corresponding period (411
per cent). Approximately 75 per cent of Swedish
exports go to Europe. Therefore, the European
economy has great importance for Swedish ex-
ports. Given some recovery in the Asian region,
Swedish exports are also expected to be able to
grow by approximately 6 per cent next year.
According to the National Accounts, imports
of goods rose by 12.4 per cent during the first
half of this year, compared with the first half of
1997. Total imports are expected to rise by al-
most 9 per cent this year and just over 7 per cent
next year. One important element in the growth
in imports is that the import of services has been
growing at a very rapid rate since 1997. A partial
explanation for this is that foreign travel by
Swedes has increased considerably. The direct
import of cars (classified as an import of serv-
ices), trade over the Internet and a growing im-
port of technical consulting services have proba-
bly contributed to the rapid growth in imported
services. The high rate of increase for imports of
services means that the services balance as a total
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Table 1.3 Demand and Output

bﬁﬁgn Annual percentage change
1997 1995 1996 1997 1998 1999 2000 2001
Private consumption 923 0.8 1.3 2.0 2.7 2.9 2.5 2.0
General government
consumption 449 -0.9 -0.2 2.1 1.9 0.8 0.6 0.8
Central government 134 -2.1 -0.6 -5.0 2.5 0.5 0.5 0.5
Local government 315 -0.4 0.0 -0.7 1.7 0.9 0.6 1.0
Gross fixed capital formation 238 12.4 3.7 -4.8 9.8 8.0 6.8 5.9
Business sector excl. housing 183 21.7 4.7 -0.1 10.7 7.1 4.8 3.2
Housing 24 -23.5 13.1 -25.7 6.2 23.5 25.0 25.0
Authorities 31 -5.7 -8.0 -9.4 7.6 1.4 2.2 1.4
Change in stocks 7 0.5 -1.1 0.7 0.1 0.0 0.0 0.0
Exports 761 12.9 6.1 12.8 5.9 5.8 6.6 55
Imports 639 10.2 3.7 11.7 8.8 7.1 6.3 5.8
GDP 1739 3.9 1.3 1.8 3.0 3.0 3.2 2.6

Sources: Statistics Sweden and Ministry of Finance.

will provide a negative contribution to growth
this year and next year of 0.4 percentage points
and 0.2 percentage points, respectively.

Most of the necessary conditions exist for a
continued relatively strong rise in private con-
sumption — a pent-up need to acquire capital
goods, a strong household economy and opti-
mism for the future. The need to replace old
capital goods has already made its mark in the
growth of infrequently purchased goods retail-
ing. Sales of furniture, radio and television
equipment have increased by between 10 and 20
per cent during the first seven months of the
year, compared with the corresponding period in
1997. Household disposable incomes are ex-
pected to rise by just over 2.7 per cent this year
and 3.3 per cent next year. The low inflation rate
means that developments in real wages will be
good, despite the historically low nominal wage
increases. Household incomes will be further
strengthened by an increasing number of people
obtaining work. At the same time, the household
wealth situation, despite the downturn on the
stock exchange this autumn, is better than it has
been for a long time. Private consumption is ex-
pected to increase by almost 3 per cent in both
1998 and 1999. The rise in consumption is then
expected to diminish somewhat in the years 2000
and 2001.

Over the next few years an extensive expan-
sion of capacity in the business sector and some
recovery in residential investment is expected.
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The low level of interest rates, a relatively high
level of profitability within the business sector
and the strong economic position in the house-
hold sector will create favourable conditions for
a continued expansion in investment. Statistics
Sweden’s Investment Survey and the National
Institute of Economic Research’s latest Quar-
terly Business Tendency Survey both show that
there is a strong willingness to invest by the
manufacturing industry. With regard to the rest
of the business sector, a rapid increase in invest-
ment has already been noted in those industries
which have a strong connection to household
demand. The National Institute of Economic
Research’s Services Survey indicates a clear im-
provement in the economic situation for archi-
tects and technical consultants, which usually
precedes increased investment. There are also
good indications of a rapid growth in residential
construction during the entire forecast period.
Some of the adaptation of the housing stock to-
wards a new, long-term equilibrium level has
taken place earlier in the 1990s. Following seven
years of more or less a continual decline in resi-
dential construction, the starting level is very
low. Rising prices for family dwellings in growth
regions have increased the profitability of new
construction, which means that residential in-
vestment is expected to rise again. Despite very
high growth figures during the forecast period,
residential construction is expected to remain



lower than the long-term normal level in the year
2001.

Overall, gross fixed capital formation will in-
crease by almost 10 per cent in 1998 and by 8 per
cent in 1999, and then increase at a slower rate in
the years 2000 and 2001. As shown in Table 1.4,
gross fixed capital formation will account for ap-
proximately 40 per cent of GDP growth up to
the end of 2001. However, this item is a compo-
nent of demand and output which is difficult to
assess. The increase in investment in the rest of
the business sector and the upturn in residential
construction reflect the favourable situation in
the domestic part of the Swedish economy
which appears to be relatively robust. A stronger
growth in investment than forecast cannot be
ruled out. With regard to the export-oriented
part of the manufacturing industry, however,
there is a high sensitivity towards a decline in
global growth, which could result in a turn-
around in investment within the sector.

Local government consumption increased
during the first half of this year, according to the
National Accounts. According to the Labour
Force Surveys, the number of those employed in
the local government sector has increased by ap-
proximately 25,000 so far this year, when ad-
justed for seasonal variations. The growth in em-
ployment is expected to diminish during the
second half of the year, and will provide a growth
in consumption of around 1.7 per cent this year.
This can be compared with the period between
1992 and 1997 when consumption declined by a
total of 4.5 per cent.

Municipalities and county councils are ex-
pected to meet the requirements for achieving a
positive financial balance i.e. that their income
must not exceed expenditure, with effect from
the year 2000. The proposed increase in general
grants from central government provides scope
for an increase in local government consump-
tion. The overall increase amounts to SEK 22
billion in the year 2001. With regard to the bal-
ance requirement and increased central govern-
ment grants, consumption is estimated to in-
crease by an average of 0.8 per cent per annum
and employment rise by 30,000 people for the
years 1999 to 2001 inclusive.

Central government consumption has de-
clined three years in a row and last year fell by 5
per cent. During the first half of this year, there
was a significant recovery when consumption
rose by 4.6 per cent compared with the corre-
sponding period in 1997. This year, central gov-
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ernment consumption is expected to rise by 2.5
per cent. An increase of 0.5 per cent per annum
is estimated for the coming years.

Table 1.4 Contribution to GDP Growth

1996 1997 1998 1999 2000 2001

Private

consumption 0.7 1.0 1.4 1.5 1.3 1.0
General government

consumption 0.0 -05 0.5 0.2 0.1 0.2
Gross fixed capital

formation 06 -0.8 1.5 1.3 1.2 1.0
Change in stocks -1.1 0.7 0.1 0.0 0.0 0.0
Net foreign trade 1.2 1.3 -05 0.0 0.6 0.3
GDP 1.3 1.8 3.0 3.0 3.2 2.6

Sources: Statistics Sweden and Ministry of Finance.

Composition of Growth

The situation of domestic demand taking over as
the driving force behind economic growth will
mean that the course of growth is more sustain-
able and balanced. During 1996 and 1997, net
exports accounted for a large part of growth (see
Table 1.4). The long-term norm is for an increase
in exports to largely balance an increase in im-
ports and that the contribution to growth from
foreign trade to lie close to zero. The reduction
in exports to Asia, together with the growth in
domestic demand, mean that foreign trade will
provide a negative contribution to growth this
year. Over the next three years, foreign trade is
expected to provide a slightly positive contribu-
tion.

The surplus on the current account will lie at
just over 2 per cent of GDP per annum up to the
end of 2001, despite the shift towards domestic
demand. This will contribute to a desirable am-
ortisation of Swedish foreign debt. Similarly
large financial surpluses will be achieved in the
general government sector, which will reduce the
vulnerability towards future downturns in the
economy. The financial savings of firms lie close
to zero, which means that this sector provides its
own funding for the investments in the forecast.
Household financial savings are slightly positive,
despite increased investment in housing. The
composition of growth and the development of
savings in the various sectors describe a well-
balanced economic development, on the whole.
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Table 1.5 Financial Balance

Per cent of GDP
1996 1997 1998 1999 2000 2001

Gross balance 173 169 173 17.8 184 19.1
Real balance 146 141 150 157 16.2 16.7
Fixed capital 148 137 145 152 158 16.2

Change in stocks -0.2 0.4 0.5 0.5 0.4 0.4

Financial balance 2.7 2.8 2.3 2.1 2.2 2.4

General

government 2.1 -11 2.1 1.1 2.3 3.3
Household 3.4 1.4 1.3 1.4 0.7 0.5
Business sector 14 26 -11 -04 -08 -14

Sources: Statistics Sweden and Ministry of Finance.

The Labour Market

Developments in the labour market have been
very positive so far this year. Employment is
now growing strongly in the business sector and
the local government sector. The most impor-
tant indicators, such as the number of new job
vacancies registered, imply that employment will
continue to grow at a rapid rate during the re-
mainder of 1998 and 1999. Given that the global
economy does not weaken and that wage rises
can be limited to 3 per cent per annum, the total
increase in employment is estimated to be
around 226,000 people between 1997 and 2001
(see Diagram 1.2).

Diagram 1.2 Employment
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Sources: Statistics Sweden and Ministry of Finance.

The average number of hours worked is expected
to fall over the next few years. Sick leave has in-
creased slightly and a reduction in working hours
was included in several of the wage agreements.
The rise in productivity is expected to be lower
than in recent years. The fact that growth will be
driven to a greater degree by domestic demand
and not by export growth and the fact that low
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wage rises will lower the pressure for rationalisa-
tion should contribute to a slightly lower growth
in productivity.

As a result of the improved labour market
situation, the supply of labour will increase.
However, the increase in the supply of labour
will be counteracted to some extent by the con-
tinued increase in the number of places within
the education and training initiative as well as
extra university and college places. The strong
growth in employment and a limited entry into
the labour force will mean that registered unem-
ployment continues to fall. Given the assump-
tion on which this estimate is based — good
global economic growth, low wage rises and that
the training and education initiative has the in-
tended effect — registered unemployment could
fall to 4 per cent by the end of the year 2000.

General Government Sector Finances

From 1994 to 1998, the general government
sector financial balance has been turned around
from a deficit of 10.3 per cent of GDP to a sur-
plus of 1.3 per cent of GDP, excluding the effect
of the AP-fund’s property holdings being trans-
ferred into an incorporated company. The im-
provement between 1994 and 1998 is largely due
to the extensive consolidation programme. The
surplus, measured as a percentage of GDP, will
then rise to 1.1 per cent in the year 1999, 2.3 per
cent in 2000 and 3.3 per cent in 2001.

The financial surplus means that general gov-
ernment sector debts can be amortised. The con-
solidated gross debt will decline from 76.6 per
cent of GDP in 1997 to 55.8 per cent of GDP in
the year 2001, while the central government debt
will fall from 82.4 per cent of GDP in 1997 to
54.1 per cent of GDP in the year 2001. However,
the decline in the central government debt can to
some extent be attributed to the effects of the
recently agreed pension reform. It has been as-
sumed in the calculations that there will be a
transfer of funds from the AP-fund in the year
2001 of SEK 235 billion, which will mainly be
used to amortise central government debt.

The financial balance for 1998 and 1999 has
been revised upward by SEK 9 billion and SEK 5
billion respectively, compared with the Govern-
ment Spring Bill. This is due to higher tax reve-
nue and lower interest expenditure. The Gov-
ernment Spring Bill contained a technical
assumption for the purposes of estimation that
the financial surplus in excess of the budget goal
for the years 2000 and 2001 would be transferred



to the household sector. The estimates presented
here are instead based on the whole of the sur-
plus being used to amortise general government
debt. If this new assumption and the measures
proposed since the Government Spring Bill are
taken into account, the underlying balance in the
general government sector can also be revised
upward for the years 2000 and 2001.

The estimates for fiscal policy measures,
which are accounted for in Chapter 11, indicate
that fiscal policy is weakly expansive this year
and next year and weakly contractive in the years
2000 and 2001. The continued strengthening of
general government finances is instead mainly
due to positive economic growth and lower in-
terest expenditure.

1.3 Alternative Scenario

With the aim of illustrating the uncertainty in
the international picture and the risks connected
to this with regard to the growth of the Swedish
economy, an alternative scenario is presented in
Chapter 12. The alternative scenario is consid-
ered to be less probable than the estimates above,
which is hereinafter referred to as the base alter-
native.

The base alternative assumes a cautious recov-
ery in Japan, driven by exports, during 1999. The
alternative scenario is based on the Japanese re-
cession being more prolonged and a recovery not
taking place before the year 2000, at the same
time as general uncertalnty will increase through
continued turbulence in the financial markets.
This will lead to negative repercussions on the
rest of the world, primarily next year. Those
countries most affected by a deterioration in ex-
port conditions and a generally increased uncer-
tainty are the Asian countries already affected by
the crisis as well as other growth economies, for
instance, in Latin America. The deepened crisis
will put pressure on global market prices, which
will lead to poorer profits for firms with exten-
sive international trade. The crisis will spread to
North America and Europe, partly through di-
rect trade effects and partly through weaker de-
velopments on stock exchanges and a general in-
creased uncertainty. This will lead to a poorer
development partlcularly in investment and pri-
vate consumption. The alternative scenario as-
sumes that monetary policy will become more
expansive than in the base alternative, but that
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this will not be sufficient to overcome the fall in
demand in the short term. The weaker economic
growth internationally will lead to a lower global
market growth for Swedish exports than in the
base alternative.

The Swedish economy will react in a similar
way to Europe and North America. Investment
in the Swedish export industry is expected to be
particularly sensitive to a worsening in the global
economy. Lower international growth and the
increased uncertainty will spread to households
and subdue consumption and residential invest-
ment. GDP growth is estimated in the alterna-
tive scenario to amount to 2.8 per cent in 1998
and 1.8 per cent in 1999. The lower growth rate,
compared with the base alternative, means that
employment will not develop as well in the alter-
native scenario, particularly in 1999, and that
registered unemployment will be at a higher
level.

During the years 2000 and 2001, growth will
be 3.1 per cent and 3.2 per cent respectively,
which taken together is slightly higher than in
the base alternative. This is due to the global
economy having recovered and investment in the
manufacturing industry will increase rapidly. In
addition, monetary policy is assumed in the al-
ternative scenario to be more expansive in 1999
than in the base alternative, which will have a
delayed impact on growth. However, registered
unemployment will exceed 4 per cent by the end
of the year 2000.

General government finances will not develop
as favourably in the alternative scenario as in the
base alternative. Lower tax revenue and higher
general government expenditure, for instance, in
the form of unemployment benefits and social
welfare, will lead to a worsened financial balance
in the general government sector. The goal of a
general government financial balance amounting
to 0.5 per cent of GDP in 1999 will be achieved
by a slight margin. On the other hand, the gen-
eral government financial balance in the year
2000 will be lower than the target level of 2 per
cent of GDP.
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2 International Developments

The growth of the world economy has been
moderated over the past year, prlmanly as a
result of the deeper recession in Japan and
certain Asian countries. At the same time, global
price pressures have declined, which has led to
lower interest rates and stimulation in domestic
demand in Europe and North America.

Global economic growth is expected to fall
from 4.1 per cent in 1997 to 2.2 per cent this
year, while in the OECD region it is expected to
diminish by just over a half percentage point to
2.1 per cent. At the end of this year and during
1999, a cautious recovery is anticipated in the
Asian countries and in the global economy as a
whole. However, important prerequisites for this
are that confidence in the Japanese economy,
including its economic policy, strengthens and
that the Asian countries continue to implement
the IMF programmes, including a reform of the
financial sector.

Economic developments in the United States
are expected to remain favourable, although
some weakness is foreseen in the light of an
increasing trade deficit and a slowing down in
domestic demand. The EU economy is expected
to remain stable and will receive a boost from a
less restrictive fiscal policy and favourable
monetary conditions ie. the total effect of
interest rate and exchange rate developments on
demand.

The Asian crisis has contributed to increased
uncertainty on the financial markets of most
emerging markets. In Russia, financial turbulence
has increased as a result of the deeper recession
in Asia and falling oil prlces, which has
accentuated domestic economic and political
problems. Developments in Russia may have
some negative consequences in Central and
Eastern Europe, but these are expected to be
partly counteracted by the continuing buoyant
economy in the EU. In Latin America, economic
policy has become more constrained in order to
try to avoid increased turbulence on the financial
markets, which could contribute to a lower
domestic demand.

Export market growth is expected to diminish
from 10 per cent in 1997 to approx1mate1y 6 per
cent this year and next year. The recovery in the
Asian region will contribute to a rise in exports
to 7% per cent in the year 2000. A reduction in
demand among Sweden’s most important trad-
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ing partners will thereafter lead to a slightly
lower export market growth in the year 2001.

Diagram 2.1 GDP Growth

Per cent
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Sources: IMF and Ministry of Finance.

The uncertainty in the assessment of interna-
tional developments has increased markedly and
there is primarily a risk that developments will be
worse than forecast.

2.1 Developments in Japan and
the rest of Asia

2.1.1 Japan

The long-term economic crisis in Japan has
worsened and the country is now in a recession.
GDP declined during the final quarter last year
and during the first two quarters of this year.
This development is serious, bearing in mind the
significance of Japan for the world economy.

The economic crisis is linked to the extensive
structural problems in the financial sector, pri-
marily caused by considerable regulation and
limited insight. A lack of measures to solve the
crisis has contributed to increased uncertainty
for both the Japanese and global economic
growth. Problems in the financial sector have
also resulted in a credit squeeze in Japan that is,
above all, affecting small and medium-sized
firms.

The crisis in the financial system, together
with increased unemployment and the Asian cri-
sis, have continued to undermine confidence
among firms and households. This has contrib-
uted to a reduction in domestic demand. At the
same time, the weak economic situation in Asia
has led to a less favourable development in Japa-
nese exports.



The government has announced extensive fis-
cal policy stimulation measures for the budget
years 1998 and 1999, in order to mitigate the
economic crisis, and it has also allocated funds to
consolidate the financial sector. Monetary policy
is expected to remain expansive and the prime
rate has been assumed to remain unchanged in
1998 and 1999. The overnight call rate was re-
cently lowered to 0.25 per cent, while the dis-
count rate remained unchanged at 0.5 per cent.
This measure was taken in the light of deflation-
ary expectations in the economy. However, the
scope for monetary policy measures is limited.

GDP is foreseen as stabilising over the next
six months, given that the fiscal policy stimula-
tion measures are implemented in full and con-
tribute to a strong increase in public investment.

However, domestic demand is expected to
remain weak both this year and next year. Private
consumption will be restrained by the pessimism
of households regarding the future and by rising
unemployment. It is therefore expected that tax
relief will increase savings. A weak development
in private investment is foreseen in the light of
the low confidence among firms, continued
credit restraint and problems of surplus capacity.

As the effects of the Asian crisis level off, a
slightly better growth in exports is foreseen next
year.

Despite the massive stimulation measures
during the second half of 1998, GDP is expected
to decline by 2.3 per cent in 1998. Next year,
GDP growth of 0.6 per cent is expected, primar-
ily due to extensive public investment and a
slightly better development in exports. Thereaf-
ter, it is expected that GDP will increase by 1.5
per cent in the year 2000 and 2.0 per cent in the
year 2001.

This assessment is associated with consider-
able uncertainty. If the planned public invest-
ment is not implemented in full and confidence
among firms and households does not
strengthen, the recovery in the private sector will
be delayed. The solution to the problems in the
financial sector may take some time, which
would in many ways have a moderating effect on
GDP growth. In addition, the negative influence
of the Asian crisis on Japanese exports may be
greater than forecast.
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2.1.2  Rest of Asia

The financial crisis in Asia of last summer has
developed into a deep recession. Weak demand
in the countries directly affected by the crisis i.e.
Thailand, Indonesia, Malaysia, the Philippines
and South Korea, has affected other countries in
the region, partly through reduced trade and
confidence. A restrictive economic policy has led
to a stabilisation in prices, interest rates and cur-
rencies, but domestic demand has fallen heavily.
Unease on the financial markets, together with
high interest rates and a reduction in lending, has
had major effects on the real economy. The de-
crease in output has led to a severe decline in im-
ports in large parts of the region. As a result of,
among other things, a tightening of credit and
high prices of imported input goods, exports
have also developed relatively weakly.

GDP in most countries in the region is ex-
pected to fall this year. However, a cautious re-
covery, driven by exports, is expected to begin at
the end of the year and continue in 1999. In-
creased foreign exchange reserves are expected to
result in confidence in the affected countries be-
ginning to return, which could in turn contribute
to an increased inflow of capital and lower inter-
est rates. A slightly less restrictive economic
policy should also stimulate domestic demand.
However, without an improvement in the eco-
nomic situation in Japan, with increased demand
and a stronger yen, the recovery in the region
will be severely hampered. A further condition
for an export-driven recovery is that the situa-
tion in the financial sector in the region im-

Proves.
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GDP growth in Thailand, Indonesia, Malaysia,
the Philippines and South Korea collectively is
expected to fall from 4.1 per cent in 1997 to -8.9
per cent in 1998 and -1.1 per cent in 1999. A
significant recovery is foreseen for the years 2000
and 2001. In China, growth is expected to be
subdued this year and then increase next year.
Similar to the prospects for Japan, the
assessment of developments in the rest of Asia is
marked by considerable uncertainty. For
instance, prospects could deteriorate consider-
ably if China, with the aim of strengthening its
competitiveness, devalued its currency.

2.2 Developments in the United States

The economic situation in the United states was
characterised at the beginning of 1998 by a
continued strong increase in domestic demand,
low unemployment and inflation, falling bond
rates and sound general government finances.
GDP growth was strong during the first quarter,
but slowed down during the second quarter as a
result of negative contributions from stocks and
net exports. Private consumption has been
stimulated by favourable developments in
disposable incomes, a stable and high level of
growth in employment and a rise in share prices.
Investments have continued to grow at a fast
rate, partly in the light of high profit margins for
firms. The appreciation of the dollar in effective
terms and the lower demand in Asian countries
have contributed to a large increase in the deficit
on the current account.

Inflation remains low and amounted to an
annual rate of 1.6 per cent in August. Several
factors have contributed to the fact that there has
not been a rise in the rate of price increases,
despite unemployment falling below the level
considered compatible with low inflation. These
factors are the strengthening of the dollar, a
modest growth in overall labour costs and the
moderating effect of the Asian crisis, for
instance, on energy and raw materials prices. A
turnaround in this development could lead to
rising inflationary pressures.

During the second half of 1998, net exports
are expected to provide a negative contribution
to GDP growth, while domestic demand
continues to grow relatively strongly. However,
in 1999 investment is expected to grow more
slowly in the light of rising labour costs, falling
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profit margins and the fact that the decline in the
inflow of orders for the export sector will spread
to the domestic sector. The growth in private
consumption is also expected to decline. The
very low savings ratio and the high degree of
share holdings among American households
have probably increased the sensitivity of
consumption towards changes in confidence,
especially in connection with a possible
deepening of the global crisis and a weaker
development in  domestic share prices.
Unemployment, which continued to fall slightly
this year and stood at 4.6 per cent in September,
is expected to rise to almost 5 per cent in 1998
and 1999. GDP growth is forecast at 3.3 per cent
in 1998, and then to decline to 2.3 per cent in
1999. In the medium-term perspective ie. the
years 2000-2001, GDP growth is expected to
correspond to the estimated potential growth of
around 2.3 per cent.

Given the uncertainty prevailing with regard
to the United States economy, it is difficult to
assess the monetary policy situation. The strong
dollar, the Asian crisis and the uncertain
situation in Latin America may lead to a very
weak growth in exports, with negative effects on
profits, share prices and household confidence.
On the other hand, a broad decline in domestic
demand cannot yet be discerned in the statistics
and it is uncertain how extensive a potential
slowdown will be. As a result of the risks from
external developments on domestic demand and
continuing subdued price developments, the
Federal Reserve recently lowered its prime rate
by 0.25 percentage points to 5.25 per cent.
Taking into consideration the risks mentioned of
a weaker economic growth being balanced by
risks that the labour market situation will be
tightened further and that the dollar will
depreciate, the prime rate is expected to remain
at 5.25 per cent during 1998 and 1999.
International developments may, however, lead
to a more expansive monetary policy in the
United States than forecast.

2.3 Developments in the EU and
Euro area

The EU economy, as a whole, has continued to
strengthen this year, as a result of increased
domestic demand stimulated by favourable
monetary conditions and a less restrictive fiscal



policy. However, the decline in demand from
Asia as a whole has meant that the contribution
from net exports to GDP growth has decreased.
Developments in  Asia have also had a
dampening  effect on  European  price
developments, which has led to lower interest
rates. Inflation in the EU is still subdued and
amounted to 1.3 per cent as an annual rate in
August. Since August last year, long-term
interest rates have fallen from almost 6 per cent
to around 4 per cent.

The EU countries are currently experiencing
different stages of the economic cycle. One
group of countries, including Germany, France
and Italy, is in a relatively early stage of the phase
of an economic upswing while Spain, Portugal,
the Netherlands, Finland and Ireland are further
ahead in the economic cycle. A slowing down of
the economy can be discerned in the United
Kingdom and Denmark.

At the turn of the year, the euro will be intro-
duced and the monetary policy of eleven coun-
tries will be governed by the European Central
Bank. In recent years, the differences in inflation
rates and interest rates between the countries
have diminished considerably and general gov-
ernment finances have improved considerably.
Given this development, among other things, the
conditions are deemed good for a smooth tran-
sition to the EMU, although the process is not
expected to remain unaffected by the recent tur-
bulence on the financial markets. The assessment
is that the European prime rate will lie at 3.40 per
cent before rising slightly in 1999 as the business
cycle continues to be strong. This could mean a
lower prime rate for a number of countries fur-
ther ahead in the economic cycle.

Diagram 2.3 Business and Consumer Confidence in EU
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The prospects of a continued recovery in the EU
as a whole are good. Domestic demand is
expected to strengthen in the light of continuing
favourable monetary conditions, a slightly
improved labour market situation and a less
restrictive fiscal policy. In some countries, such
as France, Spain and Austria, fiscal policy is
considered to be mildly expansive in 1999.

Growth in private consumption is expected to
increase in the light of favourable developments
in real wages, some reduction in unemployment
and an increased confidence in the future among
households.

Although the optimism of firms may fall
slightly as a result of increased uncertainty in the
global economy, the level is still high when seen
over a longer period of time. The rate of increase
in total labour costs is expected to be moderate,
which will contribute to good profit margins.
Investment by firms is thus expected to continue
to develop relatively strongly.
Table 2.1 GDP Growth, Inflation and Unemployment
Annual percentage change

1997 1998 1999 2000 2001

GDP

0ECD' 2.8 2.1 2.2 2.4 2.3
United States 3.9 3.3 2.3 2.5 2.2
Japan 09 -23 0.6 1.5 2.3

EU 2.6 2.8 2.7 2.7 2.4
Germany 2.2 2.6 2.7 3.0 2.3
France 2.4 2.9 2.8 2.5 2.5
Italy 1.5 2.1 2.7 3.0 2.3
United Kingdom 3.3 2.0 1.6 2.0 2.3

Nordic countries 3.4 3.4 2.8 2.7 2.2
Denmark 3.4 2.6 2.3 2.2 2.2
Finland 5.9 5.1 3.4 3.1 2.7
Norway 35 3.4 2.5 1.7 2.0

Consumer prices

OECD 2.0 1.5 1.8 2.0 2.0

EU 2.0 1.8 1.9 2.0 2.0

Nordic countries 1.6 1.7 2.2 2.0 2.0

Unemployment as a percentage

of labour force

OECD 6.7 6.5 6.5 6.4 6.3

EU 11.3 109 106 103 10.1

Nordic countries 8.3 7.1 6.4 5.9 5.7

World market growth for
Swedish exports 10.0 5.9 6.2 7.5 6.5

' The OECD-area refers here to 16 countries: USA, Japan, Germany,
France, Italy, United Kingdom, Canada, Belgium, Denmark, Finland, the
Netherlands, Norway, Spain, Switzerland, Sweden and Austria.

Sources: OECD, National Institute of Economic Research and Ministry
of Finance.
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The subdued growth in the global economy is
expected to lead to a lower export market
growth for the EU. The contribution from net
exports is anticipated to be slightly negative this
year and next year, which is also in line with the
assumption of an appreciation of the euro in
effective terms during this period.

Altogether, a GDP growth of 2.8 per cent this
year and 2.7 per cent in 1999 is forecast for the
EU. A GDP growth of 2.9 per cent is expected
for both years in the euro area. The poorer
development for the EU as a whole is mainly
explained by a slowdown in the United
Kingdom, where restrictive economic policy is
expected to subdue domestic demand, while
exports are expected to develop weakly. In the
medium-term  perspective, GDP  growth is
expected to be around 22 per cent Le. slightly
above the estimated potential growth. Relatively
good economic growth will contribute to
unemployment in the EU continuing to fall at a
slow rate. However, the high starting level means
that unemployment will continue to be a major
problem over the next few years. Inflation is
expected to be around 2 per cent.

24 Developments in the Nordic
countries and Baltic Sea region,
including Russia

The favourable economic developments in the
Nordic countries are expected to continue,
although some weakening in their economies is
expected in 1999 as a result of a more restrictive
economic policy.

In Denmark, strong domestic demand,
stimulated by increased employment and rising
real wages, has contributed to a high level of
economic growth in recent years. However,
there are signs of some slowing down in private
consumption this year and domestic demand is
expected to fall as a result of a more restrictive
fiscal policy. GDP growth is expected to decline
to 2.6 per cent this year and 2.3 per cent in 1999.

Rapld economic growth in Finland is con-
tinuing. Exports are developing very positively,
especially within the telecommunications indus-
try. Employment is rising and this, together with
low interest rates, is stimulating a high level of
domestic demand. The economic crisis in Russia
is considered to have some negative effects on
the growth of exports. GDP growth is estimated
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to fall slightly to 5.1 per cent this year and 3.4 per
cent next year.

The economy remained strong during the first
half of the year in Norway. Private consumption
has been stimulated by a good growth in
employment and increased real wages. As a result
of currency turbulence, triggered by, among
other things, falling oil prices and problems with
wage formation, monetary policy has tightened
considerably. This will have a moderating effect
on private consumption and on investment.
GDP growth is expected to amount to 3.4 per
cent this year, to then fall to 2.5 per cent in 1999.

The cautious recovery in GDP growth which
took place in Russia last year continued at the
beginning of this year. Inflation fell significantly
during the first six months, while the exchange
rate showed a relatively stable development. The
financial crisis, which became evident with a
severe weakening of the currency in August, is a
setback for the economic policy aimed at
stability. The main reasons behind the crisis are
the weak fiscal policy and, in particular, the
incapacity to strengthen the revenue side of the
budget, as well as falling oil prices on the global
market, which have led to a rapid decline in the
current account. A reduced global confidence in
growth economies, as a result of the deeper
recession in Asia, has had a negative effect on
Russia. The Russian central bank has been forced
to abandon the fluctuation band for the rouble,
which has led to significant depreciation of the
currency and rapidly rising inflation. In addition,
the crisis has seriously undermined the entire
financial sector, as large sections of the banking
and payments systems have ceased to function.
There 1s considerable uncertainty over the
continued reform strategy and, in particular, how
the problems of funding the budget deficit and
refinancing the central government debt shall be
solved. Financial instability and reduced confi-
dence in economic policy will have a dampening
effect on GDP, which is expected to fall by
around 4 per cent this year. No significant
recovery is expected in 1999.

Rapid economic growth in the Baltic States
and Poland in 1997 continued at the beginning
of this year, as a result of strong domestic
demand, particularly with regard to investment.
The stability-oriented economic policy has
contributed to a continued fall in inflation. The
prospects for economic growth this year and
next year are relatively good. However, the crisis
in Russia is expected to have some negative



effects, especially for Latvia and Lithuania, which
have extensive trade with Russia. This could
increase the problems with the deficit on the
current account in these countries. Domestic
demand is expected to slow down somewhat and
a GDP growth of just over 4 per cent is foreseen
for all of the Baltic States and almost 6 per cent
in Poland this year.

2.5 Risks concerning International
Developments

The wuncertainty in the assessment of the
international economy has increased significantly
as a result of the Asian crisis and, to some extent,
of developments in Russia and the growth
economies in Latin America. There is primarily a
risk that developments will be worse than those
described above. Although individual risks are
probably not sufficiently serious to result in a
steep decline in the global economy, if a number
of these risks occured concurrently it may create
chain reactions that tangibly worsen and spread
the crisis.

There s first of all a risk of a more prolonged
Japanese recession and of the fragility of the
financial system further eroding confidence in
the economic policy pursued, despite the
measures announced in the financial sector and
for fiscal policy.

A delayed recovery in the Japanese economy
could create increased instability in the Asian
financial markets, which in turn risks making the
implementation of economic and political
reforms in Asia more difficult. The recovery in
Asia could also be hampered by a continuing
weak development in Japanese import demand.
A deeper and broader recession in Asia could
force a devaluation of the Chinese currency.
Such a development would put further pressure
on the Hong Kong dollar and other currencies in
growth economies.

Continued and increased difficulties for the
Russian economy could both increase unease on
the global financial markets and contribute to a
worsening of the situation in other growth
economies. There is also a risk that emerging
markets, which have large external and domestic
imbalances, could be tangibly affected by the
Asian crisis. These countries would suffer
reduced capital inflows and higher interest rates
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in that more secure investments would be sought
on the financial markets.

The turbulence on the financial markets is
contributing to increased uncertainty. A contin-
ued decline in stock prices could lead to a decline
in confidence among households and firms,
which would have an effect on domestic demand
in North America and, to some extent, in
Europe.

The United States is expected to absorb the
major part of the expected surplus on the current
account in the Asian countries. It is therefore
important that the United States economy does
not slow down to an extent where a recovery in
the Asian region is made more difficult. An
increased deficit on the United States current
account and a larger surplus on the Japanese one
could create uncertainty about exchange-rate
movements and how these imbalances can be
adjusted in the long term.

Finally, there is a risk that countries whose
balance of trade has been influenced by the Asian
crisis will resort to protectionist measures, com-
petitive devaluation, or postpone necessary
structural reforms.

The alternative scenario presented in Chapter
12 analyses the effects of a weaker global growth
as a result of certain of these risks being realised
i.e. a delayed recovery in Asia, a spread of the cri-
sis to Latin America and continued turbulence
on the financial markets.
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3 Financial Markets
3.1 Developments in the Rest of
the World

So far this year, the financial markets have come
to be increasingly influenced by weak economic
developments in Asia and Russia. In Japan, the
gradual downward adjustment of growth expec-
tations and the political inability to handle the
problems in the banking sector, which have been
known for several years, have created uncertainty
and contributed to a weakening of the yen dur-
ing the first half of the year. However, at the be-
ginning of the autumn the yen strengthened and
in mid-September the yen/US dollar exchange
rate was the same as at the beginning of this year.
The Tokyo Stock Exchange has developed
weakly. In Russia, the heavy depreciation in the
rouble in August, the restructuring of govern-
ment securities stock and the fall of approxi-
mately 90 per cent on the Moscow stock ex-
change up until the end of September have led to
major losses for foreign investors.

Diagram 3.1 Stock Exchange Growth
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The Asian crisis appears to have affected the fi-
nancial markets in two stages. The first stage in-
volved developments in Asia leading to lower
inflationary expectations in Europe and the
United States, which in turn contributed to
lower bond rates, particularly in Europe. During
this period, the dollar strengthened not only
against the yen, but also to some extent against
the European currencies. The lower bond rates
contributed to a continued rise on stock ex-
changes in the spring, both in Europe and the
United States. With regard to Europe, the ex-
pectations of a continued economic upswing
probably played a role here, while the upturn in

22

the United States was supported by an inflow of
capital in connection with the crisis in Asia. The
rise on the New York Stock Exchange during
the first half of the year took place despite the
fact that there has long been great uncertainty
about the valuation of the stock exchange. This
uncertainty was based on whether reasonable as-
sessments of future interest-rate developments
and the rate of increase for the growth in profit
of firms could justify the high levels reached by
share prices at the end of 1997.

Diagram 3.2 Dollar in German mark and yen
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The second stage in the reaction to develop-
ments in Asia and particularly in Russia, which
began during the summer, has been characterised
by portfolio transfers from assets perceived as
more uncertain to assets considered as involving
less risk. This has led to falling share prices and a
increased difference in interest rates both be-
tween government bonds of different countries
and between, for instance, government bonds
and mortgage bonds. The increased demand for
secure assets has particularly favoured govern-
ment bonds from the United States and Ger-
many and thus contributed to a decline in bond
rates in these countries.

Consequently, the bond rate decline of recent
years has, all in all, continued in Europe and the
United States. The dollar remains strong, al-
though it has weakened slightly during early
autumn as a result of increased expectations of a
lower prime rate in the United States. Further,
the rise on US stock exchanges of recent years
has now been broken.

On May 1, the heads of state and heads of
government of the EU decided that 11 of the
EU Member States would take part in a mone-
tary union with effect from January 1, 1999. In
connection with this, the EU’s finance ministers



decided to announce that the central rates within
the ERM would constitute the bilateral conver-
sion rates which will apply between the curren-
cies of the participating Member States with ef-
fect from the commencement of the monetary
union. The decision on the conversion rates
means that speculation regarding changes in the
central rates in the ERM leading up to the for-
mation of the monetary union is avoided. This
means that the decision has provided stability for
the exchange rate system.

The convergence between the bond rates of
the Member States, which will participate in the
monetary union, continued during the spring,
but in recent months the spread in bond rates
has increased once again. For instance, the spread
in the 10-year rate between Finland and Ger-
many was around 0.5 percentage points in Sep-
tember, which can be compared with approxi-
mately 0.1 percentage point in May.

3.2 Developments in Sweden

Developments in Swedish bond rates have
largely been similar to that in other EU countries
for the first half of this year. During the spring,
bond rates continued to fall, while the interest-
rate spread with Germany declined. However, at
the end of the summer, the decline in interest
rates had come to a standstill at the same time as
the interest-rate spread between Swedish and
German government bonds had increased con-
siderably.

Diagram 3.3 Bond Rates in Sweden and Germany
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Prices on the Stockholm Stock Exchange have
developed in line with other European stock ex-
changes. During the spring, the rise of recent
years continued, but in the summer, prices began
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a downward turn. From the beginning of the
year up until the end of September, share prices
on the Stockholm Stock Exchange had fallen by
approximately 2 per cent. The poorest growth
has been shown by shares in the forest industry
and in ‘other industry’, where share prices have
fallen by around 15 per cent. Shares in service
companies and trading companies, on the other
hand, have developed positively, with a rise in
prices of around 40 per cent.

In autumn 1997, expectations of a less expan-
sive monetary policy began to increase. These
expectations were supported by statements from
the Riksbank and the inflation report published
in December 1997 contained an assessment that
inflation would on average amount to around 2
per cent in 1998 and approximately 2.5 per cent
in 1999, given an unchanged repo-rate. This
meant that inflation would on average exceed the
Riksbank’s inflation target of 2 per cent in 1999,
but it would still lie within the tolerance interval
of +/- 1 percentage point. In the light of the ex-
pected improvement in the economy, the Riks-
bank believed in December that there was good
reason to change the course of monetary policy
during the winter to become less expansive.
Shortly after this, the repo-rate was raised by
0.25 percentage points, to 4.35 per cent.

Diagram 3.4 The Krona Exchange Rate
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However, during the spring the Riksbank came
to make a considerable downward revision in its
picture of inflation for coming years. The infla-
tion report published in June contained the as-
sessment that inflation would on average be 0.5
per cent during 1998 and 0.9 per cent in 1999,
given an unchanged repo-rate. The main reasons
for this altered inflation picture were weaker de-
velopments than expected in Asia, together with
falling prices for raw materials and certain non-
recurring effects on inflation as a result of tax
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changes. Consequent to the change in the pic-
ture of inflation, the Riksbank lowered its repo-
rate once again by 0.25 percentage points to 4.1
per cent at the beginning of June.

Since 1997, the krona has fluctuated without
any noticeable general trend. When measured in
terms of the TCW index, the krona has been
within the interval of 117 to 123 since the begin-
ning of 1997, with the odd exception, and has
maintained an average of approximately 120.
However, since the beginning of autumn, the
krona has been above 123. As shown in Diagram
3.4, the fluctuations have been fairly rapid. The
exchange rate has moved from the strongest end
of the interval to the weakest in just a few
months. In connection with a weakening of the
krona a number of possible explanations have
been put forward, for instance that Swedish in-
vestors have increased the proportion of foreign
securities in their portfolios or that foreign in-
vestors have sold Swedish shares as part of an
international movement towards more secure as-
sets. The change to a more expansive monetary
policy at the beginning of summer and falling
prices for raw materials have also been claimed
by some analysts to be reasons for the weakening
of the krona during summer. However, it ap-
pears very difficult to present any reliable expla-
nations for the short-term fluctuations in the
krona.

Table 3.1 Balance of Payments

Flows, SEK billion

1997 1998 to July

Current account halance 41.1 21.8

Capital transfers -0.3 4.1

Financial balance -33.7 10.8

Direct investment' -9.2 -1.4

Portfolio investment' -140.1 -91.7

Interest-bearing securities’ -33.5 -68.8

Swedish' 21.3 10.4

Foreign -54.8 -79.2

Shares -106.6 -22.9

Swedish -13.0 29.2

Foreign -93.7 -52.1

Financial derivatives 13.4 6.8

Other capital’ 52.1 119.8

Changes in foreign exchange 50.0 -22.8
reserves

Residual item -13.1 -31.3

'Limited comparability over time as the definition was changed in Octo-
ber 1997.
Source: Riksbank.
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Table 3.1 shows the balance of payments in detail
for different financial items. The balance of pay-
ments always totals zero. This means that the
items in the table - current account balance,
capital transfers, financial balance and the resid-
ual item - total zero. In recent years, Sweden has
had a surplus on the current account, which has
been countered by a negative financial balance.
However, so far in 1998 the financial balance has
been positive and only the residual item has been
negative. The table also shows that trade in inter-
est-bearing securities has so far in 1998 provided
a negative currency flow which is approximately
three times larger than the positive balance on
the current account. This reflects the acquisition
of foreign securities by Swedish investors. For-
eign investors have made net purchases of Swed-
ish interest-bearing securities during the year.
The trade in shares has also involved a currency
outflow so far this year. This is due to Swedish
purchases of foreign shares, amounting to SEK
52.1 billion, which exceeds purchases of Swedish
shares by foreign investors for SEK 29.2 billion.
The statistics for the financial part of the balance
of payments are difficult to interpret. This can
largely be attributed to the large item ‘other
capital’ which has provided an inflow of capital
of SEK 119.8 billion so far this year. This is
mainly comprised of trade credits and bank loans
from abroad, which are probably connected to
Swedish investments abroad. The government
decided in October that the central government
debt in foreign currency would be amortised by
SEK 25 billion. This amortisation will contribute
to a currency outflow in the financial balance and
comprises part of the outflow of SEK 79.2 bil-
lion that can be attributed to the item of interest-
bearing securities in foreign currency. During the
first seven months of the year, the Riksbank has
increased its foreign-exchange reserves through
the net purchase of foreign assets corresponding
to SEK 22.8 billion, which has also led to a cur-
rency outflow. Altogether the table shows that
Swedish purchases of foreign assets, together
with central government transactions, involve a
large currency outflow in comparison with the
surplus on the current account.



33 Assumptions regarding Interest-rate
and Exchange-rate Developments

The assumptions regarding the development of
interest rates and exchange rates are made on the
basis of the picture of international economic
developments described in the previous chapter
and the picture of the Swedish economy pre-
sented in the following sections. Based on the
picture of the European economy, a moderate
rise in both short-term and long-term interest
rates is expected within the monetary union over
the next few years.

The Swedish inflation rate is expected to re-
main low over the coming years. This means that
it is assumed that there is no need for a more re-
strictive monetary policy. However, Swedish
bond rates are mainly expected to follow the
European interest-rate rise. In addition, it is as-
sumed that the krona will strengthen slightly
compared with the average this year. This is
based on both the expected low inflation rate and
an expected surplus on the current account.

Table 3.2 Interest and Exchange Rate Assumptions

Final entry for each year

1997 1998 1999 2000 2001

Repo-rate 4.35 4.1 4.1 4.1 4.1
Interest rate, 6 mth 4.7 4.3 4.3 43 4.3
Interest rate, 5 yr 5.6 4.6 4.8 5.0 5.0
Interest rate, 10 yr 6.0 49 5.1 5.3 5.3
Diff. Swe-Germany, 10 yr 0.6 0.5 0.3 0.2 0.2
Euro DEM, 6 mth 3.75 3.7 4.1 4.3 4.3
TCW -index 121 122 119 118 118
SEK/USD 79 7.80 755 750  7.50
SEK/German mark 441 450 435 430 430

Sources: Ministry of Finance and Riksbank.
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4 Foreign Trade

4.1 Trade in Goods

As a result of the favourable global economy and
the advantageous product concentration in the
export industry (including the
telecommunication products industry), 1997 was
a very good year for total Swedish exports, which
rose by almost 13 per cent. This year exports
have continued to increase, but at a slower rate.
According to Statistics Sweden’s National
Accounts figures for the first half of 1998,
exports of goods increased by 7.6 per cent
compared with the same period last year. The
economic setback in Asia has had a considerable
influence on Sweden’s trade flows this year. For
instance, according to foreign trade statistics, the
value of Sweden’s exports to Asia (excluding the
Middle East) have fallen by approximately 25 per
cent during the first half of the year, compared
with the same period for the previous year.
Exports to the Asian region currently account
for approximately 8 per cent of total exports of
goods, compared with 11 per cent last year.
However, the decline in exports to Asia has been
more than compensated for by the increases to
Europe (+12 per cent) and America (+7 per
cent). Europe receives around 3/4 of total
Swedish exports of goods and is thereby the
most important market. The primary reason for
the increase this year of exports can be mainly
attributed to favourable economic developments
in the EU and Norway.

Diagram 4.1 Swedish Exports to Selected Regions

Others
2,9%

Asia
(excl. ME)
8,1%

America
11,8%

Africa
1,8%

Europe
75,4%

Source: Foreign Trade Statistics.

More than one half of Sweden’s total export
value stems from the group, engineering
products. Other important export products are
forest products, minerals and chemicals. The
most Important engineering products are
machinery, electrical goods and motor vehicles.
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These goods have also accounted for the largest
rise in exports during the first half of this year.
Within the other categories, exports of paper,
iron and steel, as well as pharmaceuticals, have
developed well.

Uncertainty over the economic situation in
Russia, together with the crisis in Asia, makes it
difficult to assess developments in international
markets and their effects on Swedish exports.
Although direct trade with Russia, for instance,
only comprises approximately 1 per cent of
Sweden’s total exports of goods, other countries
in Eastern Europe and the Baltic region can be
affected by the situation in  Russia.
Approximately 4 per cent of Swedish exports go
to the rapidly growing markets in the Baltic
States and Eastern Europe (excluding Russia).
The direct effects of the situation in Russia
should in any case be limited with regard to
continued economic developments in the rest of
Europe and thus with regard to Swedish exports.

As mentioned earlier, the recession in Asia has
led to a heavy decline in Swedish exports to the
region. During the first six months of this year,
the value of exports to Japan declined by
approximately 40 per cent, compared with the
same period last year. Exports to China during
the same period increased strongly, but this has
not been sufficient to compensate for the total
reduction to the region. Exports to some of the
smaller markets in Asia, such as the Philippines,
Indonesia, Malaysia, South Korea and Thailand
fell by 40 per cent or more compared with the
previous year. However, exports to Hong Kong,
the third largest individual market after Japan
and China, increased by more than 10 per cent.
Export opportunities to Asia over the next few
years are highly dependent on developments in
Japan and China. The international assessment
(see  Chapter 2) assumes that economic
developments in the region will stabilise and that
some recovery will occur next year, driven by
exports. However, there is still great uncertainty
concerning this scenario.

Another factor contributing to the picture of
international  uncertainty  is  economic
developments in countries that are large
exporters of raw materials. One effect of the
crisis in Asia has been that prices for raw
materials have fallen markedly during the first
half of the year. This means that some
economies in South America, Oceania and
Africa have seen their export income decline,
with ensuing falls on the stock exchange and



foreign exchange turbulence. The "spread" effects
of this development to OECD countries may
affect parts of the Swedish export industry with
its traditionally large element of engineering
products if investments in the manufacturing
industry show a general decline.

Diagram 4.2 Export Growth, World Market Growth and
Market Share Growth for Processed Goods
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Developments in international markets give a
divided picture. The most important market area,
Europe, is expected to continue its good
economic development. The economic situation
in the United States is also anticipated to remain
stable, whereby the market growth for the
OECD 14 is expected to increase by around 8
per cent in 1998 and by approximately 6.5 per
cent in 1999. In the light of relatively strong
European market growth, exports of goods are
still expected to rise by almost 6 per cent in both
1998 and 1999.

Price movements during the same period of
time are expected to remain moderate as a result
of stiffening international competition, which
limits opportunities for Swedish firms to raise
prices. An expected appreciation of the krona
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will also contribute to keeping down export
prices. Relative price increases (calculated in a
common currency) between Sweden and abroad
are not expected to lead to Swedish companies
increasing their market shares by any marked
extent.

Imports of goods increased by 12.4 per cent
during the first half of 1998, according to the
National Accounts figures. Statistics divided by
country for the first six months of the year show
an increase in imports from Asia (excluding the
Middle East) of 12 per cent in value. Imports
from China increased considerably, while the
countries worst hit by the economic recession in
the region have not yet increased their exports to
Sweden to any great extent. It is probable that
imports from Asia will increase further when the
effects of the major changes in exchange rates
make an impact in the form of lower import
prices. However, this development is not
expected to affect Swedish manufacturers
initially, but rather importers from other
countries. More than 80 per cent of the total
imports of goods to Sweden come from Europe,
with Germany as the largest individual exporter.
Engineering products account for approximately
half of the imports of goods. As for exports, the
most important products in terms of value are
machinery, electrical goods and motor vehicles.

It is expected that total imports of goods will
increase during the forecast period in line with
the expected increase in demand from consumers
and stronger investment activity. The high
import content in export goods will also begin to
contribute to the high rate of increase of
imports. Imports of goods are thus expected to
in crease by almost 8 per cent in 1998 and by
approximately 7 per cent in 1999.

Table 4.1 Exports and Imports of Goods and Services

SEK, billion Percentage change in volume Percentage change in price

1997 1997 1998 1999 2000 2001 1997 1998 1999 2000 2001

Exports of goods 633.2 113 5.7 5.8 7.2 5.8 -0.2 -0.8 0.3 0.7 1.1
Processed goods 544.0 11.3 6.3 6.5 7.8 6.2 -0.9 -0.5 0.0 0.7 1.1
Exports of services 125.0 14.4 7.0 6.0 3.5 35 6.0 0.7 0.3 1.0 1.6
Total exports 758.2 1.8 5.9 5.8 6.6 5.5 0.8 -0.6 0.3 0.7 1.1
Imports of goods 497.8 10.7 7.8 6.9 6.7 6.0 0.6 -2.5 0.3 0.7 1.1
Processed goods 400.8 12.0 8.3 8.2 7.2 6.3 0.0 -0.8 -0.5 0.7 1.1
Imports of services 136.1 18.1 134 8.0 4.6 4.6 6.3 1.8 0.8 1.8 2.0
Total imports 633.9 12.0 8.8 1.1 6.3 5.1 1.9 -1.4 0.4 0.9 1.2

Note: Exports and imports in the table are reported in accordance with foreign trade statistics.

Sources: Statistics Sweden and Ministry of Finance.
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Altogether, trade in goods is expected to provide
a slightly negative contribution to growth this
year. In the medium-term perspective, exports of
goods are expected to increase by around 6.5 per
cent in the year 2000 and by approximately 5.5
per cent in the year 2001, as a result of interna-
tional economic growth.

4.2 Services Balance

The balance of services showed a severe deficit in
1997, due to the rapid increase in imports of
services. According to the National Accounts
figures, imports of services rose by approximately
18 per cent in 1997. During the first half of this
year, the same item increased by 13.4 per cent
compared with the same period last year. The
services that have shown the largest growth are
‘travel’ and the item ‘other services’. The travel
item includes expenditure by private persons in
connection with travel abroad as well as direct
imports of cars, which have increased in recent
years. The group ‘other services’ includes services
which are mainly in demand by the business
sector, such as, computing/IT services, building
services, financial services, etc. Exports of
services increased by 14.4 per cent in 1997.
During the first half of 1998, exports of services
increased by only 1.2 per cent compared with the
same period for the previous year. The
contribution to GDP growth from the balance of
services was -0.2 percentage points in 1997 and
for 1998 and 1999 it is expected to be -0.4 and
-0.2 percentage points, respectively. The driving
force behind this development is a continued
increase in imports of services in parallel with an
increase in  domestic demand, particularly
through increasing private consumption. An
increase in private consumption is expected, for
instance, to lead to increased tourism abroad in
coming years.

4.3 Current Account Balance

The forecast for the current account balance has
been revised downward considerably compared
with the assessment in the Government Spring
Bill. One reason for this is the significant deterio-
ration in the balance of services which occurred
in 1997 and which is expected to continue during
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the period of the forecast. Another reason is a
change in the assessment of export and import
price movements. Despite the downward revi-
sions, the current account balance is expected to
continue to show a large surplus over the next
few years. The surplus in the balance of trade
compensates amply for the deficit in the balance
of services and in net investment income.

The net investment income item is expected to
improve during the period of the forecast, i.e. the
deficit is expected to decline slightly. One reason
for this is that the diversification of Swedish
savings in foreign shares in recent years should
have a positive effect on net share dividends. Net
interest is also expected to continue to improve
in 1998 and 1999, primarily as a result of a reduc-
tion in the borrowing requirement and thus
lower interest payments. On the other hand,
regular transfers, covering for instance some of
Sweden’s aid to developing countries and its
contribution to the EU, are expected to increase
during the period of the forecast.

The current account balance and, thus, Swe-
den’s total financial balance, are expected to
amount to just over 2 per cent of GDP in the
years 2000 and 2001. Contributing to the high
level of balance is the fact that general govern-
ment finances should show an average surplus of
2 per cent over the period of the economic cycle.

Table 4.2 Current Account Balance

SEK billion

1997 1998 1999 2000 2001

Exports of goods 667.2 667.2 707.8
Imports of goods 498.2 5235 561.2
Trade halance 138.6 143.7 146.6 160.3 170.1
Shipping 5.3 7.4 7.0
Travel -249  -340 -37.8
Other services 0.9 -5.4 -1.9
Services balance -18.7  -320 -38.7
Wages -1.7 -1.7 -1.7
Investment income -456 404 -37.3
net interest -62.1  -63.2 -60.1
direct investment 22.6 26.0 25.0
portfolio shares -6.1 -3.2 -2.2
Other transfers -25.0 -28.0 -29.0
Current account 41.1 41.6 39.9 44.4 49.4
balance
Capital transfers -0.3 0 0

Financial balance,
per cent of GDP 2.1 2.3 2.1 2.2 2.4

Note: The current account balance is according to Riksbank definition.
Sources: Riksbank and Ministry of Finance.




5 Business Sector Output

Business sector activity is expected to further
strengthen during 1998 and 1999. Total output is
estimated to grow by slightly more than 3.5 per
cent per annum compared with 3 per cent for
1997. The export-driven upturn of last year has
spread to more areas within the business sector
during the first half of this year. A turnaround in
construction activity occurred during the first
half of this year and the recovery is expected to
strengthen during the forecast period. Continued
low interest rates and an improved financial
situation for households are anticipated to result
in an upturn in housing output while, at the same
time, expansion within the business sector will
lead to an increase in construction of commercial
premises.

On the other hand, industrial activity will
weaken somewhat during coming years. Lower
global market growth will result in export firms
entering a slower phase of expansion. Differences
between growth rates in various industries are,
however, large. The base industry is expected to
be affected the most by the lower growth rate in
the world economy, while the telecommunica-
tions industry will experience continued strong
growth. The private services sector is expected to
grow somewhat more rapidly during 1998 and
1999 than during the last few years. An increas-
ingly larger share of the anticipated growth in
output in the services sector will be derived from
industries targeting households and from indus-
tries dependent on developments with invest-
ments, such as, the retailing of goods, hotels and
restaurants, and consulting firms.

Table 5.1 Business Sector Output

Percentage change in volume

1996 1997 1998 1999 2000 2001

Agriculture, fisheries and

forestry 3.0 46 00 05
Manufacturing and

mining 2.1 54 46 45 40 29
Electricity, gas, thermal

and hydropower 02 18 05 -1.0
Construction 0.8 -54 49 6.1

Business sector services 2.6 29 35 3.6

Total business sector 21 3.0 3.7 38 36 28

Sources: Statistics Sweden and Ministry of Finance.

In a medium-term perspective, that is, between
1999 and 2001, a larger share of growth in output
in the business sector is expected to become
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more focused on the domestic market. This will
result in continued expansion in the construction
sector, while the rate of increase for manufac-
turing and mining output will be lower than for
the next two years, due to a decline in the contri-
bution of net exports to economic growth.

5.1 Manufacturing and Mining

Industrial activity was strong for most of last
year, with a marked increase in output during the
second half of 1997. A strong contributing factor
to this favourable development was continued
prosperity within the electrical engineering and
telecommunication products industries. These
industries accounted for almost one-half of the
total growth in manufacturing and mining out-
put. During the first half of this year, industrial
activity has slowed, mainly due to developments
in the Asian region. As a result of the recession in
Asia, market growth for Swedish export goods
will be considerably lower both this year and next
year compared with 1997, which will have a mod-
erating effect on the output of export goods. The
Swedish export 1ndustry is somewhat more ex-
posed to the Asian region than EU manufactur-
ing as a whole, but the crisis-affected countries in
Asia constitute a comparatively small market.

Countries in Western Europe comprise the
most important market for the Swedish export
industry and strong investment activity within
EU will compensate, to some extent, for the
weak growth in Asia. The expansion of capital
stocks in Europe is favourable for Swedish
manufacturing, since it is largely specialised in the
production of investment goods. However, there
is a significant risk that the upturn in investment
within EU will cease next year if the Asian crisis
results in more widespread effects than has been
assumed in the forecast.

The strong growth in domestic consumption
and investment is also expected to result in a
more rapid increase in output in domestic
manufacturing than has been the case for the last
few years. Overall, manufacturing output is esti-
mated to increase by approximately 4.5 per cent
both this year and in 1999. Consequently, the
growth rate measured as an annual average is
lower than for 1997. However, growth in output
for the next 12 months will be considerably
slower than last year, reflecting somewhat weaker
industrial activity.
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The increase in output up until and including
1999 is expected to be greatest in the investment
goods industry, but growth in other industries
targeting the domestic market will also increase.
On the other hand, growth in production in the
intermediate goods industry (the forest industry,
among others) will be considerably lower than
last year. The Asian crisis has significantly
reduced the demand for intermediate goods and
prices have fallen. According to the latest
Business Tendency Survey for August from the
National Institute of FEconomic Research,
marked increases in stocks have arisen within the
forest industry. This is expected to lead to
production restrictions during the autumn.

Table 5.2 Selected Industrial Statistics

Percentage change

1996 1997 1998 1999

Industrial production 2.1 5.4 4.6 45
Hourly wage costs 1.6 4.7 3.4 2.9
Productivity 2.4 6.5 4.0 3.5
Unit labour costs, (ULC) 5.1 -1.7 -06  -0.6
ULC, 14 OECD countries 1.0 -0.6 0.9 1.1
ULC, 14 OECD countries in SEK -8.2 3.5 08 -03
Relative ULC, SEK 14.5 -5.3 -1.7 -0.4
Profit margin, change -2.2 0.1 1.3 0.1
Gross operating surplus' 342  35.0 37.8 383

'Gross operating surplus refers to the share of value added at factor prices.
Sources: OECD, National Institute of Economic Research and Ministry
of Finance.

Industrial capacity utilisation rose to the high
figure of 90.1 per cent during the second quarter
of this year, but is expected to fall somewhat to-
wards the end of 1999. The high investment level
within manufacturing will result in capital stocks
increasing by about 9 per cent between the end of
1997 and the end of 1999. At the same time, out-
put within manufacturing is foreseen to increase
by approximately 7 per cent. The fall in capacity
utilisation in combination with a moderate in-
crease in employment should ensure that the risk
of bottlenecks causing inflationary pressures
within manufacturing during the period up until
the end of next year, is small or non-existent.
During the year immediately following the
depreciation of the Swedish krona in the autumn
of 1992, wages in Sweden increased more rapidly
than in the rest of the world. In spite of this, the
favourable competitive situation was largely re-
tained due to the significant increase in produc-
tivity during this period. It is probable that the

recession resulted in an increase in the potential
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for rationalisation for a number of years and this,
in turn, led to the high growth in productivity
(see Chapter 6).

Diagram 5.1 Manufacturing and Mini
Produc in Sweden Compared
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Sources: OECD, Statistics Sweden and Ministry of Finance.

The competitive situation for Swedish manufac-
turing will improve somewhat up until 1999 from
an already favourable starting-point. Wages are
expected to increase in line with wages in the rest
of the world while, at the same time, Swedish
growth in productivity will be slightly higher. As
a consequence, relative unit labour costs in
manufacturing, measured in a common currency,
are estimated to decrease somewhat between
1997 and 1999. With the wage agreements
reached in the spring, wages will probably de-
velop up until the year 2000 in line with wages in
countries that are Sweden’s most important
competitors. This will be a contributing factor to
a decline in the previous very high productivity
growth rate.

International price increases have been lower
than was anticipated in the Government Spring
Bill. Until now, the immediate effects of the
Asian crisis have been falling prices in raw mate-
rials which has meant low or even falling prices
for intermediate goods in both Sweden and the
rest of the world. Apart from this, the Asian cri-
sis is expected to result in price competitiveness
gradually increasing for manufactured goods
when industrial firms in the Asian region try to
gain market share. In addition, wages and pro-
ductivity will develop favourably, from a cost
perspective, within the OECD countries during
coming years which will limit total price increases
for manufacturing products both this year and
next. In all, prices in the world market will rise by
slightly less than 1 per cent per annum, which



will also have a moderating effect on the price of
Swedish manufacturing goods.

Diagram 5.2 Manufacturing and Mining’s Share of Gross
Operating Surplus

Per cent
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Sources: National Institute of Economic Research and Ministry of Finance.

In Sweden, low import prices, limited wage in-
creases and continued favourable growth in pro-
ductivity are expected to result in variable costs
per produced unit remaining more or less the
same between 1997 and 1999. At the same time,
the relatively weak Swedish krona is expected to
allow export firms to increase their profit mar-
gins to a limited extent. The forecast assumes
that firms experiencing tighter conditions in the
domestic market will improve their profitability
somewhat during the coming years when do-
mestic demand picks up. For manufacturing and
mining as a whole, product prices weighted to-
gether are estimated to rise by slightly less than 1
per cent per annum. This will result in profitabil-
ity, measured as gross operating surplus as a per-
centage of added value, rlslng to 38.3 per cent in
1999, which is a hlgh level in comparison with
other OECD countries. The expected small rise
in prices within manufacturmg will contribute to
consumer prices increasing at a very slow rate for
some time to come.

5.2 Construction

Construction activity has gradually strengthened
this year after having experienced weak growth in
1997. The turnaround this year is mainly the re-
sult of increased construction investment in the
business sector together with an increase in civil
works construction (for example, the Oresund
Bridge). As from next year, residential invest-
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ment is expected to take over as the driving force
behind construction activity. In all, production is
estimated to increase by 5 per cent this year and
by 6 per cent next year.

Table 5.3 Construction

SEK, billion Annual percentage change
1997 1996 1997 1998 1999

Construction

investment 101.7 1.9 -13.1 83 104
Business sector 56.5 0.9 -5.2 9.3 8.3
Authorities 213 -71.8  -16.2 7.9 1.3
Housing 238 131 -25.7 6.2 235

Repairs and

maintenance 85.2 1.1 3.9 0.7 0.0

Total 186.9 1.6 -6.6 5.0 6.1

Sources: Statistics Sweden and Ministry of Finance.

During recent years, general economic growth
has rapidly improved the conditions for con-
struction activity. Total GDP growth in the
economy is expected to be good during the years
leading up to the turn of the century while, at the
same time, interest rates will remain at present
low levels. The construction industry can there-
fore be expected to expand heavily during com-
ing years and grow in line with, or more rapidly
than, the overall economy.

Residential construction has been low since
the beginning of the 1990s. This, together with
the reduction of housing subsidies and the ex-
tremely high real rates of interest, has resulted in
an adjustment of housing stocks to new equilib-
rium levels. The adjustment process is now likely
to be more or less completed, which is expected
to mean that favourable household incomes to-
gether with improvements in the labour market
situation will to lead to a gradual increase in the
demand for housing. Most indicators point to an
improvement in residential construction. In
growth regions, the price relationship between
newly constructed housing and housing in the
second-hand market is such that construction is
proving profitable. The order situation for con-
struction consultants and architects has also im-
proved, and the latest Business Tendency Survey
for the construction industry from August, indi-
cates increased residential construction from now
on. As a result of lengthy lead times in the con-
struction process, a more marked upturn in resi-
dential construction will probably not be notice-
able until next year.

The significant increase in output within the
business sector is expected to result in an expan-
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sion in capacity in coming years. Construction of
new commercial premises has been very low
during recent years. Investment has mainly been
in the renovation of and extensions to existing
properties. However, the relatively marked in-
crease in consumption together with develop-
ments in employment should result in a gradual
increase in new construction of, above all, com-
mercial and office premises. The vacancy ratio,
that is the number of vacant premises in relation
to supply, has fallen to levels that justify new
construction in expanding areas, at the same time
as profitability can be significantly improved. A
number of government investment programmes
will also contribute to the increase in output in
the construction sector during coming years. For
instance, approximately SEK 1.5 billion per an-
num has been earmarked for a conversion pro-
gramme for the energy sector. For the period
1998 to 2001, a total of SEK 6.8 billion has been
allocated for a programme for ecological sustain-
ability. This year, civil works construction will be
further supported by the building of the city rin-
groads and the Oresund Bridge.
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6 The Labour Market

Towards the end of last year, employment began
to rise. So far this year, the number of people
employed has increased by around 60,000, when
adjusted for seasonal variations, and now lies at
approximately the same level as at the beginning
of 1996. The supply of labour, which fell heavily
in autumn 1997, has also risen since the start of
the year, although not as rapidly as employment.
Altogether, the rise in employment and the
growth in the supply of labour mean that the fig-
ures for registered unemployment will fall from
8.0 per cent in 1997 to 6.6 per cent this year. The
prognosis for coming years is for favourable eco-
nomic development in both Sweden and the rest
of Europe, which should lead to a continued rise
in employment. At the same time the supply of
labour will be held back as the number of educa-
tion and training places increases even further.
This will result in registered unemployment fal-
ling to 4.0 per cent by the end of the year 2000.
The conditions necessary for good economic
growth and a strong growth in employment are a
continuing good global economy and the labour
market and wage formation functioning prop-
erly. To bring registered unemployment down to
4.0 per cent also requires that the education and
training initiative be aimed at persons who would
otherwise have been registered as unemployed as
well as all the extra education and training places
being made available.

Table 6.1 Labour Market

Annual percentage change

1997 1998 1999 2000 2001

GDP, producer prices 2.0 3.1 3.1 3.0 2.4
Productivity 2.9 2.0 1.9 1.4 1.4
Number of hours worked -1.1 1.1 1.2 1.5 1.0
Average hours worked -0.1 -0.2 -0.3 -0.2 -0.1
Number of employed -1.0 1.3 1.5 1.8 1.1
Labour force -1 -0.2 0.5 0.4 0.6
Registered

unemployment’ 8.0 6.6 5.7 4.4 4.0
Labour market

programmes’ 4.3 3.9 3.9 3.8 3.5

! Percentage of labour force.
Sources: Statistics Sweden, the National Labour Market Board and Minis-
try of Finance.

Employment

During the next few years, employment is ex-
pected to rise at a relatively rapid rate as a result
of a strong upturn in output. This year, the num-
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ber of people employed is expected to rise by
52,000 and next year it is expected to rise by
59,000 persons, measured as an annual average.
One factor, which supports the assumption of a
rise in employment, is that the number of job va-
cancies has increased gradually since the middle
of 1997. From an historical point of view, this
has been a good indicator of the development of
employment. Diagram 6.1 shows that the devel-
opment of employment has followed the devel-
opment of the number of job vacancies accom-

panied by a slight lag.

Diagram 6.1 Number of Newly-Reported Vacancies and
Number of Employed
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Sources: The National Labour Market Board and Statistics Sweden.

The National Labour Market Board’s latest sur-
vey of 9,000 work places also shows that opti-
mism with regard to the next few years has in-
creased considerably both within the business
sector and the general government sector. For
the first time during the 1990s, all the Swedish
counties are positive in their assessment of future
employment prospects, according to the Na-
tional Labour Market Board.

Employment in the business sector has in-
creased by approximately 35,000 people so far
this year, when the figures are seasonally ad-
justed. It is mainly the private services sector that
has been behind this rise. However, manufactur-
ing and the construction sector have also noted
some upturn. Employment in agriculture and
forestry, however, 1s contmumg to fall.

The demand for private services is expected to
continue to be strong as a result of private con-
sumption rising and investment activity increas-
ing. It is therefore expected that this sector will
also show the largest rise in employment next
year. Manufacturing output is expected to grow
at roughly the same rate next year as this year. To
meet this rise in production, it is estimated that
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employment within manufacturing needs to rise
by 17,000 people between 1997 and 1999. Activ-
ity in the construction sector has risen weakly
this year. Next year, a more marked increase in
residential construction is expected, which will
lead to a rise in employment of 8,000 people,
measured as an annual average. Altogether, the
number of people employed in the business sec-
tor is expected to increase by approximately
86,000 between 1997 and 1999.

Employment within municipal authorities has
increased by approximately 25,000 people, when
seasonally adjusted, since the beginning of this
year. The rise in employment is probably an ef-
fect of the fact that central government grants to
the local government have been raised and by the
need of recruitment for teachers increasing in
connection with the expansion in the number of
education and training places. Employment is
also expected to rise slightly within municipali-
ties and county councils in 1999. However, the
scope for an increase in employment is limited, as
both municipalities and county councils are
bound to achieve a balanced budget with effect
from the year 2000 (see Chapter 11). Employ-
ment within central government authorities is
expected to decline slightly. Overall, employ-
ment within the general government sector is ex-
pected to rise by 24,000 people between 1997 and
1999.

Table 6.2 Employment in Different Sectors

Thousands

1997 1998 1999 2000 2001

Private sector 2695 2732 2781 2842 2874
Agriculture and forestry 109 102 98

Manufacturing and

mining 800 806 817

Construction 218 220 228

Private services 1569 1604 1638

Public authorities 1223 1238 1247 1258 1270
Central government 189 188 188

Local government 1034 1050 1060

Total 3922 3973 4032 4104 4148
Total labour force 4264 4255 4276 4294 4321

Sources: Statistics Sweden and Ministry of Finance.

Given continued positive developments in the
global economy, GDP is expected to rise by ap-
proximately 3 per cent per annum in the years
2000 and 2001 i.e. at almost the same rate of in-
crease as in the years 1998 and 1999. The neces-
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sary conditions for such a relatively strong rise in
GDP is that the labour market and, in particular,
wage formation function well so that the avail-
able resources in the labour market can be mobi-
lised, without wage rises pushing up inflation. In
the light of the good growth in the economy, it is
estimated that employment could increase by a
further 116,000 people or so between 1999 and
2001. Similar to the situation in the years 1998
and 1999, the largest rise in employment will take
place within the private sector.

Diagram 6.2 Number of Employed and People in Labour
Force
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Awverage Hours Worked

The number of hours worked is expected to de-
velop slightly more weakly than the number of
those employed during the forecast period. This
is due to the fact that the average number of
hours worked is expected to fall slightly, partly as
a result that sick leave, which has fallen consid-
erably thus far in the 1990s, is likely to rise
slightly as the labour market situation gradually
strengthens. So far this year, a slight rise in the
amount of sick leave has been noted. Another
factor, which may contribute to a reduction in
the average number of hours worked, is that sev-
eral central wage agreements signed this year in-
clude a reduction in working hours. Some agree-
ments also contain an increased opportunity for a
more flexible distribution of working hours,
which may lead to less overtime.

Productivity

During the period 1998-2001, productivity is ex-
pected to increase at a slower rate than would be
suggested historically with a GDP growth rate of
3 per cent per annum. The increase in productiv-
ity is also expected to be lower than the average
so far during the 1990s. The rapid increase in
productivity during the economic recession at



the beginning of the 1990s was probably tempo-
rary and most likely caused by a number of inter-
dependent factors. One partial explanation may
be that the very weak economy created pressures
for rationalisation. This meant that firms with
relatively low productivity potential could not
cope with the competition and were pushed out
of the market and that it was primarily people
with relatively high competence and work capac-
ity who managed to obtain and retain jobs. Rapid
progress in information technology and deregu-
lation in certain industries have probably also
contributed to a high growth in productivity. It is
difficult to determine whether the rapid increase
in recent years indicates a trend towards higher
productivity growth, but the assessment is that
the rationalisation potential is lower today than it
was at the beginning of the 1990s. In addition,
the profit levels of manufacturing firms are high,
seen from both an historical and an international
perspective, which reduces rationalisation pres-
sures. If the wage increases are limited to ap-
proximately 3 per cent for the next few years, this
will contribute to lower rationalisation pressure.
The driving forces behind the rise in output are
also assumed to switch from export to domestic
demand, which tends to moderate increases in
productivity.

Labour Market and Education & Training Policy
Measures

In recent years, several different types of new
measures have been introduced. The number of
education and training places in both adult edu-
cation and at universities and colleges has in-
creased. As part of labour market policy, such
things as, temporary severance pay, resource
work, the IT initiative and increased municipality
involvement to activate young people have been
introduced. Temporary severance pay means that
unemployed people between the ages of 60 and
64 in autumn 1997 were given the opportunity to
receive unemployment benefits without needing
to put themselves at the disposal of the labour
market for the years remaining until their retire-
ment. According to the National Labour Market
Board, approximately 18,500 people received this
type of measure. Resource work means that em-
ployers in the general government sector are
given the opportunity to take on a person who
has been long-term unemployed, to carry out
quality improvement work for a limited period of
time for a remuneration equivalent to unem-
ployment benefits. The greatest number of peo-
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ple involved in this measure was just over 5,000
in spring 1998. The IT initiative is an agreement
between the government, the Federation of
Swedish Industries and representatives of IT-
firms to introduce training within the framework
of labour market policy programmes. This train-
ing is expected to comprise 10,000 people from
December 1, 1997 to the end of 1999 and is
aimed at counteracting the lack of competent and
professionally qualified personnel in the IT field.
Despite the introduction of several new measures
in recent years, the average number of people in
labour market policy measures has declined by
approximately 20,000 between 1997 and 1998.
The main cause of this is that the number of
places in work experience schemes and work
place introduction programmes has declined
compared with last year. The estimated volume
of measures in 1998 has been revised downward
compared with the Government Spring Bill,
from 179,000 to 165,000. This volume 1s assumed
to remain the same in 1999 and 2000, to then de-
cline to 150,000 in 2001.

Table 6.3 Labour Market Programmes

Thousand people
1996 1997 1998 1999 2000 2001

Within the labour 41 32 38 40 36 33
force

Temporary

employment 8 7

Recruitment subsidy 12 4

Trainee temporary

replacement scheme 10 4

Start-up grants 10 12

Public temporary

workers 0 5

Outside the labour

force 155 152 127 125 129 117
Labour market

training 46 37

Work experience

scheme 52 53

Local government

programmes for 13 14

young people

Computer centres 12 14

Workplace

introduction 32 34

Total 196 185 165 165 165 150

Note.: For the years 1998-2001, local government responsibility for young
people under 25 years of age are included within labour market pro-
grammes. For 1997 and 1998, people within resource work and the IT-
initiative are also included. People within recruitment subsidy, trainee
temporary replacement and temporary employment programmes are
placed together under the individual employment support programme.

Sources: The National Labour Market Board and Ministry of Finance.
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The Labour Force

The supply of labour fell heavily in autumn 1997,
mainly as a result of the number of places in adult
education and universities and colleges being in-
creased and of the introduction of temporary
severance pay. Since the beginning of the year,
more people have sought their way into the la-
bour market as employment has increased. This
development is expected to continue over the
next few years. However, the rise will be limited
by the further expansion in the number of edu-
cation and training places. On the other hand,
temporary severance pay granted in autumn 1997
will contribute to a higher net addition to the
supply of labour over the coming five years than
if this measure had not been introduced. The rea-
son for this is that the number of people who will
retire at the age of 65 is becoming fewer i.e. peo-
ple leaving the labour market as a result of re-
tirement will become less than it would other-
wise have been. This year, the supply of labour
will also be affected by the number of people in
labour market programmes who are not counted
as part of the work force declining compared
with last year. Overall, the supply of labour is ex-
pected to rise by approximately 40,000 people
during the course of 1998. When measured as an
annual average, however, the labour force is re-
duced by just over 10,000 people as a result of the
heavy fall last autumn. Between 1998 and 2001,
the supply of labour will increase by a further
65,000 people or so, while almost 50,000 people
are expected to become part of the available la-
bour force. This means that the labour force par-
ticipation rate i.e. the labour force as a percentage
of the population, will rise from 76.8 per cent in
1997 to 77.0 per cent in the year 2001. This is still
approximately 7 percentage points lower than in
the year 1990, when the labour force participa-
tion rate lay at a record high level. If one adds to
this the increase which has occurred in the num-
ber of study places and the number of labour
market policy programmes outside the labour
force since the year 1990, a broader measure of
the supply of labour is obtained. This extended
measure fell from just over 84 per cent of the
population between 16 and 64 years of age in
1990 to a lowest point of 81 per cent in 1994, af-
ter which it is expected to rise to almost 83 per
cent in the year 2001.
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Diagram 6.3 Population in Age Group 16 — 64 Distributed
by Group
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Registered Unemployment

Since the summer of 1997, registered unem-
ployment has fallen by just over 1.5 percentage
points to approximately 6.5 per cent, when sea-
sonally adjusted. During the next few years, the
rapid rise in employment, combined with rela-
tively modest growth in the supply of labour, is
expected to lead to registered unemployment fal-
ling to 4.0 per cent by the end of the year 2000.
The labour market policy measures will then
comprise approximately 3.5 per cent of the la-
bour force.

Diagram 6.4 Registered Unemployment and People in
Labour Market Programmes
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Sources: Statistics Sweden, The National Labour Market Board and Ministry of Finance.

Risks in the Forecast

A prerequisite for being able to reduce unem-
ployment to 4.0 per cent is that the education
and training initiatives will continue to be aimed
at people who would otherwise be registered un-
employed and that the number of education and
training places increases as planned. During
autumn 1997, there were no major difficulties in



filling these new places. This may be more diffi-
cult in the future, as a result of, for instance, a
shortage of teachers or problems recruiting peo-
ple with the right educational and training needs.
The prospect of filling the number of education
and training places up to next summer increased
in that the right to obtain a study grant for adult
education was extended from 1 to 2 years for
those who began their courses in autumn 1997.
Although the conditions for high economic
growth and a rapid increase in employment are
good, there is a risk that employment will de-
velop more weakly than assumed in the forecast.
The global economy may weaken if the crises in
Asia and Russia become more extensive and
prolonged than assumed in the forecast. The
consequences for Swedish growth and employ-
ment of this type of development are dealt with
more closely in Chapter 12. Another risk is that
wage rises could increase by more than 3 per cent
per annum (see Chapter 7). This problem may
arise if firms, despite high unemployment, can-
not recruit sufficient competent labour or if
matching problems arise in the labour market as a
result of a lack of mobility in terms of geography,
profession or industry. This could lead to a
higher wage drift and poorer growth in employ-
ment than assumed in the forecast. There are
presently already signs that there is a shortage of
certain types of labour. According to the Na-
tional Labour Market Board, the county labour
boards are pointing out that there are growing
shortages in a number of professional groups.
The National Institute of Economic Research’s
surveys for manufacturing and for the services
sector indicate that there is primarily a shortage
of technicians and industry-specific specialists in
certain sectors, particularly the computer indus-
try and consulting. The number of new vacancies
registered is also tending to remain in place to a
greater extent than before, which may mean that
the employers are finding it difficult to find the
right people to employ. The matching problems
in the labour market can be illustrated by a
Beveridge curve, which shows the total of regis-
tered unemployed and people within labour mar-
ket policy programmes in relation to the number
of remaining job vacancies (see diagram 6.5). The
listing for 1998 shows that the number of re-
maining vacancies has increased, at the same time
as the total number of unemployed and people
within labour market programmes have declined.
The curve also shows that the number of re-
maining job vacancies is higher than before at a
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given level for the total of people within pro-
grammes and unemployed. This indicates that it
is more difficult to fill the vacancies now than it
was before i.e. matching problems seem to have
increased.

Diagram 6.5 The Beveridge Curve
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7 Wages

Centralised wage agreements for the years 1998-
2000 have now been finalised for virtually the
whole of the labour market. The majority of
agreements run for 3 years. In many of the
agreements, however, the final year of the agree-
ment may be cancelled. For the economy as a
whole, it is estimated that the agreements will re-
sult in wage increases on average of 2.6 per cent
per annum, which is approximately one percent-
age point lower than the agreed wage increases
that the previous wage agreement gave rise to. In
some agreements, the parties or independent ar-
bitrators have also reported estimates of wage
drift for the next few years. The assessments vary
between 0 and 0.8 per cent per annum, with a
weighted average of 0.5 per annum. The forecast
presented here is dependent on the increase in
wages being in accordance with these estimates
1.e. that wage drift for the whole labour market is
limited to an average of 0.5 per cent per annum.
Total wage increases are estimated in this context
to be slightly more than 3 per cent on average per
annum for the years 1998-2001.

Table 7.1 Hourly Wages

Annual percentage change

1996 1997 1998 1999 2000 2001

Manufacturing and

mining 74 45

Agreement 3.7 31 29 15 24
Wage drift 3.6 1.4

Construction sector 34 38

Agreement’ 26 38 31 19 -
Wage drift 0.8 0.0

Private services 56 4.4

Agreement 45 36 31 27 25
Wage drift 1.1 038

Central government

authorities 74 43

Agreement 50 35 19 25 25
Wage drift 24 08

Local government

authorities 58 A8

Agreement 53 47 23 27 35
Wage drift 05 0.1

Total 60 45 33 29 32 30
Agreement 44 38 28 24 21
Wage drift 1.7 07 05 05 05

"The agreement for construction workers, which is the largest group with-
in the construction sector, runs only until the 31 September 1999. No
agreement is therefore included in the table for this sector in the year
2000. Sources: Statistics Sweden and Ministry of Finance.
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The Agreements

Since the last round of wage negotiations in 1995,
negotiation arrangements in some agreements
have changed, and this has probably affected the
wage negotiations this year. In connection with
the Government Spring Bill for 1996, the gov-
ernment requested the parties in the labour mar-
ket to submit their views on future wage forma-
tion and to jointly formulate the changes to the
negotiating system and wage formation necessary
to ensure that wage formation functions more
efficiently. The background was that the 1995
wage negotiations resulted in comparatively high
wage increases. The proposed actions, which the
various parties submitted, differed significantly
from each other. It emerged, however, that there
was a broad area of consensus among parties in
the labour market regarding the importance of
wage formation in combating unemployment.
The most concrete change took place within
manufacturing and mining, where the parties
signed an agreement, which included, among
other things, new negotiating arrangements.

Another change from the previous wage ne-
gotiation round is that employers were seen to
place greater weight on the co-ordination of
wage negotiations. Employers in the private sec-
tor advocated that agreements within the manu-
facturing industry exposed to competition, where
the negotiations were run on the basis of the new
and more structured negotiating arrangements,
should be concluded before other agreements.
From the viewpoint of the employees, the unions
affiliated to the Swedish Trade Union Confed-
eration were all united around a co-ordinated
wage claim, which was valued in total at 3.7 per
cent, including wage drift.

The wage negotiations this year resulted in
agreements which are estimated to lead to wage
increases on average of 2.8 per cent this year, 2.4
per cent in 1999 and 2.7 per cent in the year 2000
for the economy as a whole. The somewhat
lower figure for wage increases in 1999 than in
the other years is due to the fact that some of the
three-year agreements are divided into two peri-
ods 1.e. revisions to the agreements will take place
on two occasions only, at the beginning of 1998
and at the end of 1999. This means that wage in-
creases measured as an annual average will be low
in 1999.

In several of the agreements concluded this
year, the previously introduced trend towards
more freedom for wage determination at the lo-
cal level has further strengthened. In some of the



agreements there are no centrally determined
wage increases. In a number of other agreements,
a general wage increase is laid down which will
only apply in the event that the parties do not
reach agreement at the local level. This makes it
difficult to determine what the final wage in-
creases resulting from the agreements will be. It
also makes it more difficult to distinguish be-
tween agreed wage increases and wage drift.

For the majority of local government employ-
ees, only the minimum threshold for wage in-
creases has been laid down. This means that there
is considerable uncertainty over the size of final
wage Increases.

One element common to many agreements 1s
that, within the framework of the total agreed
wage increases, a certain amount of flexibility in
wages has been allowed for cutting working
hours. In some agreements, reductions in work-
ing hours can be taken as increased time off, pen-
sion or increased wages. Flexibility in accommo-
dating working hours has also increased in some
agreements.

Wage drift

Since 1980, wage drift has amounted on average
to just over 2 per cent per annum. The greatest
wage drift has been recorded within manufac-
turing and mining. Since the mid-1990s, wage
drift has been somewhat lower than the historical
average, at just over 1 per cent per annum. This
must still be regarded as relatively high wage
drift, given the weak labour market situation and
the relatively high wage rises agreed in the 1995
round of wage negotiations. In addition, inflation
has been very low over recent years, significantly
lower than inflationary expectations at the time
of the wage negotiations in 1995. This should
have contributed to low wage drift, since in-
creases in real wages were considerably higher
than the parties contemplated when the agree-
ments were signed.

There are several factors that suggest that wage
drift in the next few years can be limited to 0.5
per cent per annum. Price pressures in the econ-
omy are expected to continue to be low (see
Chapter 8), and this can be expected to moderate
wage drift. Real wages will, with the nominal
wage increases assumed in the forecast, rise on
average by 2.2 per cent per annum. This is con-
siderably more than the average increase in real
wages between 1970 and 1997.
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Diagram 7.1 Hourly Wage Growth in Total Economy
Annual percentage change
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Sources: Statistics Sweden and Ministry of Finance.

Since individual wage determination will take
place to a greater extent than before at the local
level, employers will have greater opportunity to
distribute wages directly with reference to indi-
vidual performance and the recruitment situation.
That means that there is less of a need than be-
fore to adjust the relative wage position among
their employees via wage drift. In some agree-
ments there are also elements of greater flexibil-
ity in accommodating working hours, and this
may lead to reduced overtime costs.

Other factors which point towards low wage
drift are that as from 1999, it is not anticipated
that there will be any more rises in employee
contributions and income tax, and that greater
attention will be paid to wages than was the case
in the last round of wage negotiations. The co-
operation agreement within the manufacturing
industry, the Swedish Trade Union Confedera-
tion’s common wage claim, and the estimates of
wage drift made by the parties or the arbitrators
in some agreements, are likely to place greater
pressure than before on the parties to hold wage
drift down. That the views on future wage for-
mation contained in the submissions from the
different parties show a broad consensus on the
importance of wage formation in combating un-
employment, probably contributed to ensuring
that the agreements for the years 1998-2000 will
be lower than for the preceding three-year pe-
riod. It may also be expected to contribute to
limiting wage drift, so that total wage increases
will not lead to deterioration in Sweden’s com-
petitiveness and to retarded growth in the econ-
omy. Firms have limited scope to pass increased
costs on to consumers, when monetary policy is
aimed at achieving the inflation target. Interna-
tional price competition, which will probably be-
come sharper in the near future as a consequence
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of the effects of the Asian crisis on the world
economy, will also make it more difficult to raise
prices. In the light of this, high wage increases
will principally create pressure on firms to ration-
alise their operations, which has a moderating
effect on growth in employment. If firms are un-
able to increase productivity at the same rate as
the rise in real wages, their profit margins will
fall. This will also act as a brake on growth in the
economy, and will impair growth in employ-
ment. Increased awareness of these relationships
is likely to contribute to low wage drift.

Even though there are a number of factors
which point to low wage drift in the future, there
is still a risk that wage drift will be higher than is
assumed in the forecast. As demand for labour
increases, there may be a shortage of workers in
certain industries, and this can increase wage
pressures. If wage drift will be high in certain in-
dustries or for some professional groups, there is
a risk that wage drift will also be driven up in
other industries as well. Historically, there has
been substantial linkage between wage increases
in different industries and sectors, despite the
fact that conditions, such as the profit situation
or developments in employment, have varied.

As mentioned above, some agreement struc-
tures make it difficult to determine the size of
wage increases. The fact that the majority of local
government employees have only been given a
minimum threshold for the agreement may in-
volve substantial wage increases over and above
this threshold, which would be recorded as high
wage drift within this sector. Only the Swedish
Municipal Workers” Union has laid down defini-
tive agreed wage increases. The agreement gives a
wage rise approximately 1 percentage point
higher per annum than the increases defined as
the minimum threshold in the other agreements.
This involves a risk that wage increases in other
areas will exceed the minimum threshold by 1
percentage point. This applies in particular to
members of the Swedish Association of Health
Professionals, who have been promised for the
years 1998 and 1999 0.5 percentage points more
than the other county council employees, under
an agreement signed in 1995.

International Comparisons

So far during the 1990s, wages in Sweden have
risen by a few tenths of a percentage point per
annum more than the average in the rest of
Europe. The substantial increases in costs have
been offset by a weaker currency and a more

40

rapid growth in productivity in Sweden. In the
next few years, productivity is expected to grow
at about the same rate as in the rest of Europe. At
the same time it is assumed that the Swedish
krona will strengthen. In this context it is im-
portant that wages in Sweden do not increase
more rapidly than in most countries important to
Sweden in terms of competition. This will avoid
any deterioration in competitiveness for Swedish
export industries. If firms cannot compensate for
possible higher cost increases through rational-
ising their operations or reducing their profit
margins, they will be forced to increase export
prices. This would lead to reduced demand for
Swedish goods, which would curb growth and
employment. The wage increases assumed in the
forecast are generally in line with developments
in the rest of Europe.

Table 7.2 Compensation per Employee in the Business
Sector According to OECD!

Annual percentage change

1996 1997 1998 1999
Germany 2.4 2.2 1.8 1.9
France 2.8 3.3 2.3 2.4
Italy 4.3 4.4 3.2 2.8
Great Britain 3.3 4.9 5.4 4.8
Austria 2.0 2.0 2.2 2.1
Belgium 1.0 2.7 2.5 2.6
Denmark 3.6 4.0 4.3 4.7
Finland 2.9 1.7 3.4 2.8
Greece 10.9 9.5 6.7 5.5
Ireland 3.5 4.9 6.0 5.9
the Netherlands 2.1 2.5 2.7 3.6
Portugal 5.5 6.0 4.1 4.0
Spain 3.6 3.1 3.0 3.5
Sweden' 6.2 3.6 4.1 4.0
EU 3.3 3.5 3.1 3.1

'OECD’s forecast. See footnote 1.
Sources: OECD Economic Outlook, June 1998.

The OECD’s estimate of compensation per employee include social in-
surance fees such as sickness insurance, while other employer contribu-
tions, which are pure payroll taxes, are not included. In Sweden, a change
between social insurance fees and payroll taxes occurred in 1997, which
held back labour costs by 1.1 percentage points according to the OECD
estimate, notwithstanding that the change does not affect total employer
contributions. Because labour costs are measured per employee and not

per hour, the estimate is also affected by changes in average hours worked.



8 Inflation

Inflationary pressures in the Swedish economy
are currently very low. This is illustrated, for in-
stance, by the fact that the consumer price index
(CPI) was unchanged between August 1997 and
August this year. Conditions are favourable for
low price increases in the future. Moderate wage
increases, good productivity growth, modest in-
ternational price rises, as well as low inflationary
expectations among households and firms, are
contributing to holding down consumer prices in
Sweden. The development of the CPI this year is
largely governed by temporary effects, such as,
falling interest rates and certain changes in taxes
and subsidies. Inflation is expected to remain
around zero for the rest of 1998. Next year, in-
flation is expected to increase by about 1 per cent
during the course of the year.

Wages are expected to increase moderately for
the years 2000 and 2001 as well, while productiv-
ity growth will weaken to some extent. It is as-
sumed that the Riksbank will achieve its inflation
target, which will make inflation about 2 per cent
for the year 2001. Since consumer prices are ex-
pected to rise by about 1 per cent during the
course of 1999, the annual average for the year
2000 1s estimated at 1.7 per cent.

Housing Costs

An important explanation for the low growth in
prices this year is the reduction in housing costs.
The housing item constitutes one-third of the
total CPI, and is, therefore, highly significant for
the inflation rate measured. During the first half
of the year, the limit for the tax reduction for re-
pairs and extensions to housing was raised and
property taxes were reduced. This resulted in
lower housing costs for households as these are
measured in the CPI. With lower interest rates,
the interest expenditure for homeowners contin-
ued to fall. Mortgages which successively are ma-
turing are normally renewed at a lower interest
rate. In August this year, this cost reduction
contributed to a fall in inflation of 0.7 percentage
points. For the rest of 1998 and for 1999, it is ex-
pected that lower interest rates will hold down
inflation. The fall in interest expenditure for
homeowners 1s, however, expected to be signifi-
cantly slower next year, which is an important
explanation for the fact that prices are expected
to increase rather faster during 1999 than during
1998.
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In addition to the above-mentioned factors,
the low housing costs so far this year are ex-
plained by the modest increase in rents for rental
apartments. From December 1997 up to and in-
cluding August this year, rents increased by only
0.7 per cent. Since the majority of tenancy
agreements are signed during the first half of the
year, this indicates that increases in rent will be
barely 1 per cent this year, which is low in his-
torical terms. In recent years, rents have increased
by approximately 3-4 per cent per annum, and
this has raised the CPI to a significant extent.
Low interest rates and the temporary reduction
in property taxes for multidwelling apartment
buildings next year, among other things, indicate
that rents will increase moderately over the next
few years as well.

Wages and Producer Prices

Wage costs are highly significant for the devel-
opment of prices and employment. During the
years 1995-1997, wages rose on average within
the business sector by almost 5 per cent, and in
general government authorities by over 4 per
cent per annum. Agreements concluded so far
during 1998 indicate a significant downturn in
the rate of wage increases. If this does not occur,
there is an imminent risk of prices increasing
rather more rapidly, and, through a tightening in
monetary policy, employment increasing more
slowly than has been assumed in this forecast.
Consequently, wage formation appears as a risk
in the forecast.

Table 8.1 Consumer Prices

Annual percentage change

1997 1998 1999 2000 2001

CPI, year-on-year 0.9 0.5 0.7 1.7 2.0
CPI, Dec-Dec 1.9 0.1 1.1 20 20
Base amount (thousand) 363 364 364 367 373
HICP', year-on-year 1.8 1.2 1.1 - -
HICP', Dec-Dec 2.7 0.5 1.5 - -
NPI, year-on-year -1.2 -1.4 0.7 - -
NPI, Dec-Dec -0.9  -0.5 0.6 - -
CPI, OECD’, year-on-year 2.0 1.5 1.8 20 20

! Harmonised index for consumer prices within EU.
> OECD refers to 16 countries, see chapter 2.
Sources: Statistics Sweden and Ministry of Finance.

Excessive wage increases can create inflationary
pressures, among other things, through increased
production costs in manufacturing industry.
During the period 1995-1997, productivity in
manufacturing grew by almost 5 per cent per an-
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num. The extensive improvements in efficiency
largely balanced the wage increases, and this has
contributed to keeping producer and domestic
market prices relatively stable in the past few
years (see Diagram 8.1). For example, manufac-
turing prices for the domestic market have been
virtually unchanged from mid-1995 to August
this year. Estimated investment for the manu-
facturing industry is high both for this year and
next, which points to continued high growth in
productivity. The expansion of productive ca-
pacity is likely to assist in avoiding inflationary
bottlenecks over the next few years, despite ex-
pectations of a continued rise in industrial pro-
duction.

Since an ever-increasing proportion of manu-
facturing intermediate goods is imported, devel-
opments In international prices and movements
in the exchange rate have a major effect on pro-
duction costs for manufacturing. The compara-
tively weak increase in producer prices in more
recent years is partially explained by the
strengthening of the Swedish krona during 1995
and 1996. The advantageous growth in produc-
tivity and the low wage increases in OECD
countries, together with the Asian crisis, have
held down world market prices. The Asian crisis
has led to fierce international competition, which
is forcing down prices, as indicated by, for exam-
ple, the National Institute of Economic Re-
search’s Business Tendency Survey from August
this year. The Survey shows that Swedish manu-
facturing firms expect a continued sharp fall in
sales prices on export markets.

Diagram 8.1 Producer and Import Prices
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Source: Statistics Sweden.
Over and above their effects on production costs,

import prices are also important for Swedish
consumer prices through the fact that a signifi-
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cant part of household consumption is made up
of goods produced abroad. Low international
price increases and the assumed strengthening of
the krona will cause import prices to decrease
this year, which will contribute to lower Swedish
consumer prices. Next year, global raw materials
prices are expected to rise, and this will provide a
modest boost to inflation in Sweden.

Inflationary Expectations and Household Demand
The low and falling inflation rate over the past
few years has led to a substantial fall in inflation-
ary expectations. Statistics Sweden's Survey
shows that household inflationary expectations
for one year ahead have been at or below the
Riksbank's inflation target for some time. The
business sector also expects price increases to be
modest in the future. Both the National Institute
of Economic Research’s Business Tendency Sur-
veys and Prospera and Aragon's research into the
commodity and money markets show that infla-
tionary expectations over a 2 to 5 year horizon
are well within the Riksbank's tolerance interval
for inflation. The fall in long-term nominal inter-
est rates from 1995 can also be interpreted as in-
dicating that market expectations of future infla-
tion have become lower. The increase in interest
rates, which took place in August this year, can
probably not be interpreted as increasing infla-
tionary expectations. The somewhat higher in-
terest rates are explained rather by the fact that
the risk premium has increased on, for example,
Swedish bonds as a result of the global uncer-
tainty in the financial markets. Treasury bills fu-
tures with settlement in six months i.e. expected
future short-term interest rates as of today, are
still low, which indicates that the market does
not expect a tightening of monetary policy in the
next few months. Taken together, the falling in-
flationary expectations of households and the
business sector show that the Riksbank's price
stability targets have gained public confidence.
This has reduced inflationary tendencies in the
Swedish economy.

A factor, which will probably contribute to
somewhat higher consumer prices in the next
few years, is an increase in private consumption.
In this forecast, it is assumed that the expansion
of household demand, in combination with
modest cost increases, will create scope for pro-
ducers and sellers to raise profit margins over the
next few years.



Diagram 8.2 Consumer Price Development According to CPI
and HICP
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Sources: Statistics Sweden and Ministry of Finance.

Changes in Taxes and Subsidies

About 1 percentage point of the 1.9 per cent in-
crease in the CPI during the course of last year
can be explained by changes in indirect taxes and
subsidies, including higher tobacco duties.

This year, in contrast, tax changes are expected
to reduce the CPI by approximately 0.6 percent-
age points, which is an important explanation as
to why the rise in the CPI during the course of
the year is expected to be as low as 0.1 per cent.
In January this year, the duty on alcohol was
raised, which, together with the change in elec-
tricity tax, raised the CPI to some extent. During
the first half of this year, as mentioned above, the
reduction in property taxes, along with the raised
limits for tax reductions for repairs and exten-
sions to housing, helped reduce the CPIL This
was followed by a cut in tobacco duty. Next year,
it is expected that changes to taxes and subsidies
will cause the CPI to rise by approximately 0.1
percentage point during the course of the year.
Support for heavily indebted apartment buildings
constructed during the late 1980s and the reduc-
tion in property taxes on family dwellings and
hydro-electric power stations are expected to
help reduce the CPI to some extent. On the
other hand, when the tax reduction for repairs to
housing ceases and when waste taxes are intro-
duced next year, there will be a rise in the CPL

Overall, a major part of the differences be-
tween the CPI increases during 1997, 1998 and
1999 is explained by changes in taxes and subsi-
dies. These changes, as well as interest expendi-
ture for homeowners only has a temporary effect
on inflation. After adjustment for these tempo-
rary factors and disregarding the increase around
the end of 1997 and beginning of 1998, inflation
is considered to be relatively stable at between 1
and 1.5 per cent for the period 1997-1999.
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HICP

Inflation in Sweden, according to the EU’s har-
monised index for consumer prices, HICP, has
fallen from 2.7 per cent in December 1997 to 0.6
per cent in August this year, which is below the
average for the EU countries. The HICP con-
tains approximately 80 per cent of the basket of
goods in the CPI. The most important difference
between the two measures is that interest costs
for homeowners are not included in the HICP.
As interest expenditure is falling at an ever-
slower rate, the difference between the two
measures is decreasing. In December next year, it
is estimated that the HICP’s 12-monthly figures
will be 1.5 per cent ie. slightly higher than the
CPL
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9 Household Sector and Private
Consumption

During the next few years, a recovery in house-
hold real incomes will occur. Consumption will
increase somewhat faster than incomes, thus re-
sulting in low savings.

9.1 Household Incomes

Growth in household real incomes has developed
weakly in recent years. After the substantial
increases at the beginning of the 1990s, mainly as
a result of the fact that the tax reform of 1990-91
was underfunded, total incomes for the
household sector have fallen. However, income
developments in recent years have been divided.
Real wage incomes before tax have grown, while
tax increases and reduced compensation levels in
the transfer systems have pulled down household
Incomes.

This year, household real disposable incomes
are expected to increase by 2.7 per cent, a some-
what stronger increase than estimated in the
Government Spring Bill. Behind this relatively
marked upturn lies a continued increase in real
wages before tax together with rising employ-
ment.

Transfers from the general government sector
will also provide a positive contribution to the
development of incomes this year, despite a fall
in unemployment. Pensions will increase
considerably as a result of low inflation while, at
the same time, the extra housing benefit for
pensioners has been raised. Sickness insurance
payments will increase significantly this year for
several reasons. Compensation levels for sick pay
and parental benefits were raised at the beginning
of this year from 75 to 80 per cent, and the
number of sick days has increased. In addition,
sickness insurance payments will increase as a
result of the

Table 9.1 Household Disposable Incomes, Consumption and Savings

SEK, billion,
current prices Percentage change, 1991 prices
1997 1997 1998 1999 2000 2001
Wage bill incl. sick pay 756.6 3.3 4.0 3.4 3.0 2.1
General government transfers 387.9 -0.3 2.5 -0.5 -0.6 0.3
Pensions 216.2 0.1 1.1 1.3 0.7 1.2
Health insurance etc. 34.3 -6.9 10.9 3.7 1.1 1.5
Unemployment benefits etc. 55.3 2.0 -8.6 -12.5 -14.4 -10.3
Other transfers 82.2 -0.1 10.0 0.1 2.3 1.8
Net interest and dividends -13.5
Net other income 204.9 -6.1 1.7 2.0 3.7 1.6
Direct taxes and charges 405.7 7.1 6.2 -0.4 3.3 1.4
Disposable income 930.2 -1.1 2.1 3.3 1.5 1.8
Private consumption 922.9 2.0 2.1 29 2.5 2.0
Savings ratio, as a percentage of disposable
incomes
Net savings ratio 0.8 0.8 1.2 0.3 0.1
Financial balance 2.6 2.5 2.6 1.4 0.9
Percentage contribution to the development of
real incomes
Wage bill incl. sick pay 2.7 3.3 2.9 2.5 1.8
General government transfers -0.1 1.1 -0.2 -0.2 0.1
Net interest and dividends -0.1 0.8 0.1 0.0 0.2
Net other income -1.3 0.3 0.4 0.7 0.3
Direct taxes and charges -2.9 -2.8 0.2. -1.5 -0.6

Note: Wage bill, income transfers, net interest and taxes are deflated by the consumer price index (CPI). Disposable income is deflated by the implicit price

index for private consumption (IPI)..

Sources: National Institute of Economic Research, Statistics Sweden and Ministry of Finance.
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period in which the employer is responsible for
paying sick leave having been reinstated to 14
days, with effect from April 1, 1998, after having
been 28 days before. However, this will not affect
household incomes since sick pay is reduced by a
corresponding degree. The level of compensation
for unemployment benefits was raised to 80 per
cent as of October 1, 1997. Other transfers will
rise in real terms by 10 per cent. This significant
rise includes an increase in the number of people
receiving various forms of student grants as well
as the fact that child benefits and large family
allowances were increased at the beginning of the
year by a total of SEK 2.9 billion.

This year, direct taxes and charges will rise,
partly as a result of an increase of one percentage
point in the individual social security fees paid
into the pension system. In addition, the raised
level of compensation in unemployment benefits
will be partially funded through increased indi-
vidual social security fees. Tax on small busi-
nesses has been reduced by treating an increased
proportion of profits as capital income. House-
hold tax payments will increase this year due to
the fact that supplementary preliminary tax pay-
ments were unusually large as a result of capital
gains on shares realised in 1997.

It is foreseen that in 1999 there will be a
continued growth in employment and real wages.
Pensioners will also gain an increase in their real
incomes. The base amount will be calculated
using total inflation for the previous year instead
of only a proportion of inflation, as was the case
earlier. In addition, it is proposed that pensions
be raised by 2 percentage points, that is from 98
to 100 per cent of the base amount, together with
a further increase in extra housing benefits.
However, transfers from the general government
sector will decline overall as a result of the fall in
employment.

The central government income tax will be
changed next year through the removal of the
temporary additional income tax while, at the
same time, the tax levy of 25 per cent will remain
effective on income exceeding SEK 389 000 per
annum. In addition, a temporary tax reduction
for wage earners with income up to SEK 245 000
per annum has been proposed for 1999. The net
effect will mean a tax reduction of approximately
SEK 6 billion compared with the 1998 rules.
Overall, real incomes are estimated to increase by
3.3 per cent next year, which is approximately /2
percentage point more than estimated in the
Government Spring Bill.
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Favourable economic growth is expected to
lead to a continued increase in employment in
the years 2000 and 2001, while real wage increases
will be subdued due to inflation rising slightly.
The effect of increased employment on dispos-
able incomes will be modest as a result of the fact
that unemployment benefits will fall parallel to
this. It is proposed that child benefits will be in-
creased in two stages by a total of SEK 5 billion.
Incomes will be dragged down when the tempo-
rary tax reduction ceases. Real disposable in-
comes are estimated to increase by 1.5 per cent in
the year 2000 and 1.8 per cent in 2001.

9.2 Private consumption

During 1997, household total consumption ex-
penditure rose by 2 per cent compared with the
year before, measured as an annual average. This
is the strongest increase in private consumption
during the 1990s. In particular, capital goods re-
tailing contributed to growth in consumption
with, for example, cars and parts of infrequent
goods purchases. During the first half of 1998,
private consumption rose by 2.5 per cent com-
pared with the first half of 1997. This rise in con-
sumption was somewhat stronger than antici-
pated in the Government Spring Bill. Above all,
car and infrequent purchases retailing continued
to experience strong sales growth.

The increase in private consumption last year
coincided with a decrease in household real
disposable  incomes.  Consequently,  the
household savings ratio 1ie. savings as a
percentage of disposable incomes, fell to a level
of less than 1 per cent. Household disposable
incomes are expected to increase by 2.7 per cent
this year and growth in household incomes is
expected to strengthen further during 1999. This
favourable development in household incomes
will allow considerable scope for an increase in
private consumption in coming years. In
addition, the scope for an increase in private
consumption will be strengthened by the
comparatively strong position of household
wealth. The main reason for the improved wealth
situation is that the value of shares and family
dwellings has increased during the last few years.
The need to allocate savings from disposable
incomes has thereby been reduced. In addition,
the low levels of interest rates facilitate the
financing of certain purchases of capital goods,
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which means that sales volumes of capital goods
will probably increase.

During the last few months, the situation in
the labour market has improved. Employment
has increased and unemployment decreased. As a
consequence of the improvement in the labour
market, the uncertainty of households regarding
future labour income has decreased. The
improved  financial position of = Swedish
households is reflected to a large degree by
household expectations for the future, according
to Statistics Sweden’s Consumer Survey. The
majority of households believe their own
financial situation will improve in the future and
that future prospects for the Swedish economy
are favourable. The majority of households also
expect unemployment to fall and inflation to
continue to be low.

As a result of increasingly optimistic future
expectations, Swedish households have reduced
their savings. The household savings ratio is low
at present and bank lending to households has
gradually increased since the second half of 1997.
However, the volume of household total bank
credit is, despite the upturn, considerably less
than at the end of the 1980s. So far during 1998,
developments in retail sales indicate that the
decline in household savings has created scope
for purchases of home electronics and furniture,
among other things. Radio and television
equipment retailing increased by approximately
20 per cent during the first half of 1998 compared
with the first half of 1997, while furniture
retailing rose by approximately 10 per cent
during the same period. In addition, current
statistics regarding total new car registrations
indicate a significant increase in car sales.

Diagram 9.1 Private Consumption and Disposable Income
SEK billion, 1991 prices
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Overall, household total demand is expected to
increase further during coming years, mainly as a
result of a rise in disposable incomes, improved
labour market conditions and very positive ex-
pectations of the future. Total private consump-
tion is now estimated to rise by 2.7 per cent in
1998 and by 2.9 per cent in 1999. Consequently,
the assessment made in the Government Spring
Bill has been readjusted upward by 0.4 percentage
points for each year. Growth in consumption is
then expected to decline to 2.5 per cent in the
year 2000 and to 2.0 per cent in 2001. The decline
in the growth rate for private consumption is
mainly the result of the expectation that house-
holds, to a large extent, will upgrade and replace
worn out capital goods during 1998 and 1999.
Expenditure for these items is anticipated to
eventually revert to normal long-term levels,
which will result in a weaker increase in house-
hold total consumption expenditure.

Naturally, there are a number of uncertainties
in the assessment of household consumption
developments for coming years. This is
particularly true of possible effects on household
expectations of the future, thereby affecting
consumption behaviour, due to various macro-
economic  events, both domestic and
international. It is possible, for example, that the
Asian crisis will deepen and that its effects on the
Swedish economy will have repercussions on
household  consumption  behaviour.  The
household wealth position is affected negatively
by the global downward readjustment in share
prices. However, it is probable that the short-
term  relationship  between  household
consumption expenditure and prices of shares
will be relatively limited. The reason for this is
that households generally endeavour to even out
their consumption expenditure over time.



10 Gross Fixed Capital Formation

Investment activity picked up during the first
half of this year. The total volume of investment
rose by approximately 10 per cent compared with
the corresponding period last year. In all, total
gross fixed capital formation is estimated to in-
crease by slightly less than 10 per cent in 1998
and by 8 per cent in 1999.

The strong increase in output within both
manufacturing and the private services sector is
expected to lead to a rise in investment activity in
the business sector. However, within the export-
oriented part of the business sector, investment
growth will gradually decline while the need for
expansion in the domestic market will increase.
Conditions for some recovery in residential in-
vestment are also good. At the same time as in-
terest rates are low, the economy of households
is improving. During this year, general govern-
ment authorities have contributed to the strong
expansion in investment, partly due to the con-
struction of city ringroads, but also because of
the upturn in local government authority invest-
ment.

Table 10.1 Gross Fixed Capital Formation by Sector
SEK
billion Annual percentage change
1997 1997 1998 1999 2000 2001

Business

sector 183.6  -0.1 10,7 7.1 48 3.2

Manufacturing
and mining 64.1  -6.9 8.0 4.5 45 3.0

Other business 119.5 3.8 121 8.4 50 3.3

sector

Housing 23.8 -25.7 6.2 235 250 25.0
New

construction 11.5 -19.2 55 32.0
Renovations 123 -32.0 7.1 14.0

General

government 30.5 -9.4 7.6 1.4 2.2 1.4
Total 2319 -48 9.8 8.0 6.8 5.9
Machinery 136.2 28 111 6.2 45 3.2
Building and

construction 101.7 -13.2 8.3 104 9.7 93

Sources: Statistics Sweden and Ministry of Finance.

During the period between 1999 and 2001, the
Investment ratio lLe. Investment as a proportion
of GDP, will approach the levels of the 1970s and
1980s. The low investment ratio in recent years
can, in part, be attributed to the need to adjust
capital stocks for housing to long-term sustain-
able levels. The high real interest rate has also
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very probably contributed to the low levels of in-
vestment. In medium-term calculations, low in-
terest rates and relatively high profitability in the
business sector provide good conditions for con-
tinued expansion. Relatively high investment ac-
tivity 1is also a prerequisite for avoiding costly
bottlenecks. In addition, good labour force sup-
ply will contribute to the favourable growth envi-
ronment during coming years. Housing produc-
tion is expected to gradually normalise due to
rising disposable incomes and positive employ-
ment growth. However, it is estimated that resi-
dential investment will be at a low level in 2001
compared with the 1980s.

10.1
Diagram 10.1 Investment as a Proportion of GDP

1991 prices, per cent

Business Sector Investment

Total i sector
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Sources: Statistics Sweden and Ministry of Finance.

Investment in the manufacturing industry has
remained at a very high level during recent years,
mainly due to the significant increase in exports
together with a high level of profitability. Al-
though investment in manufacturing temporarily
fell last year, production capacity was further ex-
panded. As a result of the significant rise in out-
put towards the end of 1997, expansion in capac-
ity utilisation increased. This development has
continued during the first months of this year
despite industrial activity experiencing some
weakening. During the second quarter of this
year, resource utilisation amounted to a total of
90.1 per cent, a level at which investment needs
to increase considerably to avoid bottlenecks in
output. Investment will also be stimulated by a
further expected increase in profitability this year
from an already favourable high starting-point.
Although international pressure to keep prices
down has increased during the year, productivity
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growth has continued to be favourable and wage
increases have been limited.

According to Statistics Sweden’s Investment
Survey from May, manufacturing firms are
planning considerable expansion in investment
this year. Considering the uncertain economic
situation that has arisen as a result of the Asian
crisis, it is probable that some of the planned
investment will be postponed to next year.
However, according to the National Accounts,
investment rose by slightly more than 8 per cent
during the first half of this year compared with
the corresponding period last year. At the same
time, the most recent Quarterly Business
Tendency Survey from the National Institute of
Economic Research indicates that expansion in
capacity within manufacturing will also continue
at the same significant extent for the second half
of the year. Therefore, investment within
manufacturing is expected to increase by 8 per
cent during 1998, which means that capital stocks
will expand by more than 4 per cent. Investment
volumes will be very large within the engineering
industry, which will be favoured by good
investment activity in Europe.

In 1999, investment is estimated to increase by
approximately 4 per cent. Resource utilisation is
also expected to remain on a high level next year.
In combination with high profitability, this will
create favourable conditions for continued ex-
pansion in capacity. Both private consumption
and exports will increase to a significant degree,
which should result in considerable investment
increases within both the consumer and the in-
vestment goods industries.

Table 10.2 Other Business Sector Investment

billsigﬁ Annual percentage change

1997 1996 1997 1998 1999
Agriculture and forestry 89 6.0 7.1 44 41
Energy and hydropower 141 -41 33 104 144
Construction 46 -20 134 40 11.0
Retailing and wholesaling 17.2 04 43 200 17.0
Financial services 2.5 -15.1 305 150 11.0
Consulting services 141 02 63 160 7.0
Household services 112 -31 135 50 50
Property 7.7 152 28 9.0 16.0
Other services 392 -16 -16 123 1.8

of which transport and

communications 244 116 -32 190 -2.0
Total 1195 03 3.8 121 84

Sources: Statistics Sweden and Ministry of Finance.
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Investment within the rest of the business sector
increased more than expected during the first half
of the year. An extremely substantial expansion
was reported in sectors that are to a large degree
affected by household demand. Within retailing,
for example, investment volumes rose by a total
of 25 per cent during the first half of the year
compared with the corresponding period in 1997.
For both 1998 and 1999, investment is estimated
to increase heavily within most industries within
the rest of the business sector. This development
is supported by the results of Statistics Sweden’s
Investment Survey from May. Considerable
growth in output and low interest rates will
create favourable conditions for a continued
expansion of capacity during the forecast period.
Indicators that are available also point to a
marked increase in investment activity in the
future. Prices for commercial property in the
country as a whole have risen by 15 per cent
during the last two years. At the same time,
vacancies in growth regions have been reduced to
such a degree that new production of commercial
premises has become profitable again. The
National Institute of Economic Research’s
Business Tendency Survey for the Services Sector
from June, reports increased economic activity
for architects and technical consulting. An
upturn in these industries is usually followed by
an increase in investment in real capital with a
delay of 6 — 12 months. Some structural changes
will also contribute to the expansion of
investment in the future. Deregulation within the
energy sector will result in increased demand for
rationalisation. This, together with the central
government energy cCONversion programme in
which an annual allocation of SEK 1.5 billion has
been set aside, will result in a strong expansion in
the energy sector. This year, it is expected that
central government infrastructure projects, such
as the construction of the Oresund Bridge and
the approach roads to it, and an increase in
investment in railways, will contribute to
investment growth within the rest of the business
sector. Overall, investment is estimated to
increase by 12 per cent this year and by
approximately 8 per cent in 1999 within the rest
of the business sector. Consequently, resource
utilisation will increase somewhat up until and
including 1999. However, estimations of future
investment growth include some uncertainties.
During earlier economic upswings, there has
been a tendency for a more rapid rate of growth
than reported in this forecast.



10.2  Residential Investment

Construction of new housing rose by 12 per cent
during the first half of 1998 compared with the
corresponding period in 1997. However, during
the first half of last year construction of new
housing fell to a record low level. Since the reces-
sion in the beginning of the 1990s, construction
of new housing has remained on a very low level
from an historical point of view. This has resulted
in the housing stock being gradually adjusted to a
new equilibrium level. The reduction in housing
subsidies to a level corresponding 30 per cent of
interest rate costs has now been more or less car-
ried out, while the general economic conditions
for an increase in demand for housing are rapidly
improving. Household disposable incomes are
expected to rise drastically after having experi-
enced a long period of stagnation, and employ-
ment will pick up. This will result in improved
conditions for a marked upturn in housing out-
put.

Diagram 10.2 Number of Apartments — Vacant and under
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Note: The number of vacant apartments relate to the 1 March each year. The number of
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Sources: Statistics Sweden and Ministry of Finance.

Construction of new housing has up until now
been at a low level due to prices in the second-
hand market in general being less than the costs
of new production. Because of the overall 8 per
cent rise in prices of family dwellings during the
last year, differences between prices in the
second-hand market and costs for new
production have been reduced to approximately
10 per cent. However, regional differences are
very large. In most growth areas, new production
is already profitable today while, at the same
time, the number of vacant apartments is low. In
other areas, it will not become profitable to
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construct new housing within the foreseeable
future, and the vacancy ratio is very high. In June,
the Riksdag reached a decision about the housing
policy bill, thereby setting aside uncertainty
regarding future financing of residential
construction, a result that will favour the
construction of new housing. Further, the
reduction of property taxes from 1.7 per cent to
1.5 per cent of the tax assessment value, as well as
the proposed temporary reduction in property
taxes for multi-dwelling apartment buildings
should lead to an increase in demand for housing.
According to the Quarterly Business Tendency
Survey from June, published by the National
Institute of Economic Research, the construction
of new housing during the second half of the
year seems to be heading towards a significant
recovery. Long project lead times are likely to
mean that a marked rise in construction of new
housing is not noticed before next year. Overall,
the number of apartments under construction is
estimated to rise to slightly more than 12 000 this
year, and to 17 000 next year. According to the
National Board of Housing, Building and
Planning, the long-term requirement for new
housing amounts to 30 000 — 35 000 per annum.
Renovations of housing have also been at a
very low level during the last years, although the
temporary stimulation subsidy resulted in a
short-lived upturn in renovation volumes during
1996. The low level of profitability in the
industry and the weak growth in household
incomes has probably led to some necessary
renovation work being postponed. However, low
interest rates, which are gradually strengthening
the financial position of residential property
companies in combination with the relatively
strong development of household incomes,
should result in renovations approaching a more
long-term equilibrium level. The number of
multi-housing apartments under renovation was,
however, still at a low level during the first half of
this year. It is probable that this is the result of
uncertainties that remained at that time regarding
the future system for housing financing. During
the same period, renovations of owner-occupied
houses rose. During coming years, ecological
sustainability subsidies will be available and this,
together with interest-rate  subsidies for
renovations, will stimulate renovation activities.
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10.3 Change in stocks

The total effect on GDP growth of changes in
stock is expected to remain neutral both this year
and next year. However, developments with
changes in stocks are difficult to interpret due to
the fact that the primary statistics and the Na-
tional Accounts largely give different results.

During the second half of last year, limited
stock building was carried out within manufac-
turing. At the same time, industrial production
rose rapidly and the decline in the stocks ratio,
that 1s, stocks in relation to the volume of pro-
duction, which started during the second half of
1996, continued. At the beginning of this year,
manufacturing output moderated somewhat, and
the National Institute of Economic Research’s
Business Tendency Surveys for Manufacturing
from July and August of this year, indicate an in-
crease in dissatisfaction with the size of stocks of
finished goods. However, during 1998 demand is
expected to pick up, thus limiting the growth of
stocks of finished goods. Instead, the forecast
upturn in manufacturmg output is expected to
result in an increase in stocks of intermediate
goods and work in progress during the second
half of 1998 and during 1999. Forecasts for out-
put and changes in stocks indicate that the fall in
the stocks ratio will continue both this year and
next year. However, international developments
constitute a risk factor in the forecast. From the
beginning of the year and up until and including
June, growth in orders from export markets dis-
sipated, and if international demand declines
further, unwanted stock building may occur in
manufacturing with an upturn in the stocks ratio
as a result. Such a development could lead to a
change towards a more rapid increase in manu-
facturing stocks this year, to be followed by de-
stocking during 1999.

Last year, stocks within both retailing and
wholesaling increased. Stock bulldmg in retalhng
has to do with the upturn in private consumption
last year. Household demand is expected to in-
crease in the future, which will lead to somewhat
increased stocks for retailing as a whole. The
upturn in household demand together with a rise
in manufacturmg output are expected to also
contribute to an increase in stocks within whole-
saling next year.

Overall, total stocks this year and next year are
estimated to grow by approximately the same
extent as during last year. This means that the
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contribution to growth in changes in stocks will
be close to zero for both years.

Table 10.3 Stock Changes and Contributions

SEK billion, 1991 prices
1996 1997 1998 1999

Agriculture and forestry 33 -102 -100 -100
Manufacturing and

mining 1161  -1831 2900 2800
Electricity, gas, thermal 129 -324 0 0
Retailing and -4747 8996 5900 6200
wholesaling

Total -3424 6739 8700 8900
Contribution to GDP -1.1 0.7 0.1 0.0

Sources: Statistics Sweden and Ministry of Finance.



11 General Government Sector

General government finances have improved
considerably since 1994 and this year, the
financial balance in the general government
sector 1s expected to show a surplus, which will
then grow during the forecast period. The central
government borrowing requirement, which
amounted to approximately SEK140 billion as
recently as 1995, has been turned into a surplus,
which means that the central government debt
can begin to be amortised this year.

Diagram 11.1 General Government Financial Balance
Per cent of GDP
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11.1 Consolidated General Government
Sector

Financial Balance

In 1997, the financial balance deficit amounted to
approximately SEK19 billion. This meant that
the deficit, when measured as a percentage of
GDP, was reduced to 1.1 per cent from 10.3 per
cent in 1994. For 1998, general government
finances are expected to show a surplus of
approximately SEK38 billion or 2.1 per cent of
GDP. However, 0.8 percentage points of this
surplus are due to the National Pension Fund’s
holding of Swedish properties being transferred
to a company. This transfer will be credited to
the financial balance as shares, which, as distinct
from property, are regarded as a financial asset in
the National Accounts. If this accounting type
effect is excluded, the surplus amounts to 1.3 per
cent of GDP. Dividends from the state-owned
property company, Securum, which were paid
out this year, are not credited to the financial
balance.

A surplus of 1.1 per cent of GDP is estimated
for 1999. This surplus will then rise as a percent-
age of GDP to 2.3 per cent in the year 2000 and
to 3.3 per cent in 2001, see table 11.1.

Table 11.1 General Government Finances
SEK billion, current prices

1997 1998 1999 2000 2001
Revenue 1092.8 1148.1 1163.8 1201.9 1241.4
per cent of GDP 62.8 63.3 61.7 60.7 60.0
Taxes and charges 941.7 992.9 1014.8 1053.5 1096.2
per cent of GDP 54.2 54.8 53.8 53.2 53.0
Capital income 84.6 85.1 77.3 75.8 70.4
Other income 66.4 70.1 71.7 72.6 74.8
Expenditure 1119 1110.1 1142.5 1155.5 1172.5
per cent of GDP 63.9 61.3 60.6 58.4 56.7
Transfers to households 506.3 510.5 519.1 514.7 520.8
Consumption and investment 491.7 496.1 529.3 550.2 570.1
Interest expenditure 113.9 103.5 94.2 90.6 81.6
Financial balance -19.1 38.1 21.3 46.4 68.9
per cent of GDP -7 21 1.1 2.3 3.3
Financial position
Net debt 376.8 338.1 310.5 265.4 197.6
per cent of GDP 21.7 18.7 16.5 134 9.6
Consolidated gross debt’ 1331.8 1319.2 1321.8 1280.1 1153.1
per cent of GDP 76.6 72.8 70.1 64.7 55.8

! According to the EU-rules the financial balance as a proportion of GDP amounted to -0,8 per cent in 1997 and is estimated to be 1,2 per cent in 1998.

* The consolidated gross debt is defined according to EU:s convergence criteria (Maastricht).

Sources: National Institute of Economic research, The Swedish national Debt Office, The Swedish National Audit Office, Statistics Sweden and Ministry

of Finance.
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The improvement in the financial balance will be
achieved through the fact that expenditure as a
percentage of GDP (the expenditure ratio) will
fall. The expenditure ratio, which began to fall in
1994, is expected to diminish from 63.9 per cent
in 1997 to 56.7 per cent in 2001. Of this decline
of 7.2 percentage points, lower interest expendi-
ture will account for 2.7 percentage points.
Otherwise, the reduction can mainly be
attributed to the fact that expenditure on trans-
fers is increasing more slowly than GDDP.
Expenditure for the general government sector in
the form of consumption and investment will fall
by only 0.6 percentage points of GDP between
1997 and 2001. Following a temporary increase
this year, revenue as a percentage of GDP will
also fall. This decrease will be due to both the tax
ratio declining and interest income falling. The
drop in interest income is largely an effect of the
reform of the pension system, which includes a
reduction in the assets of the National Pension
Fund.

Compared with the assessments in the
Government Spring Bill, the forecast for the
financial balance has been revised upward for the
years 1998 and 1999, which takes into account
the tax reductions and increases in expenditure
proposed following the Government Spring Bill.
The reduction in property taxes, which has
already been decided, and the proposals for tax
reductions and higher pensions are expected to
burden the financial balance by around SEK7.5
billion in 1999. The assessment of general
government finances, excluding these measures,
has thus changed in an even more positive
direction. Tax revenue this year has proved to be
considerably higher than previously forecast and
the assessment for 1999 has been revised up-
wards. In addition, interest rates and, conse-
quently, general government interest expenditure
are lower than was estimated in the Government
Spring Bill. If the lower property taxes and
measures now proposed are excluded, the
financial balance is revised slightly upwards for
the years 2000 and 2001. The Government Spring
Bill contained an assumption of a technical
nature for estimation purposes, which meant that
transfers would be made to the household sector
to the extent that the general government sector
financial balance exceeded the goal. There is no
such assumption made in this forecast. Instead,
the forecast is based on the entire estimated
surplus forming a loan repayment of the general
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government net debt by a corresponding
amount.

Financial Position

The financial balance shows the change in finan-
cial wealth that occurs through transactions.
Consequently, changes in value do not affect the
financial balance. The same applies to sales of
shares and other financial assets, as they do not
change the position of financial wealth.

Diagram 11.2 General Government Revenue and
Expenditure
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The general government debt, on the other hand,
is affected by the acquisition and sale of financial
assets and changes in the value of the debt in for-
eign currency. The general government sector
consolidated gross debt, defined in accordance
with the Maastricht criteria, corresponded to 79.3
per cent of GDP at the end of 1994. The debt ra-
tio has since been reduced and amounted to 76.6
per cent at the end of 1997 and is estimated to fall
to 72.8 per cent towards the end of 1998. The fi-
nancial surplus and continued sale of general
government shareholdings will enable the debt to
fall and amount to below 60 per cent of GDP by
2001. The consolidated gross debt will also be re-
duced by a considerable non-recurring transfer of
assets from the National Pension Fund to the
general government as part of the reform of the
old age pension system and this will be used to
amortise the central government debt.

The general government sector financial net
debt 1.e. debt minus all financial assets, is consid-
erably lower than the consolidated gross debt.
This 1s mainly due to the fact that the National
Pension Fund has considerable financial assets in
addition to government bonds. The net debt will
fall as the surplus in the financial balance in-
creases and is estimated that it will be reduced



from 21.7 per cent of GDP at the end of 1997 to
9.6 per cent at the end of 2001.

Diagram 11.3 General Government Consolidated Gross Debt
and Net Debt
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Sources: Statistics Sweden and Ministry of Finance.
Taxes and Charges
Taxes and charges as a percentage of GDP (the
tax ratio) amounted to approximately 54 per cent
in 1996 and 1997. This is a rise of over 4 percent-
age points from 1995. Only one-third of the sub-
stantial rise between 1995 and 1997 can be ex-
plained by changes in tax regulations and higher
tax values on property. An almost equal percent-
age of the rise in the tax ratio is due to a recovery
in the important tax bases, the wage bill and pri-
vate consumption, which was held down as a per-
centage of GDP in 1995 and the immediate pre-
ceding years.

Table 11.2 General Government Taxes and Charges

Per cent of GDP
1997 1998 1999 2000 2001

Taxes and charges 54.2 547 53.8 53.2 53.0
Household direct taxes

and charges 228 233 225 225 223
Company direct taxes 2.9 3.5 3.6 3.2 3.2
Pay roll charges 144 146 14.6 14.6 14.5
Value added tax 1.5 1.2 1.2 7.2 7.3
Other indirect taxes 6.5 6.2 5.9 5.7 5.7

Sources: National Institute of Economic Research, Statistics Sweden and
Ministry of Finance.

Household reported net income from capital for
taxation purposes i.e. interest income, share divi-
dends and capital gains with deductions for inter-
est expenditure and capital losses, was negative
up to 1995. In total, this gave a reduction in tax
revenue. Since 1996, capital incomes have pro-
vided a positive net figure, which raises the tax
ratio. This turnaround in household capital in-
comes is a consequence of household financial
savings being high for several years and of
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households realising part of the increase in value
that has taken place with shares and property in
recent years.

This year, the tax ratio will rise to 54.8 per
cent, partly as a result of an increase in the
national supplementary pension charge of 1
percentage point and large tax payments on
capital gains, etc. last year. The reduction in the
property tax from 1.7 to 1.5 per cent this year
will not make a full impact on tax revenue until
next year. There will also then be a reduction in
central government income tax when the
"additional income tax" is abolished and only
partly compensated for by a tax of 25 per cent on
high incomes. In addition, it is proposed that
there be a temporary tax reduction for low-
income earners in 1999 and a reduction in
property taxes on rented apartment blocks.
Direct taxes for firms, which will lie at a
historically high level in 1998 and 1999, are
expected to fall slightly some years thereafter.
Revenue from the taxation of capital gains is
expected to decline during the forecast period.
Overall, the tax ratio is expected to decline from
54.8 per cent in 1998 to 53 per cent in the year
2001, see table 11.2.

Expenditure

As shown in diagram 11.4, there was a large real
increase in general government expenditure at
the beginning of the 1990s, due, in part, to the
support given to the banks. In 1994 expenditure
began to fall, despite increased interest expendi-
ture on the central government debt. In 1997,
expenditure amounted to around 4 per cent less
in real terms than in 1994. Total expenditure in
real terms is expected to increase slightly this
year and then remain basically unchanged in
1999.
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Interest expenditure will fall heavily as a result of
the fall in interest rates and the lower central
government debt. Lower interest rates will also
lead to lower interest subsidies for housing. On
the other hand, transfers to households will rise
this year, despite a large fall in unemployment.
The compensation levels in social insurance and
child benefits have been raised and the employer
responsibility period for sick pay has been halved,
which increases the payments made by the gen-
eral government sector. General government
consumption and investment will also increase in
volume after several years of decreases. In terms
of constant prices, general government con-
sumption will grow much more slowly than
GDP, but because price increases are higher than
GDP, consumption as a percentage of GDP will
remain unchanged in 1998 and 1999.

At the beginning of the next century, interest
expenditure will continue to decline in line with
that the central government debt is reduced.
Expenditure for unemployment will further
decline. Pensions will show a rising trend as a
result of an increased number of pensioners with
high Supplementary Pensions Scheme points.
Expenditure for sickness insurance is expected to
develop on a par with wages, provided the
regulations remain unchanged. Other transfers to
households will increase through the proposed

increase in child benefits. Interest subsidies for
housing will be halved both in the year 2000 and
in 2001 to a level of just over SEK 2 billion in
2001. General government consumption is
expected to grow relatively slowly. Altogether,
expenditure will fall in real terms by 1.3 per cent
in 2000 and by 0.9 per cent in 2001, see table 11.3.

Fiscal Policy

In 1994, the general government sector financial
balance showed a deficit equivalent to 10.3 per
cent of GDP. For 1998, a surplus of 2,1 per cent
of GDP is estimated. This means that between
1994 and 1998 the financial balance improves by
12.4 per cent of GDP. Behind this development
lie a number of factors, in addition to fiscal policy
measures, such as the economic cycle, changes in
the level of interest rates, accounting practice of
tax revenue and purchases and sales of property.
Table 11.4 describes the contribution of these
factors to the change in the financial balance. The
component that refers to the economic cycle
takes into account both GDP growth and the de-
velopment of the most important tax bases in
relation to GDP. The part that affects GDP is
measured as 75 per cent of the deviation in GDP
growth from an assumed trend development of 2
per cent. This estimate of economic sensitivity

Table 11.3 General Government Expenditure in Current Prices and Change in Volume

SEK billion, current prices

Percentage change, 1991 prices

1997 1997 1998 1999 2000 2001
Total expenditure 1111.6 -3.1 0.3 -0.1 -1.3 -0.9
exclusive interest 997.7 -2.7 1.4 0.9 -0.9 0.1
Transfers to households 387.9 -0.3 2.5 -0.5 -0.6 0.3
Pensions 216.2 0.1 1.1 1.3 0.7 1.2
Health insurance 34.3 -6.9 10.9 3.7 1.1 1.5
Unemployment benefits 55.3 2.0 -8.6 -12.5 -14.4 -10.3
Other 82.2 -0.1 10.0 0.1 2.3 1.8
Other transfers 118.4 -6.6 -6.7 5.9 -8.8 -4.9
of witch
Pharmaceuticals 13.6 -0.3 -4.8 4.2 6.7 -0.4
Interest subsidies 20.8 -25.7 -48.2 -29.7 -46.9 -52.1
Contribution to EU 20.1 19.2 3.7 4.1 -4.6 1.5
Interest expenditure 113.9 -6.5 -9.6 -9.7 -5.4 -11.7
Consumption 449.3 -2.1 1.9 0.8 0.6 0.8
Investments etc. 42.4 -14.6 1.9 2.1 2.5 1.5

Note: The percentage change of investment expenditure is calculated exclusive of net purchase of property.
Note: Deflated by the implicit price index for general government consumption and investment. Other parts deflated by CPL
Sources: Statistics Sweden, National Institute of Economic Research and Ministry of Finance.
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in general government finances is based on
simulations in models of general government
sector revenue and expenditure. The way that the
general government financial balance is affected
by the economic cycle is due not only to GDP
growth, but also to the composition of this
growth. An export-driven growth provides less
tax revenue than if the growth is driven by pri-
vate consumption. Shifts between profits and
wages also affect tax revenue as profits are in the
short term taxed at a lower rate than wages.

The significance of the development in the tax
base becomes clear when the contribution from
the economic cycle to the change in the financial
balance in Table 11.4 for the years 1995 and 1996
is compared. In 1995, GDP rose by 3.9 per cent,
but the wage bill and private consumption devel-
oped weakly. In 1996, the rise in GDP was only
1.3 per cent but the wage bill rose considerably,
by almost 5 per cent. This resulted in the eco-
nomic cycle providing a negative contribution in
1995 and a positive contribution in 1996 to the
change in the general government sector financial
balance, despite the fact that actual growth was
above the trend in 1995 but not in 1996.

Table 11.4 Change in Financial Balance

Per cent of GDP
1995 1996 1997 1998 1999 2000 2001

Total change 26 57 10 32 -10 12 11

of which

Net capital income and
net interest expenditure  -0.4 -0.4 00 0.7 0.1 0.1 0.3

Economic growth in-
cluding tax base shifts -0.2 05 00 06 06 05 0.2

Timing of tax revenue 02 12 -12 12 -03 -04 0.1

Net purchase of property 0.2 0.4 -0.8 1.2 -0.8 -0.1 0.0

Adjusted primary
balance 28 39 30 -04 -05 10 05

Source: Ministry of Finance.

The accounting practice of tax revenue has great
importance for the financial balance in some
years. It is mainly the cash burden of taxes, which
is included in the balance. In 1996, the financial
balance was raised temporarily by the change in
the collection of VAT. In 1998, tax payments
from households and firms will increase more
than the estimated tax finally determined, which
is partly explained by the fact that tax on the high
capital gains in 1997 will be collected this year.
The amounts which are registered in the Na-
tional Accounts as purchases and sales of prop-
erties 1s often a result of financial transactions,
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such as sale and lease-back agreements and com-
pany incorporations. In 1997, the general gov-
ernment financial balance was dragged down by
local government purchases of properties. In
1998, the balance will be improved by the transfer
of the National Pension Fund’s properties into a
company.

After taking into account the contributions
from these factors to the change in financial sav-
ings, one residual item remains, and this is the
adjusted financial balance, which can be inter-
preted as a rough indicator of the direction of fis-
cal policy. As shown in Table 11.4, the adjusted
financial balance rose by a total of 9.7 per cent of
GDP from 1994 to 1997. Fiscal policy was thus
strongly constrictive during this period. The tax
increases and savings in the consolidation pro-
gramme amounted to 7 per cent of GDP for
these years. The fact that the improvement in the
adjusted balance was even greater is partly due to
savings among municipalities and county coun-
cils, which were not included in the consolidation
programme, and to expenditure for interest sub-
sidies on housing being reduced as a result of the
decline in interest rates.

This year and next year, the adjusted financial
balance will decline by approximately 0.5 per cent
of GDP per annum, which indicates a mildly ex-
pansive fiscal policy. Naturally, the consolidation
programme will also lead to a strengthening of
the budget in 1998, but this will be compensated
for by other measures, such as increased compen-
sation levels in social insurance, raised child
benefits, reduced property taxes and higher cen-
tral government grants to local governments,
which will contribute to an increase in local gov-
ernment consumption. For the year 2000, the
adjusted balance will be improved by 1 per cent
of GDP and in 2001 by 0.5 per cent of GDP.
Consequently, by way of summary, according to
this measure, fiscal policy will be mildly expan-
sive in 1998 and 1999 and mildly constrictive in
the years 2000 and 2001.

11.2  Central Government

The financial situation for the central govern-
ment has improved markedly in recent years. The
central government financial balance showed a
deficit of approximately SEK180 billion in 1994,
while this year it is estimated to achieve a surplus
of SEK14.6 billion. A corresponding improve-
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Table 11.5 Central Government Finance

SEK billion, current prices

1997 1998 1999 2000 2001

Revenue 618.7 665.4 719.9 141.2 958.4
Taxes and charges 560.7 603.3 615.1 633.3 660.3
Transfer from the pension fund 45.0 45.0 235.0
Other revenue 58.0 62.1 59.8 63.0 63.1
Expenditure 641.3 650.8 704.8 673.0 676.4
Transfers to households 323.7 312.4 309.2 298.6 297.4
Contribution to local government 60.2 81.6 91.2 94.1 96.4
0ld age pension charges to the pension fund 15.3 15.2 15.5
Transfer of premium reserve funds 37.0 12.5 18.1
Consumption and investment 151.2 160.5 165.3 169.9 175.5
Interest expenditure 106.3 96.4 86.8 82.1 73.5
Financial balance -22.6 14.6 15.1 68.3 282.0
Borrowing requirement 6.2 -12.0 -16.0 -63.1 -203.1
Central government debt 1432.1 1404.5 1382.3 1321.8 1119.7
per cent of GDP 824 77.5 73.3 66.8 54.1

Sources: National Institute of Economic Research, The Swedish National Debt Office, Statistics Sweden and Ministry of Finance.

ment will also be shown due to the fact that the
central government borrowing requirement has
been turned around from a borrowing require-
ment of SEK185 billion in 1994 to an amortisa-
tion on the central government debt of SEK12
billion this year. The central government debt
was at its highest, as a percentage of GDP, during
the years 1994-95, when it amounted to 84 per
cent. At the end of this year it is estimated to be
equivalent to 77.5 per cent of GDP, see table 11.5
on the next page.

The reform in the old age pension system will
involve a tangible burden on central government
finances from 1999, while there will be a corre-
sponding improvement in the old age pension
system. As discussed in more detail in section
11.3, central government old age pension
charges, transfers of premium reserve funds to
the premium pension system, etc. will result in a
net weakening in central government finances of
SEK43 billion in 1999, SEK22 billion in the year
2000 and SEK28 billion in 2001. As compensa-
tion for this weakening, funds will be transferred
from the National Pension Fund to the central
government during the period 1999-2001. This
will correspond to SEK45 billion in 1999, SEK45
billion in the year 2000 and SEK235 billion in
2001. This large transfer in 2001 also comprises
compensation for the period thereafter. The one-
off transfer in 2001 will be partly comprised of
mortgage bonds, which will be managed by the
Swedish National Debt Office until the bonds
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fall due for payment. This means that there will
be no effect on the central government borrow-
ing requirement in 2001 to the extent that these
bonds fall due for payment after 2001. On the
other hand, the central government financial bal-
ance will be affected by the transfer of mortgage
bonds. It has been assumed in the forecast that
the transfer in 2001 will be comprised of mort-
gage bonds worth SEK63 billion which fall due
after 2001. Altogether the central government
financial balance will be strengthened during the
years 1999, 2000 and 2001 by approximately
SEK2, 23 and 207 billion as a result of the reform
in the pension system.

In total, including the pension reform, the
central government financial balance is expected
to amount to SEKI15, 68 and 282 billion,
respectively for the years 1999, 2000 and 2001.
The amortisation of the central government debt
will be slightly lower than the financial surplus. It
is estimated that the central government debt will
decline by SEK285 billion from 1998 to 2001 to a
corresponding 54.1 per cent of GDP in 2001.
Approximately SEK168 billion of this decline
constitutes the effects of the pension reform,
equivalent to 8 per cent of GDP.

Apart from the transitional effects, the pen-
sion reform is expected to weaken central gov-
ernment finances and to increase the borrowing
requirement by SEK50 billion, while the balance
in the old age pension system will be strength-
ened by the same amount. To illustrate the



starting point for central government finances
after the full implementation of the reform in
2001, an estimate has also been made of the bal-
ance that would have arisen in 2001 if the reform,
in its entirety, had been implemented on Decem-
ber 31, 2000. This underlying financial balance is
calculated at 0.8 per cent of GDP.

Central government expenditure is estimated,
according to National Accounts, to amount to
SEK650.8 billion in 1998. Of this expenditure,
only consumption and investment comprise a
real use of resources and are included in GDP.
Central government consumption accounts for
approximately 1/5 of general government
expenditure and approximately 7.5 % of GDP.
Central  government consumption  varies
relatively significantly from year to year and has
proved difficult to forecast. The system of saving
appropriations  allows  central  government
authorities to partly shift the consumption of
their budgeted funds from one year to another.
In addition, the preliminary results of the
National Accounts are uncertain and often
undergo major revisions.

Central government consumption in constant
prices has declined constantly since 1995 and last
year consumption fell by 5 per cent. There was a
recovery during the first half of 1998, when con-
sumption rose by 4.6 per cent, compared with
the equivalent period in 1997. This strong in-
crease was due to large purchases of goods and
services, partly for defence, while central gov-
ernment employment continued to fall. The rate
of increase is expected to diminish to 0.5 per cent
during the second half of the year, which will lead
to a rise for the whole year 1998 of 2.5 per cent.
An increase of 0.5 per cent per annum is expected
for the coming years of the forecast period.

11.3 National Pension Fund/

Old Age Pension System

In 1998, revenue by way of charges for the Na-
tional Supplementary Pensions Scheme is esti-
mated to be approximately SEK34 billion less
than the pensions paid out. This deficit will be
financed by the direct yield from the National
Pension Fund in the form of dividends and inter-
est income, which, in total are expected to
amount to SEK43.4 billion. This year the Pen-
sion Fund’s domestic property holdings, which
have an estimated value of SEK15 billion, will be
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transferred to a company. This transaction will be
entered into the National Accounts as a contri-
bution to the Pension Fund’s financial balance.
After discounting this effect, the Pension Fund’s
financial balance amounts to SEK8.3 billion. As
the Pension Fund system’s deficit in revenue has
shown a growth trend, the Fund’s savings have
gradually diminished. At the beginning of the
1990s, the Pension Fund had a balance of
SEK46.5 billion.

The old age pension reform decided by the
Riksdag means that the National Pension Fund
would take on a partly new role with effect from
1999. The National Pension Fund will in future
finance income-based old age pensions within
the “distribution section’ of the reformed system.
The funding responsibility for the supplementary
pension, in the form of early retirement and
widow/widower’s pension, will be transferred to
the central government budget. In addition, the
reform means that the National Pension Fund’s
revenue by way of charges will be improved with
the introduction of central government old age
pension charges on some transfers, etc., which
will be paid over the central government budget.
The levels of the national supplementary pension
charge and the old age pension charge are 6.95
and 6.40 per cent, respectively for this year and
are expected to remain at this level during the
forecast period. The old age pension reform also
means that the charges will be higher.

Alongside the National Pension Fund system,
The building up of an asset base will begin in
1999 within the premium pension system. The
funds allocated correspond to an earned premium
pension right and will be invested with a fund
manager chosen by the beneficiary him/herself.
As the central government Premium Pension
Authority will be the formal owner of the unit
trusts, savings in the premium pension system
will be included in the National Accounts as part
of the general government sector. The general
government sector will therefore be divided, as
from the year 1999, into the central government
sector, the local government sector and the old
age pension system, of which the latter will in-
clude the National Pension Fund and the Pre-
mium Pension Authority. Savings in the 7th Na-
tional Pension Fund will be included in the
Premium Pension Authority.

During 1999, retroactive premium pension
funds, totalling SEK37 billion, for the years
1995-1997 will be transferred from the temporary
management of the Swedish National Debt Of-
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fice to the Premium Pension Authority. The bal-
ance in the premium pension system will there-
fore correspond to a reduced central government
balance. Funds corresponding to the premium
pension right will not be transferred to the Pre-
mium Pension Authority until the second year
after the year of income. The transfer in the year
2000 thus refers to the income year 1998. With
effect from income year 1999, the earned pre-
mium pension right will be raised from 2 per cent
to 2.5 per cent of pension-based incomes and
amounts. This means that the transfer to the
premium pension system will rise with effect
from the year 2001 and is then estimated to
amount to approximately SEK18 billion.

Table 11.6 National Pension Fund/Old Age Pension System

SEK billion, current prices

1997 1998 1999 2000 2001

Revenue 133.6 1344 181.2 157.8 161.7
Contributions 87.5 91.1 1057 1125 116.2
Personal contribution 7.8 522 584 604 624
Employers contribution 79.7 389 320 369 383
Central government contri-
bution 153 152 155
Premium reserve funds 370 125 18.1
Interest, dividend etc. 46.1 434 385 328 275
Expenditure 122.6 126.2 181.4 185.8 381.5
Pensions 121.6 1251 1352 139.5 1452
Transfer to central
government 450 45.0 235.0
Other expenditure 1.1 1.1 1.1 1.3 1.2
Sale of property 15.0
Financial balance 1.0 233 -0.2 -28.0 -219.8
Pension fund -38.2 -42.7 -241.0
Premium pension system 38.0 147 212

Sources: National Institute of Economic Research, The Swedish National
Debt Office, Statistics Sweden and Ministry of Finance.

Overall, those parts of the old age pension re-
form decided on so far will bring about a long-
term improvement of the financial balance of the
old age pension system. When the level of
charges to the old age pension system is finally
established, the balance will be further improved
by around SEK 30 billion. The underlying bal-
ance in 2001 ie. the balance which would have
arisen if the pension reform as a whole had been
implemented on December 31, 2000, will there-
fore amount to SEK48 billion, which corre-
sponds to 2.3 per cent of GDP.
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114  Local Government

During the first half of this year, employment
and consumption of goods and services in muni-
cipalities and county councils rose more strongly
than had been foreseen in the 1998 Government
Spring Bill. The forecast has therefore been re-
vised upward and the volume of consumption? is
expected to increase by 1.7 per cent this year. The
increase follows on from a development with
stagnation or falling consumption since the be-
ginning of the 1990s.

With a higher tax revenue than in the previous
estimate, there is scope in this sector for both an
economy in balance with effect from the year
2000 and a stronger growth in consumption vol-
umes up to the end of 2001 than was previously
estimated.

The local government sector here refers to
municipalities, county councils and parishes, ex-
cluding local government enterprises.

According to the preliminary result from the
National Accounts, local government sector ex-
penditure was equivalent to 24.1 per cent of GDP
last year. Consumption comprised 18.1 percent-
age points of this. Municipalities and county
councils accounted for 67.8 per cent and 28.9 per
cent, respectively of the total consumption
within the sector.

Factors which Affect Developments within
the Sector
In accordance with previous decisions by the
Riksdag, the level of general grants from the
central government to municipalities and county
councils this year and last year was raised by a
total of SEK12 billion. The government is now
proposing a further improvement of SEK4 bil-
lion, with effect from next year. In addition to
this, the government intends to propose further
increases of SEK4 billion and SEK2 billion, re-
spectively for the two following years. In total,
these improvements will lead to the level of the
general grants from central government
amounting to SEK22 billion more with effect
from the year 2001.

Central government grants are also affected by
financial regulation between the central govern-

2 This refers to total consumption, which includes the total of wages, pay-
roll taxes, consumption of goods and services as well as capital wear and

tear.



ment and the local government sector. With ef-
fect from this year, municipalities and county
councils have taken over the principal responsi-
bility for incontinence articles. The county coun-
cils have, at the same time, taken over responsi-
bility for pharmaceutical subsidies from the
central government.

Since 1997, there have been special central
government grants for labour market policy
measures in the form of public temporary em-
ployment and resource work.

The government declared in autumn 1996 that
the municipalities and county councils would re-
ceive compensation if they were forced to pay
back some of the advances received in connec-
tion with the final calculations for the 1997 preli-
minary tax payments. This compensation has
been treated as a temporary increase in central
government grants of SEK2.6 billion in 1999.
Next year, revenue received by municipalities and
county councils will be further improved by a
temporary transfer of central government in-
come tax equivalent to SEK1.3 billion.

The average municipal tax rate is assumed to
remain unchanged at the 1998 level during the
entire forecast period. The opportunity to raise
the tax rate is limited by the law on lowering gen-
eral grants from the central government in special
cases. This law means that any municipality or
county council that establishes a higher tax rate
next year than that applying in 1996 will have
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their general grants from the central government
reduced by an amount corresponding to half of
the income from the tax increase.

The estimates have not taken into account the
coming tax exchange between municipalities and
county councils for the new county councils in
Vistra Gotaland and Skéne.

In connection with the crisis settlement by the
government in 1992, an agreement was signed for
a change in pension regulations for municipalities
and county councils. The agreement resulted in
reduced pensions with effect from 1993. Follow-
ing a legal action, the Labour Court recently
ruled this agreement null and void. Municipalities
and county councils will therefore be forced to
pay out retroactive pensions corresponding to
approximately SEK1.0 and 0.6 billion. The pay-
ments are expected to be made before the end of
1998. However, the retroactive payment will re-
sult in tax revenue for the municipalities and
county councils increasing by about SEK400
million in the year 2000.

Since the Government Spring Bill was pub-
lished, several central wage agreements have been
signed in the local government sector. Most of
these agreements cover several years and give a
slightly higher wage increase than was forecast
earlier. The wage increase rate in the forecast has
therefore been revised upwards.

Table 11.7 Local Government Finances'

SEK billion
1997 1998 1999 2000 2001
Revenue 411.3 441.2 462.6 480.8 497.3
Taxes 294.4 300.5 311.2 325.1 337.6
Central government contribution’ 60.2 81.6 91.2 94.1 96.2
Other 56.6 59.1 60.1 61.7 63.5
Expenditure 418.5 441.1 456.1 474.8 490.6
Transfers 78.2 90.7 92.4 94.7 96.2
Consumption 315.1 329.2 341.5 355.5 368.9
% change in volume’ -0.7 1.7 0.9 0.6 1.0
underlying %* -1.6 0.3 1.0 1.3 1.0
Investment 25.2 21.2 22.2 24.6 25.6
Financial balance -1.2 0.2 6.5 6.1 6.7

' Revenue and expenditure are reported exclusive of central government equalisation contributions and central government equalisation charges. The

equalisation contribution for 1998 is established at SEK 21 billion.

* Reported as from 1998 net after deductions for local government contributions to the value added tax repayment system.

* Annual percentage change in fixed prices.

* Annual percentage change in volume excluding public temporary employment, resource work, change in cost responsibility for incontinence articles and

the education and training initiative.
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Both municipalities and county councils are
obliged by law to achieve balanced finances with
effect from the year 2000. This balance require-
ment means that the budget in every municipal-
ity, county council and municipal association
formed before 1998 must be established in such a
way that expenditure does not exceed revenue.
Expenditure should include the change in the
pension liability. However, if expenditure ex-
ceeds revenue, the deficit must be covered within
two years.

Normally, a positive financial balance is re-
quired to achieve the balance requirement. If in-
vestment expenditure is greater than the depre-
ciation, however, a negative financial balance can
be combined with achieving the requirement.
This type of situation is currently more likely to
occur among the municipalities than among the
county councils. Estimates of financial develop-
ments in the local government sector assume that
all municipalities, county councils and municipal
associations will meet the balance requirement.

Developments up to the end of 2001

Revenue in the local government sector is ex-
pected to be higher than forecast in the Govern-
ment Spring Bill up to the end of the year 2001.
As a result of an unexpectedly high preliminary
taxation outcome for 1997, a continued high
level of employment and higher wage increases,
tax revenue is expected to rise. The grants from
central government will also increase, partly be-
cause of the above mentioned improvement
measures.

The National Tax Board has established that
the VAT charge for municipalities and county
councils for 1999 will be SEK1,970 and SEK965
per capita, respectively. This means that deposits
to the VAT tax repayment system will be higher
than previous estimates, with effect from next
year.

Expenditure within the sector is also expected
to be higher than forecast in the Government
Spring Bill. However, transfers will decline
slightly, partly as a result of a weaker
development in prices. Supplementary benefits
within the social welfare system, which has
increased over a long period of time, is expected
to begin to fall with effect from this year. The
reduction comes partly from increasingly
favourable developments in the labour market.
Altogether, this provides greater scope for
consumption and a higher level of employment
than before. This development is supported by
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the result from the National Accounts for the
first half of this year. Not only employment, but
also consumption of goods and services has
increased, which can be partly explained by the
fact that the municipalities are buying services in
connection with the education and training
initiative (Kunskapslyftet), including consultants
acting as teachers.

It is estimated that with effect from 1998 there
will be scope for an increase in the volume of
consumption by an average of 1.0 per cent per
annum. This increase means that the number of
those employed will increase by an average of just
over 11,000 per annum. The scope for an increase
in the volume of consumption is approximately
the same magnitude in the municipalities and
county councils, but is distributed somewhat
differently between the years.

In 1998, consumption in constant prices Is
expected to increase by approximately 0.4 per
cent as a result of public temporary employment
and resource work and by approximately 0.4 per
cent as a result of a change in the responsibility
for incontinence articles, as well as 0.5 per cent
for the education and training initiative. When
adjusted for these changes, the underlying
consumption volume is reached. This is expected
to increase by 0.3 per cent this year. With effect
from next year, however, the underlying
consumption rate is expected to grow more
rapidly than the actual consumption rate.

The financial balance in the local government
sector 1s expected to be lower this year than was
forecast in the Government Spring Bill, which is
partly a result of the payment of retroactive pen-
sions. The balance is expected to be slightly
higher in coming years than was previously fore-
seen. The financial balance for both municipali-
ties and county councils is expected to amount to

Diagram 11.5 Local Government Consumption
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an average of SEK2.8 billion per annum, with ef-
fect from next year. The level of the financial bal-
ance is assumed, with effect from the year 2000,
to correspond to a positive result for the sector,
as a whole, as each municipality, county council
and municipal association must as a minimum
requirement achieve a balance in their finances.

Value added in the local government sector is
calculated as the total of wages, payroll taxes, etc.
and capital wear and tear on fixed assets. Value
added comprises the contribution by this sector
to GDP.

Consumption is a measure of the tax-financed
activities of the sector. If sales income and
charges are added to consumption, the gross
output figure is obtained, which corresponds to
local government sector total output and con-
sumption of resources.

As shown in Diagram 11.5, value added,
consumption and gross output of the local
government sector increased in constant prices
up to the beginning of the 1990s. Thereafter,
value added declined sharply. This is mainly
explained by the fall in employment. Neither
consumption nor gross output declined to the
same extent as value added. This is due to the fact
that the local government sector is buying
materials and services to an increased extent and
that charge-financed activities and sales income
have risen in volume. For the coming years, value
added, consumption and gross output are
expected to increase again, albeit at a slower rate
than before.
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12 Alternative Scenario

During winter and spring 1998, there was an un-
usually broad consensus of opinion among vari-
ous economic analysts regarding the develop-
ment of the Swedish economy. However, as the
Asian crisis has deepened, prolonged and spread,
opinions have begun to diverge. Various assess-
ments have been made with regard to the length
and depth of the crisis, the spread effects to the
rest of the world and the repercussions on the
Swedish economy.

To illustrate the uncertainty over international
developments and the possible repercussions for
Swedish growth, employment and general gov-
ernment finances, this chapter presents an alter-
native scenario, which describes developments in
the event of a weaker global economy. The com-
parison is thus made with the "base alternative"
presented above. The two scenarios are assumed
to begin to diverge at the begmmng of October
1998. The alternative scenario is judged to be less
probable than the base alternative.

International Developments

The base alternative foresees a cautious, export-
driven recovery in the Asian region during 1999.
The spillover effects from the Asian crisis on the
OECD region outside of Asia are assumed to be
moderate. However, there is great uncertainty
over this assessment and there is a risk of poorer
growth eventuating.

The alternative scenario assumes that the eco-
nomic recession in Japan will be more prolonged
than is assumed in the base alternative. The
problems in the financial sector will remain and
the stimulation from fiscal policy will partly fail
to arrive. This will contribute to a continuing low
level of confidence among both households and
consumers. The delayed recovery in Japan will
mean that the financial markets in the rest of
Asia remain unstable and will thus make more
difficult the implementation of economic and
political reforms in the crisis-affected Asian
countries. The alternative scenario assumes that
there will not be any recovery in the Asian region
until the year 2000.

The deepened Asian crisis in the alternative
scenario means negative repercussions on the rest
of the world, particularly on emerging markets.
Those of these countries that have considerable
budget and current account deficits will be espe-
cially vulnerable to the effects of the Asian crisis.
They will suffer a reduction in capital inflows and
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higher interest rates in that the financial markets
take refuge in safe investments. In addition, those
countries that have strong commercial and finan-
cial links to the Asian countries are also more
vulnerable. Further, a decline in the demand for
raw materials will lead to a further deficit in the
current account for countries that export raw
materials. The alternative scenario assumes that
these countries for instance, in Latin America,
will pursue a stricter economic policy to counter-
act the financial turbulence and this will have
negative effects on domestic demand.

Poorer economic growth in Latin America
would mean deterioration in the development of
exports, particularly in the United States and in
some European countries. Weaker export growth
would lead, with a slight lag effect, to a poorer
development in investment in the export-
dependent sectors, and contribute to lower em-
ployment.

Apart from the trade effects, Europe and
North America would also be directly affected by
the turbulence on the financial markets, which is
expected to continue and become deeper in the
alternative scenario. The deepened crisis would
lead to accentuated price pressures and thus pres-
sures on profits, which would lead to lower profit
expectations and a weaker development in stock
prices than is foreseen in the base alternative.
This means that expectations for the future
among both households and firms are affected
negatively.

North America would be hit relatively hard by
a stronger and more prolonged decline in stock
prices, primarily because the savings ratio there
has already fallen considerably. The United States
has been stimulated over a long period of time by
a good development in wealth and, together with
a lower growth in employment, a fall in stock
prices would contribute to a slower rate of in-
crease 1n private consumption.

In Europe, where private consumption is con-
sidered to be less sensitive to developments in
stock prices, the direct effects of a deepened
Asian crisis are expected to be somewhat less
than in North America. Nevertheless, squeezed
company profits and increased uncertainty would
lead to a lower growth in employment and in-
vestment than in the base alternative, which in
the long term would also have a negative effect
on private consumption.

The weaker growth in demand, compared with
the base alternative, is assumed to lead to an eas-
ing in monetary policy, particularly in the United



States and Europe. This would moderate, but
could not eliminate in the short term, the nega-
tive repercussions on growth and employment.

The alternative scenario therefore assumes that
the recovery in Asia will not begin until the year
2000 and that the crisis will have more negative
repercussions on the rest of the world, particu-
larly in the years 1999-2000. The difference be-
tween the base alternative and the alternative sce-
nario with regard to global GDP growth and
therefore export market growth is most signifi-
cant in the year 1999. The difference in global
market growth is estimated at just over 2 per-
centage points this year.

Diagram 12.1 Export Market Growth in the Alternative
Scenario
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Sweden’s Economy

Weaker international growth in the alternative
scenario means poorer market growth for Swed-
ish exports, combined with increased price pres-
sures. Lower import prices and weaker demand
will generate lower inflationary pressures, even in
Sweden. The Riksbank is therefore expected to
pursue a more relaxed monetary policy. The in-
terest-rate spread with other countries is ex-
pected to remain the same as in the base alterna-
tive. The exchange rate is also assumed to be the
same, as monetary policy will be more relaxed in
both Sweden and the rest of the world. Unlike
the many previous global economic slowdowns,
the profit level in the manufacturing industry will
be relatively high. There will therefore be scope
within a large section of the manufacturing in-
dustry for price competition by reducing profit
margins. Swedish firms can consequently be ex-
pected to lower their prices to retain and win
market share. The Swedish export industry will
therefore cope much better with an international
slowdown today. Despite lower export prices,
the gorwth in exports will be weaker than in the
base alternative. The effect on exports for the
current year will be slight, as the two alternatives
do not diverge until the end of the year. Next
year, export growth will be much weaker than in
the base alternative.

Table 12.1 Selected Statistics in the Alternative Scenario

Per cent
Difference compared with base scenario
percentage points
1998 1999 2000 2001 1998 1999 2000 2001
Market growth for Swedish exports 5.4 39 6.8 1.7 -0.5 -2.3 -0.7 1.2
TCW-index' 121.7 120.4 118.5 118.0 0 0 0 0
German long-term rate' 4.30 4.03 4.39 4.8 -0.05 -0.25 -0.25 0
German short-term rate' 3.58 3.38 3.69 4.30 -0.05 -0.50 -0.50 0
Swedish long-term rate' 4,76 4.44 4.64 5.00 -0.05 -0.25 -0.25 0
Swedish short-term rate' 4.31 3.80 3.80 4.30 -0.05 -0.50 -0.50 0
Hourly wages 3.3 2.9 3.2 3.0 0 0 0 0
cPI! 0.5 0.4 1.3 2.0 0 -0.3 -0.4 0
Real disposable income 2.7 3.2 1.6 2.0 0.0 -0.1 0.0 0.1
Savings ratio (level) 0.9 1.8 1.0 0.6 0.1 0.6 0.7 0.5
Industrial production 43 2.7 4.1 3.9 -0.3 -1.8 0.1 1.0
Employment 1.1 0.5 1.6 1.6 -0.2 -1.0 -0.1 0.5
Registered unemployment 6.7 6.5 5.3 45 0.1 0.8 0.9 0.5

' Annual average.
Source: Ministry of Finance.
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The adaptation of output to lower demand will
take some time, which will lead to an involuntary
build up of stocks. The effect on GDP of lower
exports will thus be slightly delayed.

Poorer industrial activity, with deteriorating
profit prospects and greater uncertainty, will lead
to a major turnaround in investment in the ex-
port sector. After a period of time, investment in
closely related export-dependent sectors will also
decline, compared with the base alternative.
Greater uncertainty will mean that both firms
and households will postpone their investment.
Unlike the economic recession at the beginning
of the 1990s, investment volumes and capital
stocks are relatively balanced at the moment. At
the beginning of the 1990s, there were severe im-
balances, particularly in the residential sector.
Today, residential construction is at a low level,
which means that the risk of a major decline in
investment in this sector is relatively small.

The slowdown in the economy will also spread
to households and dampen consumption. Lower
growth, compared with the base alternative, will
lead to a weaker growth in employment and in
household disposable incomes. However, the
impact of this will be counteracted by the fact
that transfers, for example, in the form of unem-
ployment benefit, will become higher. The
poorer profit prospects for firms will lead to
weaker developments on the stock exchange.
Swedish households own relatively large volumes
of shares and share ownership is relatively well
dispersed, which means that household wealth
will be affected quite considerably compared with
other European countries. Property prices will be
affected negatively by a lower growth, even
though the impact will be moderated by the
more relaxed monetary policy. The alternative
scenario thus involves weaker growth in house-

hold incomes and wealth, which together with
the generally higher uncertainty will lead to lower
consumption. The risk of a more considerable
slowing down in the growth of consumption is
considered to be relatively slight. Households
have consolidated their finances during the 1990s
and have a very good wealth position.

Lower exports, investment and private con-
sumption will lead to imports also being lower,
which will reduce the impact on GDP. The more
relaxed monetary policy with a lower repo-rate
will subdue the impact on GDP, but in the short
term will not manage to completely counteract
the fall in demand that will arise through lower
international growth and a generally higher level
of uncertainty.

The estimates in the alternative scenario are
also based on a number of assumptions of a more
technical nature. As in the base alternative, wages
are assumed to increase by approximately 3 per
cent per annum. To make adjustments for the
effects of different international developments,
the estimates are based on unchanged regula-
tions. Central government consumption, general
government investment and the volume of la-
bour market policy measures are thus assumed to
be the same as in the base alternative. Therefore,
the effects reported refer to the consequences of
weaker international developments, disregarding
the changes in regulations to which such weaker
developments could give rise.

For local government, it is assumed that the
balanced finances requirement must be fulfilled
with effect from the year 2000 in both the base
alternative and the alternative scenario. This
means that local government consumption will
be adapted as a result of the lower tax revenue in
the alternative scenario.

Table 12.2 Demand and Output in the Alternative Scenario

Percentage change

Difference compared with base scenario
percentage points

1998 1999 2000 2001 1998 1999 2000 2001
Private consumption 2.6 2.2 2.4 2.4 -0.1 -0.7 -0.1 0.4
General government
consumption 1.9 0.4 0.0 1.1 0.0 -0.4 -0.5 0.2
Gross fixed capital formation 9.4 4.2 8.3 7.0 -0.4 -3.8 1.5 1.1
Change in stocks 0.2 -0.1 0.0 0.0 0.1 -0.1 0.0 0.0
Exports 54 4.3 6.3 6.4 -0.5 -1.6 -0.3 0.9
Imports 8.6 5.2 6.4 6.4 -0.3 -1.9 0.1 0.6
GDP 2.8 1.8 3.1 3.2 -0.2 -1.2 -0.1 0.6

Source: Ministry of Finance.
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Overall, GDP is expected to grow by 2.8 per cent
in 1998 and 1.8 per cent in 1999 in the alternative
scenario, which is 0.2 and 1.2 percentage points
lower, respectively than in the base alternative.

The lower growth rate means a poorer labour
market situation than in the base alternative, with
weaker growth in employment, particularly next
year. Poorer international developments will have
a direct impact on employment in the manufac-
turing industry, but employment in the rest of
the business sector will also be affected as a result
of weaker domestic demand. The balanced fi-
nances requirement in the local government
sector will restrict the scope of operations and
employment will therefore also develop more
weakly in this sector as well. Overall, it is esti-
mated that employment will increase by 0.5 per
cent next year, which is 1 percentage point lower
than in the base alternative. The weaker growth
in employment will lead to fewer people entering
the labour market, which will dampen the impact
on registered unemployment. Registered unem-
ployment is estimated at 6.5 per cent next year,
which is 0.8 percentage points higher than in the
base alternative.

Diagram 12.2 GDP Growth in the Alternative Scenario
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Sources: Statistics Sweden and Ministry of Finance.

The slowdown in the global economy is not ex-
pected to reduce Swedish GDP in the long term
as much as in the short term. In the space of a
few years, when the international turbulence has
settled, the more relaxed monetary policy has
made a greater impact, global growth has recov-
ered and capital stocks prove to be too low fol-
lowing a period of relatively low investment, a
recovery can be expected. This means that
growth will be higher in the alternative scenario
for a couple of years. However, this recovery is
not expected to be fully complete within the time
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period being considered here, and the level of
GDP is assumed to be lower in 2001 than in the
base alternative. In the alternative scenario, GDP
growth is estimated to be 3.1 per cent in the year
2000 and 3.2 per cent in the year 2001. This
means that in the year 2001, GDP will be 0.9 per
cent lower than in the base alternative.

As GDP will be lower during all of these years,
unemployment will be higher, which means that
the unemployment goal will not be achieved by
the end of the year 2000.

Diagram 12.3 Registered Unemployment in the Alternative
Scenario

Per cent of labour force
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Sources: Statistics Sweden and Ministry of Finance.

General Government Sector Finances

With weaker economic growth, general govern-
ment finances will develop more poorly than in
the base alternative. Historically, the general gov-
ernment financial balance has shown a high sen-
sitivity to changes in the economic cycle. Some
of these changes may, however, be attributed to
discretionary fiscal policy measures rather than
automatic effects on the general government fi-
nancial balance with given taxation and expendi-
ture regulations.

In the alternative scenario, the most important
tax bases will develop more slowly than in the
base scenario. The wage bill is expected to be just
over 1.5 per cent less in the year 2000 as a result
of the weaker growth in employment, and private
consumption is assumed to be just over 1 per
cent lower. Altogether, tax revenue is estimated
at SEK 13 billion less in the alternative scenario.

On the expenditure side, it is mainly unem-
ployment benefits and other household transfers
that will be affected by the weaker labour market.
Higher unemployment and lower employment
compared with the base alternative will mean ex-
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Table 12.3 General Government Finances in the Alternative Scenario

Difference compared with the base scenario
percentage points

1998 1999 2000 2001 1998 1999 2000 2001
Revenue 1141 1154 1186 1228 -1 -10 -16 -13
per cent of GDP 63.4 62.1 61.1 60.2 0.1 04 04 0.2
Taxes and charges 992 1006 1041 1086 -1 -8 -13 -10
per cent of GDP 54.8 54.2 53.6 53.2 0.0 04 04 0.2
Capital income 85 76 73 68 0 -2 -3 -2
Other income 70 72 72 74 0 0 0 0
Expenditure 111 1144 1152 1168 0 1 -4 -4
per cent of GDP 61.3 61.6 59.3 57.2 0.1 1.0 0.9 0.6
Transfers to households 511 524 518 521 1 5 4 1
Consumption and investment 496 527 545 566 0 -2 -6 -5
Interest expenditure 103 93 89 81 0 -1 -2 -1
Financial balance 37 10 34 60 -1 -1 -12 -8
per cent of GDP 2.0 0.5 1.8 3.0 -0.1 -0.6 -0.6 -0.4
Financial position
Net debt 340 323 290 231 1 13 25 33
per cent of GDP 18.8 17.4 14.9 11.3 0.1 0.9 L5 1.8
Consolidated gross debt 1321 1334 1305 1186 1 13 25 33
per cent of GDP 73.0 71.8 67.2 58.1 0.2 1.8 2.5 24

Source: Ministry of Finance.

penditure of approximately SEK 4 billion more
for the central government in 1999 and 2000. No
consideration has been given here to the neces-
sity of taking measures so that the central gov-
ernment expenditure ceiling is not exceeded, as
the estimates assume given taxation and expen-
diture regulations.

For the total general government sector, the
increase in expenditure for the central govern-
ment will to some extent be counteracted by the
fact that consumption in municipalities and
county councils will be lower than in the base al-
ternative. When combined with the requirement
to achieve balanced finances, the lower tax reve-
nue in municipalities and county councils will
provide less scope for a growth in local govern-
ment consumption. In the year 2000, consump-
tion in municipalities and county councils is ex-
pected to be just over 1 per cent lower than in the
base alternative. The balanced finances require-
ment will thus contribute to reducing the sensi-
tivity of general government finances to changes
in the economic cycle.

The general government financial balance is
estimated to be SEK11 billion lower in both 1999
and the year 2000, compared with the base alter-
native, which is equivalent to approximately 0.5
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per cent of GDP. The goal for the general gov-
ernment financial balance, corresponding to 0.5
per cent of GDP in the year 1999, will be
achieved. However, the general government fi-
nancial balance will not reach 2 per cent of GDP
in the year 2000.

The difference between the alternatives with
regard to the general government sector financial
balance will correspond to just under half of the
difference in GDP in the year 2000. This pro-
vides a measure of the degree of sensitivity in
general government finances to the economic cy-
cle given the case of the alternative scenario with
an analysed disturbance in the form of a slow-
down in the international economy and assuming
that no fiscal policy measures are taken. Appen-
dix 1 in the 1998 Government Spring Bill ana-
lysed two other disturbances that resulted in an
economic sensitivity of 57 per cent and 45 per
cent, respectively. This shows that general gov-
ernment finances vary in sensitivity to different
types of disturbances, which is due to the fact
that different disturbances influence the compo-
sition of GDP and thus the tax bases and general
government expenditure in different ways.



Summary

The Swedish economy is sensitive to what hap-
pens in the rest of the world. Weaker global
growth will thus have considerable repercussions
on Swedish economic growth, employment and
general government finances. Such a develop-
ment makes it more difficult to achieve the goal
of halving unemployment by the year 2000.
However, general government finances are suffi-
ciently strong in the base alternative for the gen-
eral government financial balance to show a sur-
plus each year, despite the weaker international
growth. Therefore, the slowdown avoids be-
coming deeper and prolonged by a lack of confi-
dence in the Swedish economy, which could be
expressed by, for instance, higher interest rates.
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