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Sweden: Basic Data

Demographic and other data:
Area 449,964 square kilometers
Population (mid-2000) 8.87 million
GDP per capita $27,256
Exchange rate (2 August, 2001) SKr 10.4 per US $1
Composition of GDP in 2000, at current prices In billions Distribution
of Kronor in Percent
Private consumption 1050.0 50.4
Public consumption 552.9 26.5
Total investment (including stockbuilding) 372.7 17.9
Total domestic demand 1975.6 94.8
Exports of goods and services 993.0 47.6
Imports of goods and services 884.6 424
GDP at market prices (average estimate) 2084.0 100
Selected economic data 1998 1999 2000
Output and unemployment: (Annual percentage change)
Real GDP (at market prices, average estimate) 3.6 4.1 3.6
Open unemployment rate (In percent) 1.5 22 22
Earnings and prices:
Hourly wages in manufacturing 3.6 2.0 3.6
Consumer price index -0.1 0.5 1.0
Money and interest rates:
MO (end of period) 5.1 12.0 1.9
M3 (end of period) 2.1 9.9 2.1
3-month Interbank rate 42 3.1 4.0
10-year government bond yield 5.0 5.0 54
TCW-Index 22 1.3 -0.2
Real effective exchange rate (based on CPI) -2.8 -3.2 -2.0
(In percent of GDP)
Public finance:
General government balance 0.1 -4.1 2.8
Structural balance 1/ 53 42 4.1
General government debt 71.8 64.8 57.0
Balance of payments:
Current account balance 29 35 2.6
Trade balance 9.1 8.3 7.8
Capital and financial account balance 0.1 -3.4 -2.6
Reserves (gold valued at SDR 35 per ounce, 143 153 15.1

end of period, in billions of SDRs)

Source: Statistics Sweden; Riksbank; IMF, IFS; and staff calculations.

1/ Structural balance is in percent of potential GDP.



I. INTRODUCTION AND OVERVIEW '

1. Sweden has a mixed market economy with large, centralized institutions
intended to reduce inequality, alleviate poverty and facilitate a close cooperation
between the public and private sectors. This macroeconomic paradigm—implemented
most consistently among OECD countries by Sweden since the 1970s and hence aptly
referred to as the Swedish model—assigns a major role to government and centralized
institutions, trading off some economic efficiency for greater equality. The key features of the
policy regime, which employs both fiscal and non-fiscal measures, include (see Lindbeck, et
al (1994), Lindbeck (1997), and Atkinson (1995)):

e An active and large state with a broad political mandate to intervene in the market process
to secure equality of income and wealth distribution at a socially desired level;

o Highly ambitious social security arrangements covering an unusually wide array of risks
and providing generous income replacement when they materialize;

e High levels of taxation and social security contributions, needed to sustain the high level
of transfers and sizable public consumption;

e Elaborate centralized institutions and structures aimed at facilitating effective cooperation
between the private sector and a large, service-oriented public sector, with the latter
responsible for the provision of most social services;

e Extensive regulatory and supervisory intervention (especially, but not only, in the labor
market);

e Large-scale public ownership of enterprises, and extensive public employment;
e Wages and working conditions set in a framework of centralized bargaining (involving

the government, employers and well-organized trade unions), aiming for full
employment, stable labor income and peaceful conflict resolution.

! Prepared by Subhash Thakur, Michael Keen, Balazs Horvéth and Valerie Cerra based on the
extensive literature on this subject, and drawing on discussions with policy-makers, and
leading contributors to the debate on the Swedish model, including in roundtable discussions
at the Stockholm School of Economics and Uppsala University. In addition to government
officials, the staff benefited from discussions with Messrs A. Lindbeck, P. Edin, L. Svensson,
J. Agell, J. Hassler, M. Lundholm, S. Blomquist, T. Lindh, H. Ohlsson, J. Sodersten, M.
Persson, K. Andersson, D. Andersson and.G. Tersman



2. The Swedish model has many impressive achievements. Sweden’s quality of life,
public health and educational attainment indicators are among the best in the world. The
country is politically stable, with high employment and participation rates and remarkably
low levels of labor conflict. A high level of economic equality and substantial public support
for the creation and preservation of human capital—both distinctive features of the Swedish
model—give rise to dynamic advantages offsetting in part the static efficiency losses owing
to the higher public intervention in market processes. These dynamic effects arise from
coverage against a wide array of risks not insurable in private markets (e.g. the risk of being
born to poor or less-educated parents); greater ability to take risks owing to the presence of a
strong social safety net; enhanced intergenerational mobility; and greater use of talent
resulting from higher female participation rates and the effective incorporation of minorities
and immigrants into the labor market. A greater degree of public intervention also has the
potential to correct market failures arising from imperfect competition, asymmetric
information and various externalities. Not least, the pursuit of equality domestically is
matched by relatively generous support of developing countries, and a sensitivity to
environmental issues.

3. But maintaining a very large welfare state has substantial costs. The tax burden
needed to sustain the welfare state in Sweden is among the highest in the world. Owing to the
international mobility of capital, the effective burden of this is heavily concentrated on labor
income. The high levels of direct and indirect taxation raise the tax wedge on labor to a very
high level compared to other OECD

Figure 1: Tax Wedge 1/

countries (Figure 1). This, together with 60
generous welfare provisions, generates
strong disincentive effects on effective

labor supply, and a sizable black 40
economy (recently estimated at 19
percent of GDP).” The centralized ’°

institutions associated with the Swedish
model lack flexibility, hampering
efficiency in the face of rapidly changing 10
economic conditions. The compressed

wage sS:ale——a direct consequence of the AR
centralized wage bargaining regime— 5 3 s 4 £ £ 2 E E : E
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may adversely affect work incentives at Sourd® OECD Statistics Website 2
: : : . : 1/ Income tax plus employee and employer social security contributions in
the h'lgh end Of the Sklll dlStnbutlon a'nd 1998. Single individual at income level of average production worker.

is likely to discourage investment in
human capital. Last, but not least,
Lindbeck (1997) and several other participants in the academic debate on the Swedish model

?Calculation of Professor F. Schneider, University of Linz, using the currency demand
approach.




have argued that its excessive size was causally related to Sweden’s relatively weak growth
performance since the 1970s, reflected in a marked decline in its ranking by per capita GDP
in the OECD.

4. While it is impossible to pin down the optimal size of the welfare state precisely,
government was generally agreed to have become too big by the late 1980s. The
‘overshooting’ of this period—a theme in Lindbeck (1997)—was amplified by demographic
developments (Sweden’s population was the oldest in the world during the 1980s), and was
viewed as an underlying reason for the crisis in the early 1990s precipitated by external
shocks and macroeconomic policy mistakes. Despite tax revenues topping 60 percent of GDP
on the back of a strong cyclical upswing, high and volatile public consumption and transfers
led to general government deficits from 1991, and, with the onset of a crisis, to rapidly rising
public debt. The resulting surge in budgetary interest payments was coupled with a
widespread loss of confidence in fiscal sustainability. The steady streamlining of government
following the crisis was thus seen as a structural necessity, not just a short-term correction of
avoidable macroeconomic policy mistakes. The large role played by government was also
seen to hamper the flexibility of the economy to rebound from shocks. The incomplete
recouping of lost output since the crisis period over the early 1990s, despite a relatively high
growth rate in the past few years, underscores the need for a renewed streamlining of the
welfare state to restore sustainable high growth.

5. Globalization is changing the context in which the Swedish model operates by
limiting its tax-based financing, but it does not rule out the preservation of its key
elements. In the past it was possible to maintain a drastically higher level of taxation to
sustain a wide and all-encompassing social safety net and a pervasive role for the public
sector in the economy, irrespective of what other countries did. However, the fiscal basis for
this strategy is being increasingly undermined. Massive international capital flows make the
base for taxing capital increasingly mobile, and the increasing mobility of both commodities
and labor have a similar effect. Moreover, heightened regulatory and tax competition, as well
as greater private sector competition and deepening European integration leave less and less
room for an inefficient public sector. However, it is possible to streamline the existing
welfare state while preserving the key characteristics of the Swedish model. This adaptation
can underpin Sweden’s competitiveness by building on the economy’s existing strengths:
effective governance in the public sector, solid and efficient provision of education and
health care, wide-ranging public support for human capital creation, maintenance of high
employment, and solidaristic assistance for the less fortunate, at home and abroad, to
preserve social peace. Sweden’s advanced position in the high technology sector also
provides scope for enhancing public-sector efficiency. Significant further strides in
deregulation and privatization of state-owned enterprises in competitive markets would boost
this process, and could help support the continuation of key elements of the welfare state.
Finally, streamlining the Swedish model would involve a welcome reduction in the tax
burden, which should strengthen the budget in the long run by boosting employment, thus
contributing to a broader tax base and reducing the need for budgetary transfers.



6. This paper assesses the effectiveness and impact of the extensive and highly
developed welfare state in Sweden. The subject is huge, so that the coverage is not
exhaustive. The paper proceeds as follows. Chapter II surveys the main elements of the
Swedish welfare state. Chapters III and IV explore the theory and evidence on fiscal policy
and growth, followed by an investigation of whether Sweden’s growth has lagged behind that
in other countries. Chapter V surveys labor market aspects, while the topic of the subsequent
chapter is investment and savings. Chapter VII discusses redistribution, a central element of
the Swedish model. Chapter VIII surveys various pressures on the welfare state, and Chapter
IX concludes with a short discussion on the future of the Swedish model.

7. The paper concludes that further streamlining the scale of government
intervention while safeguarding key elements of the Swedish model offers great long-
term benefits, since—although ultimately a matter for value judgment—the
inefficiencies induced by large-scale government intervention are likely to exceed the
equity gains. Having attained a strong fiscal position following the crisis-induced reforms of
the 1990s, the Swedish welfare state now stands at an important juncture. An easing of
distortions to working, investment and savings decisions would generate sizeable cumulative
efficiency gains, facilitating a higher rate and quality of economic growth. With continued
and deepening internationalization, and projected demographic developments putting
sustained pressure on the level and nature of government intervention, measures to streamline
the role of government and focus on essentials should be continued and reinvigorated. This
way, Sweden’s highly successful and compassionate society can enjoy sustained high levels
of economic growth.

II. MAIN ELEMENTS OF THE SWEDISH WELFARE STATE
A. The Structure of Government, Social Welfare and Taxation

8. Sweden’s state sector occupies a key position in the economy. The system of
government consists of a central and subnational level. The central government consists of
Ministries and central government agencies, and employed about 240,000 people in 1998.
The Ministries are small, each employing less than 200 people. They are not concerned with
details of administration, entrusting the implementation, management and enforcement of -
government decisions and laws to about 250 central administrative agencies. Subnational
government comprises 21 regional and 289 local (municipal) governments.The primary
responsibilities of county councils, which operate at a regional level, are health care and
regional transport systems. Municipalities have a broad range of local responsibilities,
including social services (child-care, and programs for the elderly and families); primary,
secondary and adult education; land use planning and building permits; environmental and
public health duties; technical services (water, sewage, garbage collection); public emergency
services; and some primary health care tasks.

9. Welfare services are highly developed and have decentralized delivery systems.
Health and social care—seen as public sector responsibilities—are financed and delivered by



a national social insurance system. All residents in Sweden are covered by national health
insurance. Medical, dental and medicine charges below pre-defined ceilings are borne by the
national health insurance. National occupational injury insurance pays all health-care costs
for work-related accidents. The administration and delivery of many welfare services are
decentralized, involving local levels of government and also private entities.

10.  Transfers to households are extensive, with relatively limited reliance on means-
testing. The principal transfers are summarized in Box 1. Most working people have
unemployment insurance (tax-financed, but administered by trade unions); the few without
such coverage receive a lower benefit from the government. Extensive government programs
for employment training, subsidized employment, job-search assistance and relocation
assistance are available for those unemployed. A basic old-age pension is payable as a
citizen’s right from age 65, topped up by a supplementary income-related pension. These two
elements of the PAYGO system financed by pension contributions aim to provide a
replacement rate of two-thirds calculated using the best 15 years of earnings. Additional
pension payments resulting from centralized bargaining agreements and from private funded
schemes can add to this replacement rate. The mother and father of a newly born child are
entitled to a total of 12 months of paid leave from work, with at least one month to be taken
by the father. The parents also receive a flat tax-free child allowance until the child reaches
16 years of age. If the child continues education after that age, she is entitled to study
allowances, as well as subsidized study loans for university studies. Means-tested benefits—
ones that are withdrawn as income rises—include housing allowances, highly subsidized day
care and after-school care (if the parents are engaged in paid employment or in studies),
together with financial and in-kind social assistance for those who cannot otherwise support
themselves. Overall, only about 7 percent of public social transfers are means-tested,

29 percent are paid at a uniform rate to all recipients, and the rest is related to previous
income.

11.  Sweden has a dual income tax, with progressive taxation of labor income and a
flat tax on capital income. This was the key structural innovation of the landmark 1991 tax
reform (see Box 2), and reflected an awareness of the increasing difficulty of taxing capital
income. The rate of tax on capital income is far below the highest rate on labor income, so
that difficulties arise—especially in connection with the self-employed and small
businesses—from the need to enforce a distinction between the two kinds of income. The
table below reports comparative information on key tax parameters in Sweden.



Box 1. Principal Transfers

These can for convenience be divided into two types: contingent benefits (one paid, that is, in the
event of some contingency occurring) that are paid in an amount related to previous earnings, and
transfers paid in an amount related to contemporaneous income. Most are taxable.

Earnings-related contingent benefits

Unemployment benefit is paid for up to 300 days to those with an adequate employment history,
the rate being 80 percent of gross earnings (having been reduced, as with other benefits, to

75 percent in 1996), up to a maximum of SEK 680 per day for the first 100 days and of SEK 580
thereafter.

Sickness benefit is also paid at a replacement rate of 80 percent, up to a maximum of about 7.5
base amounts. Employers bear the cost for the first two weeks, and sometimes pay additional
amounts. There is no maximum duration.

Pensions now (for those born after 1954) compromise two components: one that is related to past

contributions (16 percent of earnings) and a premium component (2.5 percent) that is invested in a
fund.

Parental benefit allows parents to share 450 days of benefit at a replacement rate of 80 percent
for 360 days, and with a guaranteed minimum for the remainder.

Child benefit, currently non-taxable, is paid for each child under 16, with a supplementary
payment for the third and subsequent child.

Means-tested benefits
Social assistance is paid by local authorities to guarantee a minimum level of income. Rates are
set by local authorities, but subject to a national minimum. Access is conditional not only on

income but also on the level of assets.

Housing allowance is paid to those with children and to the young, at levels that vary with the
number of children, commonly with a withdrawal rate between 20 and 33 percent.

Childcare payments are subsidized for those in work, again at rates chosen by local authorities.
Withdrawal rates are in the order of 5 to 7 percent, but expected to fall to 3 to 6 percent in 2002.

Maintenance support is paid to those not receiving proper maintenance from an absent parent,
with the latter then subject to reimburse the amounts paid in amounts related—with quite high
marginal rates—to the debtor’s income.

Repayment of student loans is generally at 4 percent of income.
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Box 2. Sweden’s 1991 Tax Reform

The 1991 tax reform (TR) significantly broadened the tax base, markedly lowered the highest marginal
income tax rates, and eliminated various tax shelters. The dual income tax that it introduced involves
separate tax schedules for earned income and capital income. The TR was designed to (i) be revenue-
neutral, leaving the ratio of Sweden’s tax revenues to GDP the highest in the world; (ii) be close to
neutral for after-tax income distribution, with the cuts in top marginal income tax rates offset by a new
capital taxation system and the elimination of tax loopholes and non-uniformities principally benefiting
the rich; and (iii) involve a massive shift of the tax burden from labor income to consumption and to
individual capital income, enhancing the efficiency and sustainability of the tax system.

The magnitude of the shifts in the tax burden was quite exceptional, with pre-reform estimates of the
negative impact on the budget of tax rate cuts and envisaged increases in transfers of around 6 percent
of GDP. This impact was to be covered by other elements of the TR: over a third from the new system
of taxing capital income, a third from the broadening of the base of the standard VAT rate of

23 percent, and 15 percent from the elimination of loopholes and preferences on earned income. The
remainder was to be covered by revenue gains generated by higher output stemming from improved
incentives associated with the new tax system. In the event, the TR was underfinanced by an estimated
4 percent of GDP.

The dual income tax approach represented a major improvement despite remaining distortions implied
by the 15-percentage point difference that remained between the total marginal tax rates on labor and
capital incomes. It unified the bewildering array of different tax rates on the returns from various
assets, and eliminated loopholes related to differential tax shields available to private and public sector
entities as well as the perverse incentives stemming from the possibility of claiming tax preferences on
both personal assets and liabilities (making the purchase of real estate from borrowed funds a massive,
low-risk source of tax rebates). However, a strong incentive for labor income to masquerade as capital
income was created as a result of the lower taxation of income from capital than from labor.
Nevertheless, given the higher mobility of the tax base for capital than for labor income, and the
Swedish model’s continuing need for very high tax revenues, the dual income tax —also adopted by
other Nordic countries—has proved to be an impressive innovation.

The implementation of the tax reform was a systematic effort to overhaul the budgetary foundation for
the Swedish model without reducing its size. It was implemented without much of a transition, and
against the background of the deepest recession since the Great Depression, perhaps even adding to its -
severity. While its design undoubtedly had excellent elements and it may have fared better in a tranquil _
macroeconomic environment, it alone was not—and could not have been—sufficient for averting the
need for rolling back the overall level of taxation and with it, the size of the Swedish model, in
subsequent years.
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12.  Social security contributions are high, and levied mainly on the employer. The
rate on earnings paid by employers is around 33 percent, while employees pay a further

7 percent. The government has embarked on a four-step plan of income tax reductions
intended to compensate for the employees’ contribution, two steps of which (each costing
about 0.6 percent of GDP) remain to be enacted.?

B. Past Developments in Fiscal Aspects of the Swedish Model

13.  The dramatic increase in the size of the Swedish government was halted
following the crisis of the early 1990s, giving way to a steady retrenchment.’
Expenditures surged during 1970-1982, followed by an unsustainable squeeze giving rise to
temporary budget surpluses (indicated by dotted vertical bars in Figure 2) and another, even
larger run-up during 1989-1993. The expenditure ratio reached 70 percent of GDP in 1993
(26 percentage points higher than in 1970), but has been on a declining trend since then,
projected to fall to 53 percent of GDP in 2004. Revenues peaked in 1989 at 63.7 percent of
GDP, 15.4 percentage points higher than in 1970, and—with a variance just a third of that of
expenditures—were much less volatile. The polynomial trends for expenditures and revenues
suggest that a marked reversal in the size of government has begun and that a sustained
surplus is emerging. Notably, the swing in expenditures was substantially more pronounced
over the past decades than that in revenues. However, the projections through 2004 indicate

> The essence of the compensation scheme is as follows. With income Y and social security
contribution (deductible against income tax) at rate e—this is the 7 percent charge to be
compensated—Iliability to income tax plus social security contributions, given T(.), the tax
schedule,is T T(Y eY)+eY . The nature of the compensation is to give credit for a

proportion o of the social security payment but at the same time allow only the uncredited .
portion 1- a as a deduction. Thus total liability is T* = T(Y — (1 - @)eY) + eY—aeY , with a to
be increased in four steps from 0 to 1.

* Data underlying the 2001 Spring Budget, on the ESA-95 standard form 1980. While data
for the 1970s are on an earlier definition, they were appended without a visible break.
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that the momentum for further reductions in the size of government from its current high
level may be flagging.

Figure 2. Sweden: General Government Revenues and Expenditures
in percent of GDP
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14.  Despite the turnaround and potential problems with international comparisons,
government in Sweden remains large. Average revenues during 2002-2004 are projected
to be 6.4 percent of GDP higher than in 1970-72, while the corresponding difference for
expenditures is 7.8 percent of GDP. Sweden also comes out at the top when compared with
other OECD countries in 2000. However, there are caveats related to the international
comparison of the size of the public sector, lending some credence to the claim of some
observers that Sweden is not as much of an outlier in this respect as would appear from a
comparison of raw data. First, there are data comparability problems. Swedish revenue data
include the taxation of gross social transfers (untaxed in many other countries), raising
measured revenue and expenditure levels by an estimated 3V2 percent of GDP in 2000.
Different levels of net tax expenditures—revenue shortfalls from an ideal norm of tax
collection owing to tax exemptions, rebates, and preferential rates estimated in Sweden at
5.7 percent of GDP in 2000—also lower the international comparability of the government
share figures, especially, since tax expenditure data are not available for most other countries.
Second, as evident from the following decomposition from Atkinson (1995), welfare
spending is driven not only by the generosity of transfer and social insurance payments (first
component of the decomposition), but by the wage share (second component) and the
dependency ratio (third component) as well:
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ws = 48 w R , Where WTS is the share of welfare spending in GDP, AB the average

Y w Y/LL
benefits, w the average wage, L the number of workers, and R stands for the number of
benefit recipients. Thus, the relatively early onset of aging of the Swedish population from
the 1970s contributed to higher government spending compared to most OECD countries
whose populations had a significantly lower average age during the past three decades.’

15.  The run-up in spending and its partial reversal demonstrated that expenditure
control was key to sound public finance in Sweden. During the past three decades, large
expenditure increases always preceded the emergence of sustained and substantial deficits. At
the beginning of both deficit periods, revenues actually fell while expenditures raced ahead
toward an unsustainable local peak. As a result, the average deficit, at 4.9 percent of GDP,
was much larger than the average surplus (3.5 percent of GDP). Moreover, expenditure levels
in excess of 60 percent of GDP were invariably associated with large deficits (concurrently or
with a lag, following a short period of surpluses). Accounting for cyclical factors does not
alter the conclusion that the fiscal balance deteriorated during the 1970s and 1980s. The key
reason for this was a steady upward drift in expenditures stemming from a political consensus
in favor of extending welfare arrangements, and strong demographic effects amplifying the
boosting effect on the size of government—observed throughout the OECD—of rising per
capita income.

16.  General government expenditures have been effectively constrained by medium-
term fiscal rules since 1997. These rules utilize a combination of central government
expenditure ceilings, and a balanced budget requirement for local governments stipulating a
reversal of any deficits on current spending within two years. The nominal ceilings are set
three years ahead, and limit central government non-interest expenditure plus spending on
old-age pensions outside the state budget. While their level was set to increase in krona terms
in the 2001 Spring budget, their share in GDP is set to decline marginally (Figure 3). The
emphasis on central government expenditure ceilings is appropriate: local governments have
rarely incurred deficits since 1980 and not at all since 1997, while the pension system has

5 Adema (1997) derives internationally comparable figures on the share of public social
expenditure in GDP for 1993. While not accounting for all factors mentioned above, the .
paper controls for differences in direct taxes and social contributions paid on transfers,
indirect taxes on consumption purchased out of net cash transfers, and tax breaks for social
purposes on public and private social expenditure. Sweden still comes out at the top of the
list of the 8 covered OECD countries, but the difference relative to the U.S. shrinks from
26 percentage points of GDP in unadjusted data to 15 percentage points, and becomes
insignificant relative to Denmark. '
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essentially always been in surplus (Figure 4).° Looking forward, the formal introduction of a
balanced budget rule for local governments strengthens overall expenditure control.

Figure 3. Sweden: Central Govemnment Expenditure Figure 4. Sweden: General Government Balance in
Ceilings, percent of GDP percent of GDP
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17. The budget redistributes high tax revenues through large transfers and public
consumption. The share of tax revenues in GDP has stabilized at around Y2 of GDP by 2000,
with non-tax revenues declining by half since the late 1980s (Figure 5). On the expenditure
side (Figure 6), public consumption and transfers—accounting for 27 and 25 percent of GDP
on average, respectively—both peaked in the early 1990s. However, while the level of
transfers is about the same now as it was in the early 1980s, enhanced expenditure control
helped reduce public consumption by about 4 percentage points of GDP during the same
period. The composition of transfers has shifted dramatically since the crisis period.
Transfers to business were cut by 7 percentage points of GDP to a quarter of their 1993 level,
while those to households were reduced by 5 percentage points, returning them to around
their 1980 level. The share of transfers abroad in GDP has marginally grown. With the rapid
rise in public debt during the early 1990s, interest payments increased sharply. Once the
public debt situation improved, the share of interest payments in GDP began to moderate,
dropping to less than half of its mid-1990s peak by 2001.

6 The large pension system deficits in 1999 and 2001 resulted from nonrecurring transfers to
central government as part of the reform of the pension system and boosted central
government surpluses.



-16 -

Figure 5. Sweden: General Government Revenues in Figure 6. Sweden: General Government Expenditures in
percent of GDP percent of GDP
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18. The role played by government in the delivery of services, in regulation, and in

managing public enterprises has also been redefined during the crisis-induced reforms
(Gustafsson and Svensson (1999), and Ministry of Finance (2000)). The transparency of
central government operations in the enterprise sector was greatly enhanced by moving the
government’s commercial activities to “arm’s length” and clearly separating these activities
from exercising other government responsibilities. Large public monopolies (Telecom, Post
Office, Energy Company, Forest Management, and retail trade in alcohol and medicine) were
corporatized and restructured to operate in a manner similar to private joint stock companies.
The monopoly position of these publicly owned enterprises was reduced, their regulation
strengthened, and competition with private entities was cautiously encouraged. However,
given the lack of political consensus in favor of divesting public assets, only limited progress
was made in privatizing state-owned enterprises. As a result, Sweden still does not have a
formal privatization program, even for state-owned enterprises in highly competitive sectors.
Another important element in reforming central government was to redefine the roles of
agencies, redistributing their responsibilities, streamlining and focusing their operations to
enhance their effectiveness and responsiveness. Government operations were also
decentralized by delegating more decisionmaking rights to agencies from Ministries, and
from central to regional and municipal governments.
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III. THEORY AND EVIDENCE ON FISCAL POLICY AND GROWTH’
A. Introduction

19. This section summarizes economic theory and cross-country empirical evidence
on the impact of fiscal policy on growth and efficiency. The main economic reasons for
public expenditure are to compensate for externalities and market failures, to provide public
goods, and to provide social insurance through redistribution. These public activities should
be financed in a manner that minimizes distortions and growth losses. Fiscal policies can
impact growth by changing: (i) the average skill of workers; (ii) the productivity of capital;
and (iii) the supply of labor or capital inputs.

20.  The theoretical mechanism for the effect of fiscal policy on growth broadly
depends on whether growth is endogenous or exogenous. In endogenous growth models,
public policies that impact productivity or the incentives to invest in human and physical
capital can permanently change the rate of growth. In the neoclassical growth model, output
grows in the long run due to exogenous technological change or population growth. Fiscal
policy can affect the level of output and welfare. Through a several-year transition period, it
can also impact growth until a new steady state is reached.

B. Expenditure Policy and Growth
Public expenditure and labor productivity

21. Accumulation of human capital can increase labor productivity. Human capital
can be accumulated through schooling, which takes time away from production, or learning-
by-doing, which occurs through repeated work. Human capital can also be accumulated
through R&D efforts that increase the stock of knowledge. Health and nutrition can improve
productivity by reducing absenteeism and illness and increasing work efficiency. Government
financing of education and health care can ensure access to these services in the presence of
imperfect credit markets that prevent individuals from borrowing against their future
incomes. Public subsidization of education may also be needed to reach an optimal allocation
of time to education when social returns are higher than private returns. Nonetheless, public
subsidization should concentrate on those components of education and health care that
generate the highest social returns.

22. A more educated work force is likely to boost growth. A number of studies find a
positive relationship between high levels of education achievements and growth

7 This section draws on a number of survey articles, such as Aghion et al. (1998), Gerson
(1998), Masson (2000), and Tanzi and Zee (1997).
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(Denison, 1967; Barro, 1989) or between public spending on education and growth
(Diamond, 1989; Otani and Villanueva, 1990; Hansson and Henrekson, 1994; Barro and
Sala-i-Martin, 1995; Tanzi, 1995). Using a Bayesian averaging technique, Doppelhofer, et al.
(2000) find evidence that primary education and life expectancy are among the robust
determinants of growth in a random sample of approximately 21 million of the possible
regressions that include any combination of 32 conditioning variables. However, they did not
test whether spending on schooling and health is robustly related to productivity
enhancement, and other empirical studies provide mixed conclusions. The relationship may
be hard to verify because the level of health and educational attainment may not be proxied
well by expenditure on these items. In addition, it may take many years before spending can
feed through to higher achievement levels and productivity growth.

Government capital expenditure and productivity

23.  Government provision of infrastructure or R&D can enhance growth by
increasing the supply of effective capital. Through its ability to compel payment through
the tax system, the government can provide public goods whose benefits cannot be restricted
and would not, therefore, be generally profitable for a private firm to provide at socially
optiaml levels. However, the empirical evidence on the effects of government capital
expenditure on growth is mixed. The results depend on the sample and specification, and
studies have often not distinguished between types of capital expenditure. Easterly and
Rebelo (1993) differentiate between types of capital expenditure in a large sample covering
119 countries from the 1960s through the 1980s and find that public investment in transport
and communications improve growth without crowding out private investment; investment in
public enterprises has no effect; and public investment in agriculture has a negative effect.

- Estimated elasticities of growth with respect to public infrastructure investment have tended
to be small. However, Berndt and Hansson (1992) find that infrastructure investment had a
significant impact on Swedish productivity, allowing a lower labor requirement for firms.
Martin (2000) cites evidence that regional infrastructure investment in telecommunications
has a more favorable effect on growth in Europe than other types of infrastructure
investment.

24.  The evidence on R&D investment is also mixed. It appears to be important for
productivity growth at the firm level (Griliche, 1991), but the effect at the national level
depends on the level of development. Coe and Helpman (1993) find that domestic R&D
investment contributes significantly to total factor productivity (TFP) growth in G7 countries,
and imported R&D is also important for smaller industrial countries. R&D investment has
generally not been significant for middle income and developing countries, which may
benefit more from domestic competition and importation of new technologies. However,
even among industrial countries, public R&D spending does not appear to significantly
impact output growth.

25. Government spending on maintaining a stable political and legal framework and
an efficient bureaucracy can facilitate growth. The key channels through which it achieves
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this are the reduction in private investment risk and the encouragement of innovation.
Concerns about expropriation or loss of property discourage investment and divert resources
to less productive but more secure investments. A number of empirical studies (Barro, 1991;
Alesina et al., 1992; Easterly and Rebelo, 1993) find that political unrest and instability and
corruption have a significant negative effect on growth. In theory, defense spending could
have a positive impact on growth by reducing political instability or by providing “spin-off”
effects of technological improvement, provision of infrastructure, or education of soldiers.
However, military expenditure could crowd out spending on health and education and
civilian infrastructure, and savings for private investment. Overall, the empirical literature
shows a negative or insignificant relationship between defense spending and growth. Landau
(1993) finds evidence that the impact may be nonlinear, with low (high) defense spending
enhancing (inhibiting) growth.

C. Redistribution, the Size of the Public Sector, and Growth

26.  The impact of redistribution on growth depends on the balance of its positive
and negative effects. Redistribution has negative effects on growth through the distortionary
taxes required to finance it. In addition, some types of social transfers, such as generous
programs of unemployment, sickness, or early retirement, can discourage job search, reduce
labor supply, and keep the recipients mired in a poverty trap. However, there are a number of
theoretical channels by which redistribution can improve growth. If capital market distortions
generate liquidity constraints on investment that prevent resources from going to the most
productive uses, redistribution can increase growth by allowing the poor to accumulate
capital. The provision of a social safety net to protect against some lifetime risks for which
private insurance may not be available can also encourage productive risk-taking by reducing
the costs of failure. The social and political stability that arises from a more equal income
distribution can enhance incentives to save and invest, thereby increasing growth. Equality
can contribute to better health and promote schooling, thereby permitting poor individuals to
take advantage of their talents.

27.  The size of government can also affect growth and welfare. Aside from the
productive or unproductive uses of public expenditure and transfers, and the tax distortions
(discussed in later chapters) that can occur through their financing, a large public sector can-
have important political and institutional effects. Organized interest groups evolve to gain
advantages for their own group, which may come at the expense of general welfare or growth
(Olson, 1982). In addition, large public sectors increase potential profits from rent seeking,
leading to greater diversion of resources into unproductive uses (Buchanan, 1980).

28. A number of studies have found a positive relationship between public transfers
or income equality and growth (Sala-i-Martin, 1992; Barro, 1989; Alesina and

Rodrik, 1991; Persson and Tabellini, 1991). Benabou (1996) compared the Philippines and
South Korea, which had similar macroeconomic indicators in the early 1960s. In the
subsequent thirty years, the more equal South Korea grew fivefold, while the output level of
the Philippines barely doubled. Alesina and Perotti (1996) found evidence that inequality
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creates social unrest and political instability, which, in turn, depress investment and growth.
However, the direction of causality between redistribution and growth is difficult to ascertain.
Faster growing countries may be able to afford more generous social assistance schemes. The
relationship may also depend on the level of development, with inequality in poor countries
contributing to poor health and lack of schooling. The empirical evidence is mixed for OECD
countries. Some studies (Hansson and Henrekson, 1994; Weede, 1986; Weede, 1991; Persson
and Tabellini, 1994; and Nordstrom, 1992) find a significant negative effect of various
measures of social transfers on growth in samples of OECD countries, whereas other studies
find a positive effect (Korpi, 1985; Castles and Dowrick, 1990; and McCallum and

Blais, 1987).2

Empirical problems and overall fiscal policy evidence

29.  The overall evidence of the effects of tax rates on per capita income growth is
mixed. There are several econometric problems that could be responsible for the vastly
different results. The public sector tends to increase with the level of development and
wealthier countries tend to rely more on income and payroll taxes and less on trade taxes than
do developing countries (Easterly and Rebelo, 1993). Therefore, studies of the effect of the
structure and size of government on growth are likely to be affected by reverse causality. This
occurs because the initial level of per capita GDP is negatively correlated with growth due to
output convergence. Output convergence occurs in exogenous growth models due to
diminishing returns to capital, but it can also occur in endogenous growth models due to
knowledge or technological spillovers or product imitation across countries. The results of
studies that do not control for initial income are particularly likely to be biased. Another
problem is that many studies that include the tax ratio in a growth regression do not
distinguish between different types of more or less distorting taxes nor for the more or less
productive expenditure uses of the revenue. Even if taxes did not have a significant impact on
growth, they could still have a negative effect on welfare due to their deadweight losses.

30.  Partial studies investigating the effects of fiscal policy on growth that focus on
one side of the government’s budget constraint can be severely biased and can lead to a
perception that the evidence is non-robust. Kneller et al. (1999) stress that much of the
earlier empirical work needs to be reassessed because of an incomplete specification of the -
government budget constraint. For example, Mendoza et al. (1997) conclude that the tax mix
has no significant effect on growth, but since their regressions do not include expenditure
variables, their estimates are biased by the implicit partial financing of productive
expenditures. Likewise, several studies on expenditure fail to include tax variables to control
for the distortionary financing of the expenditure. Kneller et al. examine a panel of 22 OECD
countries over 1970-95, simultaneously testing the structure of both taxation and
expenditure. They aggregate a functional classification of fiscal data into several categories,

® This study finds a nonmonotonic relationship.
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including distortionary taxation (taxes on income and profit, social security contributions,
taxes on payroll and manpower, and taxes on property), nondistortionary taxation (tax on
domestic goods and services), productive expenditures (general public services, defense,
education, health, housing, transport and communication), and unproductive expenditure
(social security and welfare, recreation, and economic services). They find that the
distortionary tax aggregate has a significant negative effect on growth, with an increase in
these taxes by one percentage point of GDP causing growth to decline by 0.41 percentage
points. A 1 percentage point increase in productive expenditure raises growth by

0.27 percentage points. Nondistortionary taxes and unproductive expenditure have an
insignificant effect on growth. They also show that their results are robust to several changes
in data classification and regression specification, and show how mis-specifying the budget
constraint can produce biased results.

31.  The relationship between the level of public expenditure and growth is typically
not monotonic. The Kneller et al. study does not test for nonlinearities, such as the
likelihood that beyond a certain range, public expenditure will cease being productive and the
negative impact of distortionary taxes will rise rapidly. Tanzi and Schuknecht (1995) argue
that growth may be enhanced for some time, but public expenditure increasingly becomes
wasteful. Crafts (2000) suggests that the advanced European countries have moved to the
point in which the favorable effects of government spending on growth are offset by the
disincentive effects of taxation.

D. Other Public Policies and Growth

32.  Promoting integration into the global economy can enhance growth. There are
several reasons for this. Openness allows countries to take advantage of technological
innovations embedded in new capital goods from abroad. Import competition can force
domestic firms to operate more efficiently and raise the rate of innovation. The opportunity to
produce for export markets can allow the exploitation of economies of scale and scope in
production. As for empirical evidence, several studies find a positive correlation between
growth and exports ( Balassa (1978), Krueger (1978), Bhagwati and Srinivasan (1979), Otani
and Villanueva (1990)), growth and lower tariffs (Knight et al. (1993)), and growth and the
ratio of imported to domestic capital (Lee(1994)). Borensztein et al. (1994) finds that FDI can
improve growth and crowd in domestic investment. Romer (1989) finds that openness leads
to higher investment and capital growth, but not lower marginal productivity, consistent with
a higher rate of technological improvement. However, since countries that experience higher
growth may have greater incentives to open up, it is difficult to empirically determine the
direction of causality between trade and growth. In addition, the benefits of openness may be
more pronounced for smaller economies, lacking a sufficient domestic market to take
advantage of economies of scale in production.
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IV. HAS SWEDISH GROWTH LAGGED BEHIND?

33.  Along-running debate has centered on whether Sweden has suffered a relative
decline in economic growth and living standards, and if so, the reasons for such a
decline. A part of the debate has focused on the empirical question of the accurate
measurement of Sweden’s economic performance relative to that of other advanced
economies and various technical issues germane to this question. A second part revolves
around whether the decline could be attributed to the large public sector or to other factors
such as demography and specific policy mistakes. In broad terms, this debate has obvious
parallels with the debate on the causes of slower growth in Europe, the so-called
“eurosclerosis” question. This chapter summarizes the arguments from the literature and
extends the analysis further.

A. Rankings

34. Sweden moved from being one of the poorest countries in Europe in the middle
of the nineteenth century to being among the richest countries in the world by 1950.
Industrialization based on raw materials, an exceptionally high rate of labor productivity
growth, and Swedish neutrality in the World Wars brought about a century of uninterrupted
strong economic growth.

Sweden's Relative GDP per capita 1/

1870 1913 1950

79.8 83.9 134.4

Source: Maddison (2001).
1/ At 1990 PPP dollars relative to 12 largest European
economies.

35.  Although Sweden’s per-capita income declined relative to the average of the 12
European countries over the subsequent twenty years, it still retained its high ranking
through 1970. Lindbeck et al. (1994) noted that Sweden’s ranking among OECD countries
fell from number 3 in 1970 to number 14 in 1991. Since this claim generated considerable
debate, the table on which it was based is reproduced below for reference.
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Table 1. Sweden: Relative Ranking Between 1970 and 1991

1970 Rank Index 1991 Rank Index
1 Switzerland 145 1 USA 125
2 USA 141 2 Switzerland 122
3 Luxembourg 108 3 Luxembourg 120
3 Sweden 108 4 Germany 110
5 Germany 105 5 Canada 108
6 Canada 102 5 Japan 108
7 Netherlands 101 7 France 103
8 Denmark 100 8 Denmark 99
8 France 100 9 Belgium 98

10 Australia 99 10 Austria 97

11 New Zealand 98 10 Iceland 97

12 UK 93 12 Italy 95

13 Belgium 90 12 Norway 95

14 Austria 86 14 Sweden 94

15 Italy 85 15 Netherlands 93

16 Finland 82 16 Australia 91

17 Japan 80 17 Finland 90

18 Norway 33 18 UK 88

19 Iceland 75 19 New Zealand 78

20 Spain 64 20 Spain 72

21 Ireland 50 21 Ireland 65

22 Portugal 42 22 Portugal 52

23 Greece 41 23 Greece 44

24 Turkey 17 24 Turkey 20

Sources: OECD National Accounts; Lindbeck et al. (1994).
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B. Measurement Problems and Alternative Explanations

36.  The apparently sharp decline in Sweden’s ranking has been a subject of intense
debate. Some scholars argue that measurement problems, sample period selection, and other
factors give an appearance of relative decline, whereas in fact Sweden’s income has been
fairly stable in relative terms. Moreover, there may be reasons other than Sweden’s welfare
state-such as demography, catching up, and avoidable macroeconomic mistakes that have led
to any relative decline. This section discusses these various issues of interpretation and
alternative explanations of the data.

37. The use of current exchange rates or arbitrary measurement intervals could
produce misleading and volatile GDP comparisons. Periods of deteriorating terms of trade
and of rampant inflation can contribute to an erosion of the exchange rate and a diminishing
relative income position. Developments of the U.S. dollar-ECU or dollar-euro cross rates also
affected the position of the Swedish krona at times, such as in the mid-1980s. Korpi (1996)
used 1985 exchange rates to present Sweden’s relative income over time. In 1985, the U.S.
dollar was strong relative to the EMS currencies, and Swedish krona was tied to a basket with
a disproportionate weight on the U.S. dollar. The use of a strong krona presented the level of
Sweden’s income favorably. Purchasing power parity (PPP) adjusted exchange rates are
widely used in cross-country growth comparisons to help avoid this problem. However, some
economists disfavor the PPP measure because it is based on an average OECD consumption
basket that does not take into account goods and services provided by the government.

38.  Sweden’s initial high income position would suggest that a part of the decline in
its relative ranking reflects a convergence phenomenon. Countries with lower initial per
capita income will tend to have higher growth rates as they “catch up” with the richer
countries, through, among other factors, the importation of technology. Although this factor
need not imply a change in countries’ per-capita output rankings, it should force the levels to
converge. Convergence would make it easier for small differences in other factors to
significantly affect country rankings. Convergence implies that even if countries’ rankings
remain the same, there should be a decline over time in the relative income levels of the
initially rich countries. Dowrick and Nguyen (1989) estimated that Sweden’s smaller scope
for catching up reduced growth by 0.8 percentage points during the period 1950-73
compared to the OECD average. Decomposing growth, they found that the rate of differential
total factor productivity (TFP) growth was 0.79 percent per year in 1950-60, and -0.25
percent per year in 1973-85.

39.  The choice of sample periods can have a decisive influence on the change in
relative rankings. The levels of output of a large group of fairly rich OECD countries are so
close to each other that different states of the business cycle can produce volatile rankings
among the countries. The comparison of ranking in Lindbeck et al. (1994) relies on the
endpoints of 1970 and 1991. According to Walter Korpi, the high Swedish ranking in 1970 is
based on a peak in economic activity, as growth was 5.6 percent in this year. Sweden drops to
fourteenth place only in the final year of 1991, which was the beginning of a major recession.
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Korpi’s presentation of 1973 and 1989 shows Sweden’s position in a more favorable light
because in 1973 Sweden suffered a relatively deep recession, while in 1989 it was in the
midst of an unsustainable boom. The choice of two periods of weak relative Swedish
performance can change substantially the conclusion about Sweden’s relative decline.

40.  The timing of the demographic transition can be an important consideration.
Since a higher share of the elderly imply a lower saving rate and probably affects the stock of
human capital negatively, demographic differences can affect differences in growth rates
between countries. One of the reasons underlying Sweden’s relative decline in the OECD’s
ranking by per capita GDP may be that the demographic shock of an aging population hit
Sweden well before other countries. This was the consequence of the earlier rapid expansion,
which was boosted by the relatively young population after World War II, which, unlike in
other European countries, was not decimated by the war. Figure 7 shows that the ratio of
working age persons to the total population declined slightly over the four decades, while the
percentage rose in an average of 24 OECD countries.

C. Analysis Over a Longer Period

41.  Over a long span of years, Sweden seems to have slipped in the table of rankings
of living standards as measured by per capita income. Figures 8 and 9 analyze the
developments in Sweden’s relative income position, taking into account several of these
arguments. To avoid problems of sample period selection, the entire path of relative per-
capita output is shown. The effects of convergence can be viewed by comparing the paths of
other initially rich countries and of Sweden. Figure 8 shows the path of per capita GDP in
Sweden and 23 other OECD countries over the period 1960-2000 based on 1995 prices and
purchasing power parity (PPP) exchange rates. From the mid-1970s through around 1990,
most countries experienced a slight slowdown in growth, but growth in several countries took
off again in the 1990s. Between 1960 and the mid-1970s, Sweden was in the top half of the
countries in the sample, but its per capita income was fairly close to levels of many countries.
Sweden’s per capita income appears to have grown broadly in line with the bulk of countries
concentrated in the center of the sample until 1990. In the early 1990s, Sweden’s banking
crisis and recession appear to have led to a permanently lower level of output, allowing a
number of the countries to overtake Sweden in the GDP per capita rankings.

42.  The slippage in Sweden’s relative position reflects the convergence phenomenon.
Figure 9 compares each country’s GDP per capita to the average of the 24 countries, and
shows that, with the exception of a few outliers, there has been a pattern of convergence in
relative incomes. Sweden’s relative income has trended down over the four decades, with
most of the decline occurring in the mid-1970s and around 1990. The oil price shocks of the
1970s hit Sweden relatively hard given its energy-intensive production structure that included
forestry and pulp, and automobile manufacture. Forestry, accounting for 40 percent of
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Figure 7. Sweden and OECD: Working Age to Total Population, 1960-2000
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Figure 8. Sweden and OECD: GDP Per Capita, 1960-2000
1995 Prices and PPP Exchange Rates
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Figure 9. Sweden and OECD: Relative GDP Per Capita, 1960-2000
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Swedish exports in the early 1970s, was particularly impaired by severe terms of trade
shocks. '

43.  The deterioration in Sweden’s relative position is corroborated by measures of
output per working-age population. One alternative measure to output per-capita that takes
account of the differences in demographic structure across countries is output per employed
person. However, employment rates vary with the business cycle and long-term
unemployment rates differ across countries. Output per employed person could be high due to
either a high level of output or an exceptionally high unemployment rate. To avoid these
problems, output-per working-age person is used as an alternative income measure that
adjusts for the demographic structure. To investigate the possibility that some of the value of
production in a country represents income to foreigners, the comparison of Gross National
Product can be substituted for Gross Domestic Product. Figure 10 compares these alternative
measures of income. The top (bottom) panels present GDP (GNP), while the left (right)
panels divide the country’s income into its total population (working-age population). All
four measures show that Sweden maintained its relative position above the average until its
severe recession in the early 1990s. From the early 1990s, Sweden’s relative GDP and GNP
per capita fell below the average of the 24 countries, whereas its relative GDP and GNP per
working-age person fell to approximately the same level as the average. Sweden’s position
based on GDP is also somewhat superior to its position based on GNP. Figure 11 shows GDP
per capita based on prices and PPP exchange rates from several different years. Sweden’s
relative GDP is broadly similar using 1970, 1995 and 1999 prices and exchange rates; but its
relative position improves using 1985 as the base year.

44.  Macroeconomic policy errors leading to the crisis of the early 1990s played a key
role in Sweden’s relative slippage. The analysis above demonstrates that Sweden’s relative
GDP per capita declined over 19602000, with a significant relative deterioration in the early
1990s. Sweden made serious policy mistakes during 1974-1992. It lagged other OECD
countries in moving toward a low-inflation environment and liberalizing capital markets by
up to 12 years. The policy mistakes following Sweden’s post-liberalization boom contributed
to a banking crisis and sharp recession in the early 1990s. In the latter half of the 1980s,
Sweden maintained a fixed exchange rate regime while having high inflation and rapid credit
expansion. High inflation and tax policy interacted to produce negative real interest rates.
Sweden then began a tax reform without suitable expenditure side adjustment. Real interest
rates and the fiscal deficit skyrocketed, asset markets collapsed and unemployment reached
unprecedented levels. The costs of recapitalizing the banking sector were substantial. Cerra
and Saxena (1999) decompose output, unemployment, and inflation into common permanent,
common temporary and idiosyncratic components. Introducing two state variables to allow
regime switching in the common permanent and common temporary components, it is shown
that there was a permanent output loss associated with the recession in the early 1990s (see
Figure on the probability of permanent and temporary output losses).

45. The relationship between the decline in Sweden’s ranking in terms of per capita
GDP and the welfare state is difficult to assess. First, the extent of Sweden’s welfare state
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Figure 10. Sweden and OECD: Relative Income Measures, 1960-2000

GDP Per Capita
1995 PPP

Ave 24
countries

Adedododd 13 1 1

Al dl

40000

35000

30000

25000

20000

15000

10000

5000

......................................

GDP Per Working Age Person
1995 PPP

Ave 24
countries

./

o Liaiaas

1960 1965 1970 1975 1980 1985 1990

4]

1995 2000

1960

1965 1970 1975 1980 1985 1990 1995

'GNP Per Capita
1995 PPP

Ave 24
countries

p

40000

35000 |

30000

25000

20000

15000

16000

5000

AN S URERE RSN

GNP Per Working Age Person
1995 PPP

Ave 24
countries

/

0 Lo

1960 1965 1970 1975 1980 1985 1990

0

1995 2000

1960

1965 1970 1975 1980 1985 1990 1995 2000

Sources: OECD; World Economic Outlook, IMF; and staff calculations.



-31-

Figure 11. Sweden and OECD: Income at Different PPP Years, 1960-2000
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Sweden: Probabilities of Permanent and Temporary Output Losses

Sweden: Probabilities of Permanent and Temporary OQutput Losses

Lo

0.9
08
0.7
06 |

Aimqeqoid

1975 1977 1979 1981 1983 1985 1987 1989 1991 1993 1995 1997

1973

Source: Staff estimates.



-33-

may be overestimated. The grossing up stemming from the taxation of social transfers in
Sweden should be accounted for to compare Sweden with other countries. In addition,
Sweden’s current budget surpluses and its sustainable pension system imply lower future
taxes compared with many other European countries. Second, although Sweden’s ranking
and relative per capita output declined, there were other countries with a significant decline in
their relative positions (such as Australia, UK, and New Zealand) that did not follow the
Nordic model of public policy. However, it is possible to argue that Sweden’s large welfare
state may have created rigidities that prevented it from fully rebounding from the severe
recession of the early 1990s.

46.  Even if Swedish growth has lagged, its quality of life is consistently ranked high.
Sweden ranks fourth in the world, after Norway, Australia, and Canada, and ahead of the
United States (sixth), in quality of life, according to this year's survey by the U.N.
Development Program. The survey, published annually since 1990, combines measures of per
capita income, health care, life expectancy and educational levels, and began as an
experiment to measure a nation's growth by considering statistical profiles of what people can
expect in life beyond economic growth. Sweden is tied with Japan for the highest life
expectancy among the poor, according to the U.N. Human Development Report.! Sweden
scored highest in the three main domains of literacy skills in the OECD’s International Adult
Literacy Survey published in 2000. Three-quarters of adults have graduated high school, the
highest rate in the OECD. Sweden also tops the list of 94 countries in the State of the World
index covering ten key factors of women's and children's health, education and political
status. According to the WHO World Health Report 2000, the population’s overall level of
health, measured by disability-adjusted life expectancy is the fourth highest in the world.

47. Sweden has attached importance to, and done much to achieve, high
environmental quality. In terms of the Environmental Sustainability index—the most
comprehensive measure of progress towards environmental sustainability—Sweden ranks
amongst the top 4 of 122 countries; in its commitment to research and development and
protection of the global environment, Sweden is ranked at the top. At 17 percent of GDP,
genuine savings—savings taking account, that is, of the degradation of the natural resource
base and the acquisition of human capital—are above the OECD average (of 14 percent).

D. The Emergence of the Technology Sector

48. In recent years, a strong high technology sector has emerged in Sweden.
Regardless of any growth lag since 1960, Sweden’s favorable ranking among all countries of
the world, along with other Nordic countries, in the development and use of information and
communication technology (ICT) raises the possibility that there are significant “new
economy” developments in Sweden. For the second consecutive year, Sweden has been
ranked by the International Data Corporation as the leading IT nation. Sweden’s advanced
position is due to a large extent to the success of Ericsson, the largest ICT company in
Sweden, the world’s largest producer of mobile networks and the third largest supplier of
handsets. Ericsson stock makes up about 1/3 of the value of the Swedish stock market. In
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addition to its high position in development of information and communications
technologies, Sweden also ranks high in the usage of these technologies.

The top ten IT countries in the world
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49.  Several factors contributed to Sweden’s high position in the ICT sector. Ericsson
and the public telecommunications monopoly, Telia, invested early in establishing a mobile
network. They designed the first generation of a mobile network in the 1970s, the Nordic
Mobile Telephony, which was launched in 1981 as a Scandinavian-wide mobile system.
Ericsson and Telia also introduced the digital Global System for Mobile Communications in
1992, which became the most widely-used mobile phone standard. High expenditure on R&D
supported the development of the industry. Sweden was also one of the first countries in
Europe to deregulate the telecommunications market, which spurred competition and helped
establish mobile phones and GSM system throughout the country. In addition, there were a
number of public incentives for adoption of ICT. For instance, the government subsidized-
schemes to allow employees to lease computers from their employers for home use. Special
tax rules gave sellers and buyers of corporate automobiles incentives to adopt new
technologies, including mobile phones, without affecting the taxed benefit of the car.
Sweden’s openness has also facilitated trade. High public investment in education
contributed to a highly skilled labor force, which has helped support the ICT industries.
Finally, labor relations in Sweden have generally been productive and free of strife.
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50.  High wage compression may have led to low labor costs for skilled workers, but
in the long run hampers the ability to attract and retain skilled workers. The ICT
companies, and Ericsson in particular, are not outside the wage bargaining system and the
level of unionization is not noticeably lower in the ICT sector than elsewhere in the economy.
One important reason for this is that part of the social security system is administered through
trade unions. The resultant low wages have enhanced profitability of ICT companies, but this
labor market feature could erode the ability of companies to recruit and retain high skilled
workers in Sweden over time. Wage compression lowers the absolute and relative return to
investment in human capital, necessitating significant subsidies for public education.
Progressive taxation adds to the problem: if an engineer was paid a US-style salary in
Sweden, the total labor costs including social security contributions, the bulk of which are
closer to taxes in nature, would be excessively high. This system is open to abuse by
obtaining subsidized higher education, then leaving Sweden to reap much higher after-tax
salaries abroad. At the highest ranks, ICT companies have used other means to stimulate
performance, notably stock options, which were also a feature of remunerating top people in
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the financial sector. However, according to the UNICE benchmarking report, Swedish
employees would pay in tax 53 percent of the gains from a typical stock option program,
compared to only 20 percent in the United States and less than 10 percent in Belgium.

51.  However, much of the windfall from positive developments of Swedish
enterprises (e.g., a surge in productivity) increasingly accrues to foreigners. To the
extent that this trend is caused by a desire for greater diversification, it can help shield
Sweden from volatile wealth effects of a technology-based equity market. Yet, the pattern of
ownership of Swedish stocks is probably heavily influenced by tax considerations. The
reasonable level of corporate income tax combined with a very high taxation of savings
implies that foreigners will tend to own a large share of Swedish stocks. Indeed, the share of
foreign stock ownership has been growing over the last decade.

Sweden in top in online banking

Foreign ownersh ip intermet accounts in percent of total amount of accounts
Siockholm sock axchange, 1997-2000, percent

a0

Swiecien 2NN TR 4 O

Momay

Denmark

R — W W— — - - France
Austria R 1 7 6
Gemany ZRESEERNER140
Netherlands SRS 12.4
Belgium ZRENEERERE11 6
UsA e .

. " " ] 0 10 20 30 40
1991 19592 1983 1904 1995 1995 1007 1988 1989 2000 Sounce: [DC, 2001

Source: $15 Agarservice AR

52.  Overall, Sweden has done well in ICT and the outlook is promising, but some -
incentive issues for skilled workers will need to be addressed. Sweden continues to )
solidify its early-gained position, in ICT especially mobile communications. However, it will
need to increase incentives to attract and retain high skilled workers. The high taxes on
savings and wealth will need to be reduced to discourage the outflow of domestic capital
seeking tax havens.
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V. THE LABOR MARKET
A. Background: Experience of the 1990s

53. A substantial build-up of tensions in the labor market up to 1990 was followed
by significant policy adjustments. Centralized bargaining, a pivotal component of the
Swedish model, aimed for full employment at high participation rates to broaden the tax base
and hence help finance high budgetary expenditures, and for job security with an equal
distribution of labor income to preserve social peace. While these goals had largely been
achieved through the mid-1980s, as welfare arrangements grew in size the long-term
disincentive effects of the Swedish model became more apparent: with growing tax wedges,
increasingly generous transfers, legislation raising the cost of firing and hiring, a high
effective floor on the wage level, and growing uncertainty about the real value of future
welfare entitlements as public debt grew, jumping in 1990-93 by 30 percentage points of
GDP. The result was a period of latent increases in unemployment (with the consensus
estimate of the equilibrium unemployment rate steadily rising throughout the 1980-1993
period) followed by a sudden quadrupling of the open unemployment rate during 1990—-1993
to 8 percent. The macroeconomic crisis hit employment, and brought the public employment
boom—which boosted public employment from 15 percent of the labor force in 1970 to a
third in the early 1990s—to an end. Awareness of these structural weaknesses was a key
factor in the consensus underlying the 1991 tax reform summarized in Chapter II above,
which is estimated by Agell et al (1998) to have led to an increase in labor supply in the order
of 2 percent. Following the deep recession, steady improvements were registered in
employment, unemployment and participation rates. The levels of the late 1980s, however,
have not been recovered: participation rates, for example, remained 7 percent lower in 2000
than a decade earlier, with a drop of over a fifth for workers under 25.

B. Assessing the Impact of Government

54. A wide range of policy measures impact a variety of labor market outcomes. The
state affects the labor market through the tax-transfer system, through its influence on wage
bargaining institutions and outcomes, and through spending on labor market programs. These
potentially bear on all key dimensions of labor market performance, including hours worked,;
participation decisions, the duration of unemployment spells and intensity of search effort,
absenteeism and the acquisition of human capital. These are areas, moreover, in which there
has been substantial policy change over the last decade or so. Not surprisingly, the labor
market impact of intervention in Sweden have been widely discussed and studied over this
period. This section offers an overview of some of the principal issues.

Incentives and the tax-transfer system

55.  The most direct (and readily quantified) effects are those of the tax-transfer
system on labor market incentives. Assessing these incentives, which bear on labor market
outcomes, requires taking account of a wide range of features of the tax-transfer system:
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Local income tax payable beyond a low basic allowance, at rates between 26 and
34 percent and averaging a little over 30 percent. Central income at 20 percent
becomes payable at taxable income of SEK 252,000, and at 25 percent above SEK
390,400.° These latter thresholds are high, so that only about 9 percent of full-time
employees pay central income tax.

Social security contributions payable at 32.92 percent by employers, and at 7 percent
(up to SEK 301,011) by employees themselves. To the extent that these are not ,
perceived to carry actuarially fair benefits, the incentive effects of these will be akin

to a tax.

Indirect taxes—not least VAT at 25 percent—affecting individuals’ budget
constraints in much the same way as taxes on their labor income, and so should have
similar incentive effects.

The withdrawal of means-tested benefits as income rises reduce disposable income
just as would an explicit tax. Sweden has no general in-work benefit explicitly
structured as a supplement to low incomes as such, along the lines of the Earned
Income Tax Credit in the US or Working Families Tax Credit in the UK. Social
assistance payments are available, however, to guarantee a minimum level of income
to all, with an implicit tax as income rises above that level. These are paid by local
governments, which have some discretion over their level. Moreover, housing
allowances and the subsidy to childcare payments are means-tested. So too is the
repayment of student loans, again having an effect—since the benefits of the loan
have already been enjoyed—similar to an explicit tax.

Contingent benefit payments for unemployment, sickness and parental duties, which
potentially affect labor market status. These are typically related to prior earnings, and
so may also affect the work effort of those likely to fall into these contingencies.

These taxes and transfers potentially distort labor market decisions by driving a

wedge between the cost to the employer of expanding employment and the real value of
the resources that the associated net earnings will buy the worker. When the former
exceeds the latter, society loses from dissipation of the otherwise mutually beneficial
expansion of employment that the tax-transfer system frustrates. Such distortions operate on a
variety of margins.

? There is no deduction or credit of either tax against the other.
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Hours worked

57.  Much attention traditionally focuses on the decision as to the number of hours
worked. Many workers of course have relatively little control over the hours they work in the
short-term, especially given the institutional restrictions on overtime in Sweden. Over the
medium-term, however, there is scope for variation in the renegotiation of labor agreements.

58.  The impact of the tax-transfer system on hours worked depends on both the average
and the marginal rates of taxes and transfers combined, with the former critical for
participation decisions and the latter for the distortions of those in work. Conditional on
having chosen to participate in the labor market, the average effective rate—likely to be
negative at low incomes, with benefits received exceeding transfers paid—determines the
income effect of the system: the higher the proportion of income taken in tax, the less the
household can afford to take leisure and so the greater on this account will be its labor
supply. The average rate will also affect the discrete choices as to whether to work at all, and
of whether to migrate. The marginal tax rate, on the other hand, determines the substitution
effect: the higher it is, the less is the return from additional earnings and so the lower will be
labor supply. While the overall outcome depends on both marginal and average rates, the two
differ crucially in their welfare significance. Since the income effect arises from the need to
raise revenue, it is in a sense inescapable: even the least distorting tax system would generate
an income effect. Thus, conditional on participation, it is only the marginal rate that generates
efficiency losses; and that is the focus here.

59. The extent of the distortion to labor market incentives at the margin is
conveniently described by the marginal effective tax rate on labor income (METR),
defined as the proportion of an additional SEK of earnings that is offset by increased tax
payments and the withdrawal of benefit. Simple calculations show that this can be substantial
in Sweden: for a worker paying at the top central marginal tax rate, the combined effect of
income tax, VAT and employer’s social security contributions is an METR in the order of

73 percent.'® That is, SEK 100 additional expense by the employer buys the worker goods
worth only SEK 27. For those lower down the income scale, the impact of the income tax
will be less, but the withdrawal of means-tested benefits (particularly housing allowance and
child care support) will tend to raise the METR.

1 Calculated as 1- (1-0.55)/(1+0.3292)(1+0.25)), this assumes local tax at 30 percent.
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Total Marginal Effect 2001, Household with Single Earner
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60. METRs on labor income in Sweden are high over some income ranges and for

some household types. This is illustrated in the figure above, which shows the METR for
single earner households differing in the number of children. The unbroken line shows the
impact of the income tax and the employees’ social security contributions, which is less
straightforward than might have been supposed. In particular, the METR from these sources
at some points actually falls with income, running counter to the usual notion that the
marginal tax rate ought to increase with income.'' The most striking downward dip reflects
the unusual feature of the Swedish tax system—for which there appears to be no clear
rationale—that, over a range of low incomes, the allowance (the amount that is, by which
taxable income is reduced) actually increases with income.'? However, income tax and social

' There is in theory no reason to require the METR to everywhere fall with income: indeed
optimal tax schedules in some key cases imply that it should fall over high income ranges
(Seade, 1977). But there is no obvious rationale for a falling METR over a range of low
incomes.

12 More precisely, as income increases, the allowance increases and then declines back to its
initial level, implying an METR initially below and then above the statutory tax rate.
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security are not the only important determinants of the METR. The withdrawal of means-
tested housing and child care benefits can give rise to very high METRs at lower levels of
income: well over 60 percent over quite a wide range, and in some cases even over

90 percent.

61.  Averaged across all households—and ignoring both the employers’ social
security contributions and indirect taxes—the marginal effective tax rate is about

46 percent. The table below shows the average METR for a hypothetical increase of SEK
12,000 in the earnings of all (and thus includes the effects of moving from unemployment
back to work, an issue addressed below), together with a decomposition into its underlying
components. Such an average clearly conceals important inter-household variation in the
METR. For this reason it should be thought of as understating the effective distortion of the
labor supply decisions: since the excess burden of a tax is a convex function of the tax rate,
the associated inefficiency when METRs vary around an average will be greater than it would
be if all households faced that average METR.

The Average METR Across Households on Labor Income, 2001

(In percent)

Total 46.0
Of which

Income tax 34.5
Child-care 0.2
Housing allowance 1.5
Social assistance 1.6
Maintenance advance 0.2
Unemployment insurance 7.6

Source: Ministry of Finance, Sweden

62.  While the METR provides a conceptually sharp quantification of the strength of
disincentives to marginal labor effort, the key policy question is the extent of the
welfare losses from these disincentives. It is these efficiency costs that need to be weighed
against any distributional gains. The extent of these losses depends on both the size of the
METR and, for the reasons given above, the strength of substitution effects, as measured by
the compensated wage elasticity of the supply of labor. By way of illustration, the table below
reports figures for the marginal excess burden of labor income taxes at various levels of the
METR and at various plausible levels of the compensated wage elasticity for primary earners
in Sweden.
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Marginal Excess Burden per Additional SEK of Revenue

(In percent)

METR Compensated Elasticity ()

0.05 0.11 0.25
35 2.7 6.2 ' 15.4
46 4.4 10.1 26.5
60 7.9 19.1 57.3
70 12.5 32.5 125.9
80 22.7 68.8 1250.0

Note Marginal excess burden is calculated as (t/(1-t))e/[1-(t/(1-t))(e+an)], where m is the
marginal effective tax rate, € the compensated wage elasticity and n the income elasticity of
labor supply (taken to be —0.05—in line with estimates for Sweden reported by Agell et al
(1998)—and to be independent of the net wage) and a is the ratio of hours worked to the time
endowment (assumed to be 0.4). Excess burden is defined as in Kay (1980). Non-labor
income is assumed to be zero, and there are no taxes other than on earned income.

Source: Staff calculations.

63. At high METRs, the inefficiency loss is considerable even when compensated
labor supply is relatively unresponsive. At a marginal effective rate of 80 percent, for
example, even with a compensated elasticity as low as 0.05, the additional excess burden
crated by raising an additional SEK 1 of revenue is over SEK 0.2. In this context it should be
emphasized that the 1991 tax reforms, although to some degree undone since (by, for
instance, the introduction of the 7 percent employee’s social security contribution) have
greatly reduced the distortionary cost. Agell et al (1998) report, for example, that the METR
on the average blue collar worker was reduced from about 70 percent to about 60 percent by
the reform, nearly halving marginal excess burden per SEK of revenue even at low levels of
responsiveness. Nevertheless, the persistence of high METRs noted above means that there is
still potentially worthwhile gain from further reducing METRs. Even at the average current
METR of 46 percent, the marginal loss per SEK may be plausibly be as high as SEK 0.1-0.2.

64.  The question then is how a significant reduction in METRs be achieved without
unduly jeopardizing revenue or wider social objectives. Distinct issues arise at the top and
bottom of the income distribution, where METRs are the highest.

65.. Action at the top of the distribution is relatively easy. Simply eliminating the top
central marginal rate of tax—establishing a common rate of 20 percent—would cost only
about SEK 3 bn, roughly 0.3 percent of general government revenues. Going further and
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reducing the uniform central rate thereby established to 17 percent would only cost an
additional SEK 5 bn.

66.  Reducing the high METRs associated with the withdrawal of means-tested
benefits is more difficult. Simply adopting a slower phase-out, for example, in itself raises
the cost of the benefit (the limiting case being that in which benefit is paid to all, irrespective
of income). It also raises METRs above the income level at which the benefit would
previously have been extinguished, making the problem of METRs less marked but more
widespread (although since excess burden rises more than proportionately with the tax, this is
likely to reduce the aggregate inefficiency cost).® Offsetting these effects requires reducing
the basic level of the benefit, and so reducing their effectiveness at the lowest levels of
income. Attention thus focuses naturally on the purpose of the means-tested benefits, and
whether they might be better served by other instruments. The aim of proving acceptable
housing for all, for example, might be better served by freeing up the housing market to allow
for the expansion of cheap housing.

67. A key purpose of many of these benefits, moreover, is clearly to support
households with children. An alternative way of pursuing this end would be to increase the
child benefit. This too would be costly in so far as these are paid to all, but some of the cost
could be recouped by making the benefit taxable. For most households taxability would make
little difference, since it would be possible to pay the same net amount at the same cost
simply by grossing up the payment; where the schedule is progressive, however—which in
Sweden is mainly in the higher reaches of the distribution—more effective targeting of the
benefit would be achieved.

68.  There may also be scope for moderating the impact of the income tax on low
earners. The basic allowance is very low, and the starting rate of 30 percent is high (as can
be seen from the table on the international comparison of tax rates. Changes in these
dimensions are liable to be costly, since an increased allowance or reduced starting rate
would benefit all taxpayers. Indeed the gain from increasing the allowance would be greatest
to the highest earners, since doing so reduces the amount of income taxable at their highest
marginal rate, and they are able to take maximum advantage of a reduced starting rate. Both
effects could be limited, however, by transforming the basic allowance into a zero-rate
amount' or credit. The state of the public finances is healthy enough to suggest that a start in
this direction could be made in the foreseeable future.

3 METRs are also likely to have to rise in order to finance any increase in the costs of the
benefit.

' That is, instead of deducting an allowance—the same for all—in calculating taxable
income, simply levy a rate of zero on taxable income up to the threshold amount.
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Participation and search incentives

69. Participation rates are high in Sweden, and public policy seems likely to have
contributed to this. Participation rates are especially high for women, and in the 50-64 age
bracket: Swedish participation rates for the latter are 12 percentage points higher than the
OECD average. While the quite high average effective tax rates in Sweden—documented in
discussing labor mobility in Chapter VIII below—would tend to discourage participation, a
range of other measures act in the opposite direction. The elaborate and effective social
support system for working parents and elderly workers, as well as the wide availability of
part-time work, especially in the public sector, have all played a key role. '

70. The unemployment benefit regime was significantly improved in early 2001.
Prior to this, benefit duration spells could effectively be extended indefinitely by participation
in labor market programs. This is no longer the case. Under the new ‘Activity Guarantee’
scheme, at the end of the 300 day spell claimants who have not worked enough within that
period to qualify for another 300 day benefit spell>—an extension that is available once
only—are required to enter a full-time activity.'®

71.  The formal replacement ratio, however—which was increased to its current level -
from 75 percent in 1996—remains quite high. While the effect of this has been mitigated
by the SEK 580 ceiling—which has remained unchanged for several years, and now bites for
about 45 percent of claimants—the increase in the ceiling to SEK 680 from July 2001 marks
a significant increase in generosity. The figure below compares the replacement rates for
relatively low paid workers across the EU, as of 1997, showing Sweden to have amongst the
highest. This is especially so for households with children, apparently reflecting a relatively
high level of the child benefit.!” Replacement rates are generally lower for higher paid
workers, reflecting the operation of the benefit ceiling, but those in Sweden again rank
amongst the highest.

72. Disincentives to employment are especially high amongst the low paid with
children. Calculations of replacement rates for representative workers mask the considerable
cross-household variation that can arise from the diversity of households’ situations and the
corresponding complexity of benefit arrangements. The table below shows not the '
replacement rate, but—a related quantity—the METR (per SEK of additional income)

15 At least 70 hours per month for 6 months.

16 Such activities may be offered during the benefit spell, with sanctions in the form of
reduced benefit payment if not accepted.

17 Payments received both in and out of work, such as child benefit, appear in both numerator
and denominator of the replacement ratio.
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faced by workers moving into employment. This is over 90 percent for the low-paid worker
with 2 children, reflecting a sharp withdrawal rate for the housing allowance and a marked
increase in child care costs.

METRs on Returning to Employment, 1999

Unemployment Wage on
Benefit Return to METR
Employment

One child Two children
in day care | in day care

96,000 120,000 64.1 92.7
150,800 192,000 63.4 70.1
150,800 300,000 54.8 57.6

Source: Ministry of Finance.

Sickness benefits

73. Absences through sickness have increased substantially in recent years: by an
average of 20,000'® in 2000 compared to 1999. There has been a strong procyclical
movement of absence from sickness in Sweden since the late 1960s (Aronsson and Walker
(1997)), suggestive either of work-related stress or intertemporal smoothing of labor supply.
But there is also evidence that, in Sweden as elsewhere, sickness is responsive to the
incentive effects of the benefit system (Johansson and Palme (1993)).

74.  In this setting the sickness benefit system has rightly come under scrutiny. The
recent tightening of unemployment benefit rules described above will make it still more
important to guard against an inappropriate expansion of sickness payments. The sickness
scheme was tightened in 1991, but the formal replacement rate subsequently increased from
75 to 80 percent. With employers bearing none of the cost after the first 14 days of a spell, it -
may be difficult to guard against abuse. A natural strategy is to improve employers’
incentives to monitor absences more closely, either by increasing the periods for which they
bear the cost of the benefit (from the present two weeks to, say, one month) or by introducing
a system of experience-rating (under which social security contributions would increase with
the extent of their employees’ claims).

'8 Absent for the entire week through sickness.
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C. Collective Bargaining and the Effects of the Tax-Transfer System

75.  The effective incidence of the tax-transfer system can be hard to gauge. Much
discussion of the labor market impact of the tax-transfer systems focuses, as above, on the
effects on the incentives faced by individual workers, given the wider labor market setting
they face—their wage rates, the level of unemployment benefit and so on. But that wider
context is also liable to be affected by the tax-transfer system, making it important to
consider issues concerning its effective incidence. Part of the benefit of housing allowances,
for instance, may accrue to landlords in the form of increased price of housing services; and
employment subsidies may in part go to the benefit of employers, able to pay reduced gross
wages. Assessing effective incidence is difficult, and in many respects this remains an area of
considerable ignorance.

76.  What has become clear in recent years, however, is that the existence and nature
of collective bargaining arrangements can significantly shape the effective incidence of
the tax-transfer system. Two effects merit emphasis.

o Centralization of wage bargaining is likely to mean that negotiators recognize the cost
of financing unemployment benefit, so internalizing more of the cost of high wage
settlements. Unemployment becomes less acceptable as a price to be paid for higher
wages of union members in work.

o Progressivity of the tax-transfer system is itself conducive to wage settlements that
imply relatively low unemployment. The reason for this—an effect shown by Koskela
and Vilmunen (1996) to apply in a range of bargaining models—is that a high
marginal tax rate raises the pre-tax cost to the employer of meeting any increase in
after-tax wages; which means that it also raises the cost to the union, in terms of
induced unemployment, of seeking such net wage increases. Empirical support for an
effect of this kind has been found in a range of countries, including Sweden
(Holmlund and Kolm (1995)).

As they note, this may be one reason why the positive correlation between labor taxes and
unemployment that Daveri and Tabellini (2000) find elsewhere is not apparent in Sweden and-
the other Nordic countries.

77.  Both of these effects—mitigating the adverse employment consequences of the
tax-transfer system—have become less marked in recent years. The bargaining system’
has become significantly less centralized since the 1970s. Friberg and E. Uddén-Sonnegérd
(2001) distinguish three periods since 1970: the traditional centralized wage formation model
during 1969-1982, decentralized wage formation during 1983-1990, and wage formation
under stabilization policies during 1991-2000. This last commenced with a recession and
soaring unemployment rates, convincing social partners of the need for restrained wage
increases as part of a policy package to stabilize the economy. And the tax-transfer system
has become less progressive since the 1991 reform: The table below shows a significant
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increase in the average direct taxes paid by the least well-off between 1989 and 1998, and a
reduction in the average tax rate on the best-off. Although it is hard to quantify the
significance of these developments, their direction is fairly clear: the employment effects of
the tax-transfer system have become, though these routes, more adverse.

Average Direct Tax Rates by Income Group, 1989 and 1998

(In percent)
1989 1998
0-50,000 14 23
100,000-150,000 33 31
200,000-250,000 36 35
500,000 - 58 43

Source: Riksskatteverket (2000).

D. Wage Compression

78.  Centralized bargaining in Sweden gave rise to a growing compression of the
wage scale with complex consequences. Starting from

levels comparable to that in the U.S. in 1969, wage Sweden: University Wage Premium: Percentage
. . . difference in Average Wage between Workers
compression as measured by the university wage with 16 and 12 Years of Education

premium reached extreme levels by 1986, severely
diminishing the private financial pay-off to education,
followed by a marginal decompression by 1993 (Figure
7). Lindquist (2000) estimates that the potential
welfare gain from removing wage compression would
be around 4 percent of GDP, mainly due to higher
employment of low-skill workers, and the resulting
broader tax base and reduced need for transfers. Hibbs
and Locking (2000) on the other hand argue that wage
compression between plants and industries can induce
the movement of labor to more efficient uses. The
mechanism is that compression helps destroy inefficient
jobs (which cannot cover wages for the relatively
overpaid low-skilled workers), while the most productive units pay less in wages than they
would be ready to, resulting in an incentive to create highly efficient ones. However, this

Bus O Sweden
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argument does not hold in the public sector, and it ignores varying wage shares, the barriers
to moving across professions, and international mobility."” Moreover, underpaying high-skill
workers need not lead to additional job creation.

79.  Wage compression, especially in the context of progressive and high labor
taxation, drives a wedge between relative wages and productivity differentials, giving
rise to distortions and efficiency losses. The substitution effects of a wage scale compressed
across skill levels reduces work intensity and hours worked by high-skill labor, and induce
low-skill workers to work too much, impairing average productivity levels. Exacerbated by
high and progressive labor taxation, it reduces the returns to education, and hence the
incentives for acquiring education, lowering the average skill level. While the subsidization
of education can counter this effect, it tends to lead to inefficient resource utilization, unless
the positive externalities associated with higher education levels are substantial. Wage
compression also diminishes incentives for creating jobs for low-skilled workers, or for
retaining them. A significantly compressed wage structure is invariably associated with a
relatively high minimum wage (even if, as in Sweden, there is no legislated minimum wage),
which hampers the entry of low-productivity workers, especially youth. Finally, the response
of migration patterns to wage compression may result in net loss of human capital.

80. A related problem is that relative wage adjustment is very sluggish in the present
low inflation environment, exacerbating the effect of an already compressed wage
structure. Nominal wages remain sticky in Sweden, with downward adjustments in them
extremely rare even in a crisis Agell and Lundborg (1999). The only exceptions are sector- or
individual-specific. Nominal salary cuts have occurred in the IT sector recently as a result of
the sudden worsening of the outlook in the sector. In addition, individuals may choose to
trade off a higher but volatile income stream for a lower, but steady source of income.

E. Active Labor Market Programs

81.  Sweden supplements passive labor market measures with a wide array of active
labor market programs (ALMPs). They consist of self-employment grants, subsidized on-
the-job training; wage and employment subsidies, and training courses. About 4.5 percent of
the labor force participated in ALMPs in 1997. Sweden led the OECD rankings in the
proportion of total labor market program spending allocated to ALMPs in the 1980s, and has
remained among the top three since then. By specifically aiming to enhance employment )
rather than finance spells of unemployment, ALMPs, if well designed, tend to alleviate
structural rigidities, and help maintain attachment to the labor market, a factor deemed crucial
in bringing about a rebound in participation rates following major deteriorations in labor
market conditions Forslund and Kolm (2000). However, they do have costs for the budget

9 Which is particularly high for highly educated workers, but also marked overall, with
immigration accounting for about 40 percent of the Sweden’s population growth since 1940.
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and for the individual (who effectively stops the job-search upon entering a program). In
addition, with spending on ALMPs being less countercyclical than passive spending (OECD
(2001)), they tend to reduce the automatic stabilizing effect associated with spending on
unemployment. ALMPs also affect the measured unemployment rate, because participants in
ALMPs (other than in education programs) are not considered unemployed in official
Swedish statistics. '

82.  Recent research points to the need for refinements to enhance the efficiency of
ALMPs.?® Measures to improve the intensity and efficiency of job search hold the promise of
raising employment in a cost-effective manner. Youth, the most mobile group in the labor
force with the greatest capacity to absorb risk, would generally be better off if they kept
searching for a job, especially because they have the most to lose from a prolonged cut-off
from active employment. The most effective training programs for the individual are those
that are closest substitutes for regular employment. While this would argue for employment
subsidies, the negative externality (crowding out) on others is largest exactly in this case, so
the social optimum does not coincide with the individual optimum. A good middle ground
would be to target employment subsidies at the long-term unemployed, who would have little
chance at re-entering employment otherwise. Direct measures to support regional mobility
were generally found to be ineffective.

20 A center of research in this area is the Office for Labor Market Policy Evaluation (IFAU).
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VI. INVESTMENT AND SAVI_NGS
A. Introduction

83.  The potential effects on investment and savings are amongst the key routes
through which government may affect long-run growth and the efficiency of the
intertemporal allocation of resources. By altering the user cost of capital, taxes directly
impact the incentive to invest, with empirical evidence increasingly confirming the potential
importance of this affect: one recent survey of US evidence concludes that the elasticity of
the capital stock with respect to the user cost is about —0.25 (Chirinko et al (1999)). Studies
of aggregate saving behavior, on the other hand, generally find relatively low responsiveness.
This does not mean, however, that tax effects are unimportant. As with labor supply, so in
relation to savings it is the substitution effect—in this case between present and future
consumption—that determines the excess burden of the tax, which can be substantial even if
the uncompensated elasticity is low. Moreover, taxation may distort the composition of both
investment and saving across different types of asset.

84.  Sweden has traditionally set low average effective tax rates at corporate level but
high rates on personal savings. In a closed economy, savings and investment are identical,
so that policy measures which affect one will affect the other equally: the distinction between
taxes at corporate level and on personal savings is of no economic significance. In an open
economy, in contrast, savings and investment are not identical, and the tax system may affect
them differently.?! This distinction is especially important in Sweden, over 40 percent of the
equity market being held by non-residents. Indeed, the importance of the distinction has been
appreciated in Sweden longer than in most other countries, with a traditional pattern—dating
back to the days of ‘capitalism without capitalists’—of relatively low tax rates on corporate
income and relatively high rates on saving. Even with a corporate rate of 57 percent at the
start of the 1980s, for instance, the real impact of the tax on businesses was moderated by the
Investment Funds system? and other provisions: the proportion of corporate profits taken in

2! Empirically, savings and investment have been somewhat closely correlated than might
have been expected, a puzzle first noted by Feldstein and Horioka (1980).

2 Under which firms could allocate up to half of their pre-tax profits to an investment fund
(escaping corporation tax on this amount), at the price of making a non-interest bearing
deposit at the Riksbank of some fraction of the amount reserved (the deposit then being
repaid when the fund is used, in time of recession, for investment). The funds could then be
used to finance investment in times of recession: in effect, such investment received
immediate expensing. The scheme was abolished as part of the 1991 reform. See Sodersten
(1993) for an analysis of the impact of the effect of the system on incentives to invest.
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tax has for long often been less than half the statutory rate.”> This same pattern of low rates
on companies and relatively high rates on savers continues to prevail.

B. Investment

85.  The central ingredient in assessing incentives to invest is the treatment of
business income under the corporate tax. For foreign investors, the impact of this will then
be modified by double tax arrangements and the treatment of final investors in their residence
countries; for Swedish investors, it will be mitigated by the Swedish personal tax system,
discussed below. In either case, however, the corporate tax system is clearly critical.

86.  Sweden has a relatively simple corporation tax system, with the 1991 reform
establishing a rate of 28 percent and essentially standard depreciation allowances. The
sole significant non-standard feature is a provision enabling firms to deduct up to 25 percent
of their profits for allocation to a ‘periodization reserve’, these funds to be recovered (and
taxed) within no more than five years. This enables firms to defer part of their corporation tax
liability: at an interest rate of 10 percent, it is equivalent to a reduction in the statutory rate
from 28 to about 25 percent.

87.  The net impact of the corporate tax system—both the statutory rate and the
various allowances—is conveniently summarized by the marginal effective corporate
tax rate (MECTR), defined as the difference between the pre-tax return on a hypothetical
marginal investment—one, that is, which just meets its costs—and the rate of return net of
corporation tax. The important benchmark here is an MECTR of zero, meaning that the
corporate tax system leaves marginal investment decisions entirely unaffected. This will be
that case if the tax system enables all true costs associated with an investment, both financial
and the acquisition cost of the asset, to be fully deducted over the life of the project: one way
to achieve this being, for example, to allow interest costs to be fully deductible against tax (as
they are in Sweden) and grant depreciation allowances on physical assets that match the true
reduction in their value from economic depreciation.

88.  On average, the corporate tax somewhat discourages investment, but with debt
finance significantly favored over equity. Table below reports current MECTRs for various .
kinds of investment in Sweden, under varying assumptions on the inflation rate (which

affects the real value of nominal interest deductions and depreciation reductions based on
historic cost). At the target inflation rate of 2 percent, the MECTR is a little over 5 percent,

so that the corporate tax system, considered in isolation, provides a modest discouragement

to investment: as has been traditional in Sweden, the corporate tax bears relatively lightly on
marginal investments. Within this, however, there is significant variation across types of
investment. In particular, the low average reflects the balance between a significant subsidy

2 See Figure 4.1 of Agell et al (1998).
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to debt-financed investments, and an even larger charge on equity-financed investments: this
is because the interest costs of debt finance are deductible against corporate tax whilst the
cost of servicing equity investments is not. There is also some distortion across forms of
investment, with machinery subsidized while buildings and, especially, inventories carry a
significant burden.

Effective Marginal Corporate Tax Rates, Sweden 2001

Inflation Rate
(In percent)
Zero Two Five

Asset
Machinery -4.8 -6.3 -8.6
Buildings 7.8 5.9 2.4
[nventories 10.7 12.6 15.5
Source of
Finance
Debt -7.9 -10.7 -15.1
Equity 18.2 20.4 23.2
Overall 4.7 4.2 3.2

Source: Provided by Professor Jan Sédersten (University
of Uppsala).

89.  These figures may overstate the distortion, however, to the extent that legal
constraints on dividend distributions bite. It is assumed in the calculations of the table
above that the firm makes full use of all allowances available to it. In practice, however, it

has long been a puzzle in Sweden that tax allowances are not fully utilized: Sédersten (1993)
cites evidence that in 1979-85 about two-thirds of tax allowances remained unused. One
explanation for this is that companies are constrained to pay out in dividends no more than
their after-tax profits, so that the use of allowances may imply an unwanted reduction in
dividend payments, But if this constraint bites, then it can be shown that the corporate tax is
effectively neutral, implying an MECTR of zero (Kannainen and S6dersten (1994)).%*

* Intuitively, if all post-tax profits are distributed then, from the identity between the firm’s
sources and uses of funds, investment must be financed from debt issues and the tax value of
(continued...)
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90. By international standards, Swedish MECTRs are low. For comparison, the table
below reports MECTRs (for investments in different assets) for a range of countries, While
the two sets of figures are calculated under different assumptions, and so not entirely
comparable, it is clear that the corporate-level incentives to invest in Sweden are relatively
strong.

Swedish MECTRs in an International Perspective

Sweden | U.S. | Japan | Germany 1/ | UK. | Denmark | Netherlands

Plant and 48| 40} 18.0 6.0 6.0 3.0 7.0
machinery
Buildings 7.8139.0| 34.0 50.0| 20.0 18.0 21.0

Sources: from Prof. J. S6dernsten, Tables 3 and 4 of Bond and Chennells (2000).
1/ After completion of phased 2000 reform.

91.  For internationally mobile investments, however, the average effective corporate
tax rate—and the statutory rate of tax—are also important. In choosing where to locate a
discrete project, it is not simply the tax treatment of the marginal investment that matters but
also that of the intra-marginal investments: those that yield more than the required after-tax
return.”® Thus the marginal effective average rate of corporate tax also matters in choosing
where to locate an investment. No estimates of this appear to be available for Sweden. A key
determinant, however, is the simple statutory corporate tax rate.?® This also has a key role to
play in relation to transfer pricing decisions and in multinationals’ choice of financing
methods: the attractions of moving paper profits into Sweden either by manipulating the

depreciation allowances. This in turn implies that the equity part of the investment is
identical to tax depreciation, so that the cost of equity finance is effectively deductible against-
tax, implying neutrality.

% For example, if all countries had a corporate tax with interest deductibility and true
economic depreciation then the MECTR would be zero in all of them, even if they set
different statutory rates. But firms will clearly wish, all else equal, to locate investments in
the country with the lowest statutory tax rate.

26 For instance, in the circumstances of the previous footnote the tax bears only on rents, so
that the average effective tax rate coincides with the statutory rate.
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prices of intra-group transactions or by inter-group financial transactions will depend on the
differences between the statutory tax rate in Sweden and those faced elsewhere in the group.

92. Sweden has been successful in attracting foreign investment. In 1999, it was the
third largest recipient of investment capital; relative to GDP, it was the largest. While this
reflected one unusually large transaction, it seems plausible to suppose that the tax regime
has been a broadly helpful factor. At the time of its introduction in 1991, the 28 percent rate
was very low by international standards. But corporate tax rates have since fallen
substantially in other countries, and (as discussed in Chapter VII) further downward pressures
may emerge. '

C. Savings

93. The final after-tax return to Swedish investors also depends, of course, on the
personal tax treatment of capital income. Under the dual form of income tax adopted

in 1991, essentially all forms of such income—including dividend, interest and capital
gains—are taxed at a flat rate of 30 percent. Net returns are further reduced by the wealth
tax, levied at 1.5 percent on annual wealth in excess of SEK 1 million. This translates into a
significantly higher tax rate on the associated capital: at an interest rate of 10 percent, for
instance, it is equivalent to a tax of 15 percent on the equivalent annualized income.

94.  Marginal effective tax rates on personal savings—showing the combined effect
of business and ownership-level taxes—are high. Such METRs—reflecting the effect of
investor-level taxes combined with the MECTR discussed above—are reported in the table
below. The METR varies across ownership class, being lower for tax-exempt institutional
shareholders and insurance companies than for persons. For the latter, the METR is about
45 percent, far higher than the corporate level tax of 4 percent.?’” This reflects the impacts of
both the flat personal tax on capital incomes and the wealth tax, with the latter appearing to
exert a significant disincentive effect.

" The relationship between the MECTR, METR and personal tax rates is complex: it is not
in general the case that 1-METR = (1-MECTR)(1-MEPTR), where MEPTR depends only on
personal tax rates. See King and Robson (1993).
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METRs on Saving in Sweden, 2001

Inflation Rate

Zero Two Five
Asset
Machinery 17.3 19.0 21.5
Buildings 28.1 29.4 31.0
Inventories 30.3 35.1 422
Source of
Finance
Debt 13.6 15.1 17.0
New share issues 46.6 52.5 61.2
Retained earnings 37.3 41.2 46.8
Owner
Households 40.7 453 51.9
Tax-exempt 8.1 8.4 8.6
Insurance 23.5 27.0 32.0
company
Overall 254 28.0 31.7

Source: Provided by Professor Jan Sédersten
(University of Uppsala).

95.  Around this high average level of the METR on savings, there is considerable
variation between different sources of finance, with new equity finance relatively
disfavored. Debt is by far the cheapest source of finance, followed by retentions: a ranking
that reflects the deductibility of interest payments but not of financing equity returns. Most
heavily taxed is new equity finance. This reflects the 'classical’ form of corporation tax in
place in Sweden, with dividends being taxed at personal level without any credit or deduction
being given against corporate tax. Funds injected into companies in the form of new equity
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are thus subject to double taxation, tax being payable both at corporate level from the income
generated and at personal level on the payment of these proceeds as dividends.®

96.  The double taxation of dividends discourages the use new equity finance, which
may cause particular difficulties for new firms traditionally reliant on this as a major
source of finance. It may also give rise to significant international tax planning
opportunities. For example, it has been said that in a merger of Swedish and Norwegian
banks it became tax advantageous to locate the headquarters of the new enterprise in Norway
rather than Sweden: since Norway operates a partial imputation system, under which
Norwegian shareholders can use part of the corporate tax paid to offset their personal tax
liability, they prefer, all else equal, to receive dividends from a company resident in Norway.

97.  While these difficulties are clear—and have been worsened by developments
over the over the 1990s—there is little evidence as to how costly they are. There are few
estimates for Sweden, or other countries, of the welfare cost of the distortion in financing
methods it implies, and in particular for new enterprises. Moreover, it can be argued that in
an economy as open as Sweden the effect will be largely mitigated. For if the marginal
purchaser of new shares is a foreigner (a plausible supposition for large Swedish companies)
then the domestic tax on dividends should have no effect on incentives to invest, or even on
share prices. The effect may be more marked for smaller companies unlikely to be purchased
directly by foreign investors (who are unlikely to be well-informed as to their prospects). As
Apel and Sodersten (1999) point out, however, to the extent that some domestic shareholders
hold both traded and non-traded shares, the impact of the dividend tax on the latter may be
muted: since foreign investors do not pay the dividend tax, they will have a comparative
advantage in holding the traded shares, inducing domestic shareholders to substitute towards
the non-traded and thereby lower their cost of funds. In any event, measures have been taken
to mitigate double taxation in respect of unlisted companies.*®

% For equity finance in the form of retained profits, in contrast, the personal tax treatment of
dividends is irrelevant. The choice is then between distributing profits today or instead
reinvesting them and paying dividend taxes in the future; so long as its rate does not change
over time, the dividend tax cancels out of the calculation. '

% While the 1991 reform had dividends fully taxed, the impact of this on the cost of new
equity finance was mitigated by the ‘Annell deduction,’ allowing firms to claim a partial
deduction in respect of new equity issues. In January 1994 both the tax on dividends and the
Annell deduction were removed; but when the dividend tax was reintroduced by a new
government in 1995, the Annell deduction was not.

0 Distributions to individual shareholders by unlisted or non-resident companies (not having
or having had substantial ownership of listed companies) are exempt to the extent of an
imputed return on invested equity.
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98.  Further measures to mitigate the double taxation of dividends would appear
worthwhile, though not urgent. There has been continuing controversy as to whether
Sweden would benefit by moving to some alternative structure that mitigates the double
taxation of dividends. There are a number of ways in which this might be done. Sweden
might for instance, adopt some form of imputation system, of the kind currently in place in
France, Norway, Australia and elsewhere. This, however, would run counter to a recent trend
away from imputation within the EU. Complications, and potential legal difficulties, arise in
connection with international aspects of imputation.”’ These have been a key reason for
recent movements away from imputation and towards classical taxation in Germany, Ireland
and the UK. There are alternatives: a credit in relation to dividends might be given at '
corporate level rather than personal; or, simpler still, dividends might simply be exempted
from personal tax. Such measures are unlikely to be especially costly in revenue terms.
While there is no strong evidence that the double taxation of dividends currently causes
significant welfare losses, there is also no reason to suppose that it conveys great benefit. A
case can thus be made for further reform in this area, though it cannot be seen as a priority.

99.  Tax advantages to investment in owner-occupation further distort the allocation
of capital. The calculations reported above concern investment in real business assets.
Traditionally, the Swedish tax system has treated relatively more favorably investment in
owner-occupied housing: as in many other countries, this benefits from the combination of
interest deductibility and exemption of the effective return. While the 1991 reform and others
in the late 1980s substantially reduced the tax favoring of owner-occupation®>—by limiting
interest deductibility, replacing a tax on imputed income with a more burdensome real estate
tax, and extending VAT to housing construction costs—some preference seems likely to
remain. A particular concern with this is that the tax-favoring of owner-occupation, not least
through the exemption of the implicit value of occupation, may worsen the bias against the
provision of rental properties that is implied by continuing de facto rent control.

100. Political pressures to cut the real estate tax have proved irresistible, but the tax
continues to have a potentially useful role. The recent increase in valuations for the
property tax—having been frozen for several years—Iled to substantial pressure to lighten the
burden of the tax. This was in part on distributional grounds, with less well-off residents of
sought-after holiday home areas facing awkward bills. In the event, the government
announced in August 2001 its intention to cut the rate of real estate tax from 1.2 to 1 percent. .
Property tax rates have indeed been rather high by EU standards. Nevertheless, the real estate

3! They arise, for example, from the natural inclination to deny imputation credit on
dividends paid from foreign-source income that has not borne tax in the home country; and
legal requirements in the EU may require that the credit be extended to residents of all
member states, potentially eroding the revenue collected at corporate level.

32 See Chapter 3 of Agell et al (1998).
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tax has important merits. In so far as it bears on the immobile attractions of the location itself,
it is likely to impose a relatively modest marginal excess burden. Outside the Nordic
countries, it is unusual for this tax to be allocated to central government, the usual argument
being that it is well-suited as a transparent means of local finance, being in some respects
akin to a benefit tax. One merit of its allocation to the center, however, is the prospect of
avoiding downward tax competition, an attraction that, as pressures on tax revenues emerge
in the coming years (see Chapter VIII) should be exploited.

101. Coherent policy making in the housing sector requires a long-overdue review
and reform of all interventions in the area, embracing taxes, regulation and the housing
assistance system. The potential efficiency costs in such a key area, with considerable
implications for the functioning of the labor market and the allocation of capital, are
substantial.

102. The wealth tax also merits significant reform. Levied at the relatively high rate of
1.5 percent above a relatively modest threshold of SEK 1 million, it can imply a significant
disincentive to saving. Even relatively modest housing wealth, for instance, is likely to incur
a charge. At the same time, however, the tax is marked by exclusions that are likely to favor
the most well off: most unlisted shares are excluded, as are principal shareholdings (over

25 percent of voting rights). Since it is relatively easy for the well advised to structure their
affairs so as to take advantage of such provisions, the equity of the tax is undermined. There
are thus two main options for reform. One is to simply abolish the tax: it raised only about

6 billion SEK in 1999, about 0.5 percent of total tax revenue. As can be seen from the
international comparison of tax rates, many countries have no wealth tax, and those that do
commonly set a lower rate and higher threshold than does Sweden. There seems, however, to
be general support in Sweden for the existence of a tax on wealth. This points towards the
second option, which is to mitigate its disincentive effects and improve its fairness by
substantially increasing the threshold and scaling back exemptions. While many wealthy
individuals will doubtless find other ways to avoid the tax, such distortions may be seen as a
price worth paying for the equity gain from the tax.
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VII. REDISTRIBUTION

A key objective of the Swedish welfare state is to ensure a distribution of real

income, and a pattern of economic opportunities, that meet criteria of social justice with
broad political support. A wide range of policy instruments are deployed to this end,
including:

104.

Regulations and other interventions aimed at fostering labor market incomes of the
lower paid, including a tradition (now weakening) of wage compression, and support
of work-related expenditures, notably childcare;

A progressive tax system, intended to ensure that the burden of financing public
expenditure bears disproportionately on the better off (in the sense that they face a
higher average tax rate);

Public and largely uniform provision of key commodities, notably health care and
education, serving both as a direct instrument of redistribution—to the extent that
their value is independent of income, their effect is akin to reducing tax payments by
the same absolute amount, so increasing progressivity—and as a means of promoting
greater long-term equality by equalizing earnings capacities; and

An extensive system of direct income transfers (the main ones being described in
Box 1).

Though not necessarily the most important element in this set of redistributive

measures, the transfer system has naturally received particular attention. As shown in
the table below income transfers to households currently amount to about 18 percent of GDP,
significantly above the OECD average and matched amongst the most developed countries
only by Austria, Germany and France.
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Income Transfers, 2000

(In percent of GDP)
Australia 8.3
Austria 18.3
Belgium 14.4
Canada 10.9
Denmark 17.2
Finland 12.6
France 18.1
Germany 18.6
Greece 16.1
Ireland 9.7
Italy 17.3
Japan 15.7
Korea 33
Mexico 261/
Netherlands 11.8
Norway 13.7
Portugal 12.5
Spain 12.4
Sweden 18.3
United Kingdom 13.1
United States 10.5
OECD average 12.8 2/

Source: OECD Analytical database.

1/ For 1995
2/ Excluding Mexico
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A. Inequality and Poverty

105. In terms of standard indicators, the outcomes for inequity and poverty in
Sweden are as egalitarian as in virtually any other country. The table below reports
recent comparative statistics for other EU countries. As a simple summary indicator of
inequality, the first column shows the share of disposable income*>—income, that is, after all
taxes and transfers—earmed by the best-off 20 percent relative to that of the

bottom 20 percent: the greater this ratio, the more unequal the distribution of disposable
income. At 3.7, this ratio is far below the average of 5.7; only Denmark has a more
egalitarian outcome in this sense. The poverty outcome is also impressive. The second
column reports the headcount measure of poverty—the proportion of the population that is in
relative poverty (after taxes and transfers)}—when the poverty line level of income is taken to
be 60 percent of the median. The outcome in Sweden is again far better than the average:

14 percent of the population remains in poverty, compared to an average of 17.2 percent
elsewhere in the EU. While different choices for the poverty line are liable to give different
impressions of cross-country performance, Jantti and Danziger (2000) show that on a test of
first-order poverty dominance—the requirement of a lower headcount measure of poverty for
any choice of poverty line—only a few countries (notably Austria, Finland and Germany) fare
better while many fare unambiguously worse.

After-Tax/Transfer Inequality and Poverty in the EU, 1996

Inequality 1/ Poverty /2
Austria 4.0 13.0
Denmark 29 11.0
France 4.5 16.0
Germany 4.7 16.0
Greece 6.1 21.0
Ireland 5.6 18.0
Italy 6.0 19.0
Luxembourg 4.5 12.0
Netherlands 4.7 12.0
Portugal 6.6 20.0
Spain 5.9 18.0
Sweden 3.7 14.0
UK 5.6 19.0
EU15 5.2 17.2

Source: Eurostat
1/ Ratio of total equivalized disposable income of top and bottom quintiles.
2/ Share of population with equivalized after-transfer income below 60 percent of median.

3 The figures are for ‘equivalized’ income; adjusted, that is, for family size and composition.
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106. 'While there are many difficulties with summary outcome indicators of this kind,
other measures tell broadly the same story. There are many other and perhaps better ways
of measuring inequality and poverty: the headcount measure takes no account, for instance, of
the depth of the poverty of those below the cut-off poverty line. Yet most summary measures
convey much the same impression. For instance, Gottschalk and Smeeding (2000) report
Sweden as having the second lowest after-tax and transfer Gini coefficient amongst 21
developed countries (only Finland having a lower one), while Jéntti and Danziger (2000) find
that in terms of second-order poverty dominance—looking not at the numbers in poverty for
any given poverty line but the extent to which their incomes fall short of that line—Sweden’s
performances also relatively good.

107. More fundamentally, in focusing on the pattern of annual incomes, these
summary measures make no distinction between transitory and permanent differences
in economic position. A more complete treatment would focus on differences in lifetime
economic status: it may be, for instance, that greater inequality of annual income in one
society relative to another simply reflects a greater variance (around the same mean) of
incomes over the lifetime; a difference which, if capital markets enable individuals to borrow
freely against future income, is of little significance to economic well-being. In similar spirit,
a given incidence of poverty may be viewed as less damaging if those in poverty in different
years tend to be different people. While data problems pose difficulty for lifetime
assessments of inequality and poverty,** such evidence as there is suggests that in this
dimension Sweden also performs well. Jantti and Danziger (2000) report exit rates from
poverty as being relatively high in Sweden (bettered, within a set of ten industrialized
countries, only by Finland and the Netherlands). Inter-generational mobility in Sweden also
appears relatively high: Bjorkund and Jéantti (1993) find the correlation between earnings of
fathers and sons to be far lower in Sweden than in the United States.

B. The Impact of Policy on Inequality and Poverty

108.  'While the outcomes for inequality and poverty are thus strong, the key question
is how much of this is attributable to the interventions of the welfare state. Determining
this requires, in principle, constructing the counter-factual of how real income would be
distributed in its absence. While it is natural to take as a starting point the actual distribution
of income before taxes and transfers, that will itself reflect the incentive effects created by the
tax and transfer system: the assurance of a pension, for instance, may reduce the earnings of

3 To the extent that individuals’ consumption decisions reflect their own assessment of their
lifetime income prospects, the distribution of consumption would provide a better indicator
of lifetime inequality that that of relatively short-term income measures. But no comparative
data of this sort appear to be available.
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those approaching retirement. These responses are likely to mean, for example, that poverty
in the absence of policy would be less than poverty measured simply in terms of the pre-tax
and transfer incomes that are actually received in the presence of the tax-transfer system.”

109. Considerable effort has traditionally been made in Sweden to equalize the
distribution of gross earnings by wage compression and promoting employment of the
low skilled, so that a simple comparison of incomes before and after the effects of the
tax-transfer system may understate the extent of redistribution achieved by policy.
Wage dispersion has been relatively low in Sweden: in 1993, the wage rate of the highest
paid decile was about 59 percent above the median, about the same as in Germany, but much
lower than in the United Kingdom (86 percent) and in France (99 percent). The impact of this
on the distribution of earnings has been amplified by traditionally high levels of employment.
Moreover, it seems that this relatively egalitarian distribution of earnings cannot easily be
explained in terms of an underlying heterogeneity of abilities: Bjorklund and Freeman (1997),
for instance, find that the earnings distribution of Swedes in the US is essentially the same as
the overall U.S. distribution. Thus the relative equality of earnings in Sweden appears to be
largely attributable to policy, so that much redistribution has already been done before the
tax-transfer system comes into play.

110. The redistributional effect of the tax-transfer system—easier to assess, in the
mechanical sense of accounting for the difference between the inequality of market
incomes and that of disposable incomes—has been considerable. The table below shows,
the tax-transfer system has for many years reduced the extent of inequality in annual income
by 50 to 55 percent. This is a very considerable amount: the comparable figure in Germany
has been around 35 percent, for instance, and in the US 25 percent.*® In terms of poverty
reduction, Jéntti and Danziger (2000) find that around the start of the 1990s, Sweden was one
of only three (among fifteen) industrialized countries in which the tax transfer system
reduced the headcount measure of poverty (relative to a poverty line of 50 percent of median
income) by over 75 percent.

33 The impact of the tax-transfer system on pre-tax inequality is less clear cut. If the main
impact of progressivity is to induce the higher paid to earn less, pre-tax inequality will
increase; on the other hand, the inducement to risk-taking implied by social insurance
(discussed in Section D below) may generate increased pre-tax inequality.

36 See Table 13 of OECD (2000).
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Gini Coefficients and Redistri_bution

Factor Income Disposable Income | Proportionate Reduction
1975 0.476 0.233 51.1
1980 0.476 0.206 56.7
1985 0.495 0.221 55.4
1990 0.501 0.246 50.9
1995 0.563 0.256 54.5
1999 0.578 0.294 49.1

Source: Table 57, Income Distribution Survey in 1999 (Statistics Sweden).

111. Within a broadly constant total extent of tax-transfer redistribution, however,
there has been a significant change in the relative contribution of taxes and spending.
With the 1991 reform, the tax system has become significantly less progressive, as illustrated
in the table above. The effect of this on the overall distribution of income has been largely
offset, however, by increased redistribution on the spending side. In particular, the increase in
child allowances has targeted a group generally poor in terms of market income, and the
increase in housing allowances has been directly targeted on low-income households with
children. Thus the net effect of the reforms of the early 1990s has been to leave the overall
extent of redistribution broadly unaffected, but with a significant change in its pattern:
roughly speaking, redistribution between those with and without children has increased,
while within household types it has, if anything, fallen.

112.  Much redistribution is intertemporal rather than interpersonal. The table below
shows the broad composition of transfers to households, with the significant role of child and
housing allowances—over ten percent of the total—apparent. Almost half of all transfers,
however, are in the form of pensions. The importance of these transfers—reflected in what
are by international standards particularly low poverty rates amongst children and the elderly
(Jantii and Danzinger (2000))—again points to the importance of taking a lifetime
perspective on redistribution: to the extent that pensions are related to contributions (a tighter
link has now established under the reformed pension system), they reflect not redistribution -
across persons but redistribution over the lifecycle. Indeed the same may be true to a large
extent of child allowances. Thus one estimate is that about two-thirds of all transfers are
intertemporal rather than interpersonal (OECD (2000), p. 116). This is not to say that such
redistribution is without value: to the extent that market imperfections mean that individuals
are unable themselves to borrow against their future incomes, state intervention may be
welfare enhancing. The argument may be less powerful in Sweden than elsewhere, however,
since capital markets are well developed. Moreover, the evidence suggests that relatively few
Swedish households are liquidity constrained; and against any benefits in overcoming market
failure must be set the distortions that arise if the extent of forced saving exceeds the level
individuals would wish to undertake.
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Transfers to Households

(In percent of GDP)
Total 19.1
Of which
Pensions 9.0
Sickness 4.2
Unemployment benefits 2.0
Child benefits 2.0
Student benefits 0.6
Housing and social allowances 1.3

113. Even abstracting from redistribution over the lifecycle, the extent of
interpersonal redistribution achieved appears to be considerable: following a set of
individuals from 1971 to 1991, Bjorklund et al (1995) find that the extent of redistribution of
lifetime incomes through the tax system is broadly comparable to that of annual incomes.

114. A full assessment of the extent of redistribution would also take account of the
public provision of various services at less than market value, which in Sweden is
considerable. Many of these items—health care, education, and social services—are very
extensive. They not only effectively redistribute purchasing power directly, but may also have
a significant equalizing effect in terms of their long- and short-term implications for labor
market status. Subsidized childcare, for example, has facilitated the high levels of labor
market participation. Quantifying these effects is difficult, however, both conceptually (in the
proper valuation of services enjoyed, for instance) and empirically (in terms of the required
data on usage); no thorough and internationally comparable figures appear to be available.
The extent of such expenditures in Sweden suggests, however, that the effect may be
substantial.

115. There is no doubt that the Swedish welfare state has achieved a great deal in
assuring a distribution of real incomes in conformity with a broad egalitarian social
consensus. Even one of its harshest critics has lauded this as “... a major achievement of
modern civilization” (Lindbeck, 1992). The question is how these benefits weigh against the
efficiency losses that, as described in previous chapters, have been incutred in pursuing these -
objectives, and whether the variety of pressures now looming threaten their preservation.

C. Efficiency Gains From Redistribution

116. 'While some trade-off in the pursuit of equity and efficiency is ultimately
unavoidable, there are important circumstances in which redistributive measures can
generate efficiency gains.37 When individuals have altruistic preferences, for example, so

37 See for instance the survey in Boadway and Keen (2000).
(continued...)
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that the better off derive satisfaction from the well-being of the poor, the income of the poor
acquires the characteristic of a public good, so that compulsory redistribution towards them
can improve efficiency in the strong sense of raising the welfare of all individuals. Such
altruism is clearly one possible explanation for the extent of redistribution in Sweden, and
also consistent with Sweden’s high level of assistance for developing countries.
Redistribution can also increase efficiency (in the sense of raising aggregate output) when
individuals’ productivity increase with the level of their consumption. To the extent that
redistribution is a response to the non-existence, as a consequence of informational
imperfections, of certain key markets, it can again improve efficiency. With imperfect capital
markets, for example, redistribution may facilitate the acquisition of human capital by the
least well-off (Banerjee and Newman (1993)); and by reducing investors’ need to rely on
external finance, it can ease the hold-up problem that leaves potential partners reluctant to
support projects that may leave them in an ex post weaker bargaining position (Hoff and
Lyon (1995)). How important these effects are likely to be in Sweden is unclear, however: as
noted, capital markets are well developed, so that relatively few individuals appear liquidity-
constrained.

117. A key but open question is the extent to which extensive social insurance in
Sweden induces a beneficial increase in risk-taking. In the absence of well-functioning
insurance markets, individuals are likely to under-invest in risky activities, choosing safer
occupations or investments than they ideally would. Social insurance may then improve
efficiency by encouraging risk-taking (Sinn (1995)). Even a proportional income tax, for
instance, reduces the riskiness of an undertaking by taxing away part of the high returns if it
turns out well and implicitly bearing some of the cost if it turns out badly. A range of policy
measures in Sweden may bear on risk-taking: the availability of social assistance and
unemployment benefit, for example, and the knowledge that benefit will be available to
support one’s children in all outcomes. While the potentially beneficial impact of social
insurance on risk-taking has attracted much theoretical attention, its practical importance is
hard to gauge. There are some very tentative signs of relatively high risk-taking in Sweden.
Equity holdings are more extensive than in other countries.’® One might also look for signs of
risk-taking in the start-up of new businesses: comparing six developed countries, OECD
(1994) report Sweden as having the highest number of firm births per existing firm and the
third highest number per person. But there are clearly many other factors potentially affecting
firm formation, and definitional differences in any event make cross-country comparisons of .
these figures problematic. The important question of how the welfare state affects risk-taking,
in Sweden and elsewhere, deserves closer attention.

3® Aécording to the March 30, 2001 issue of Global Data Watch published by the Morgan
Guaranty Trust, two-thirds of Swedes, double the European average, hold shares.
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VIII. PRESSURES ON THE WELFARE STATE
A. Increased International Mobility of Tax Bases

118. In Sweden as elsewhere, there is widespread awareness that the increased
internationalization of economic activity may alter the effectiveness of, and hence
proper extent and form of, government intervention. Concern at the potential significance
of this trend has led the government to appoint a Committee to review its potential
implications, with the aim of reporting in spring 2002.

119. The prospective continued increase in mobility of tax bases reduces the tax rates
that a country optimally imposes and the level of revenue it optimally collects. Formal
and informal obstacles to cross-border transactions in capital, commodities and labor have
been eased, and are likely to be eased still further in the future, both by policy measures—
within the context of EU membership and more generally—and by advances in information
technology that reduce informational imperfections and transaction costs. As a result, these
cross-border transactions are likely to become more sensitive to cross-national tax
differentials. This increased elasticity of the tax base with respect to tax rates then tends to
reduce the level of tax rates that each country finds it optimal to impose—and also to reduce
the associated level of revenue that it is optimal to raise—by reducing the revenue raised
from, and increasing the excess burden created by, a marginal increase in the tax rate.>® More
generally, increased mobility makes it harder to sustain taxes other then benefit taxes (ones,
that is, which finance offsetting benefits received by the taxpayer, whether a company or
individual). This implies, in particular, that redistribution—the essence of which is to impose
a net fiscal loss on some in order to convey a net fiscal benefit to others—may become harder
(an effect which will be amplified to the extent that the better-off receive forms of income
that derive from more mobile sources).

120. While the theory is fairly clear, the quantitative extent of the problems is not.
There remain a variety of subtleties in assessing the impact of internationalization on the
design of tax-transfer systems. There are complex interactions, for example, between the
effects of increased mobility of labor and capital. Increased mobility of labor may actually
reduce the downward pressure on capital taxes, since then the beneficial effect on wages of -
attracting more inward investment are dissipated by the migration it induces (Kessler et al
(2000)). Nevertheless, the key qualitative issues are broadly clear. Far less clear is their likely
quantitative significance, and it is on this that the rest of this section focuses, taking in turn
the three key broad tax bases: capital, commodities and labor.

3 There are exceptions. For instance, opening up the possibility to export a good in which a
country has some market power creates an incentive to set a high production or export tax to
exploit that power.
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Capital

121. Sweden has long (and successfully) sought to maintain an attractive tax
environment for inward investment, as was discussed in Chapter V. Mobility of real
investment is nothing new for Sweden, which has for many years essentially viewed itself as
an archetypal small open economy, open to capital movements and with little ability to
influence the return that potential investors can earn in the world capital market.

122. Ttis quite a robust theoretical prescription that such an economy should not levy
any source-based tax on the marginal return to investment.*® The effective incidence of -
any such tax cannot be on the owners of capital, since they will ensure that they receive in
Sweden the same after-tax return that they can earn elsewhere. The effective incidence can
only be on domestic immobile factors, but with the unwanted side effect of raising the gross
return to capital and so inducing excessive labor-intensity of production. Put differently,
increased capital mobility increases the marginal excess burden associated with a source-
based capital tax, an effect which Hansson (1987) shows to be potentially significant. This
distortion can be avoided by simply taxing the immobile factors directly. Since the key
source-based tax is the corporate tax, this prescription translates into that of a marginal
effective corporate tax rate of zero. Though that is not achieved in Sweden uniformly for all
conceivable investments, it was seen in Chapter V that it has been achieved in a broader
sense for many years. While there is scope for achieving this effect by simpler means—
establishing more uniform treatment of different kinds of investment—there is thus little
reason to suppose or recommend that this aspect of tax policy will or should change as
internationalization intensifies.

123.  The prescription of no source-based tax on marginal investments does not imply,
however, that there should be no corporate tax, though there are strong reasons for
setting it at an internationally competitive level. Without a business-level tax, tax could be
avoided by incorporating, retaining earnings and deferring the realization of capital gains.
Moreover, a well-designed corporation tax can raise revenue by taxing the rents earned on
intra-marginal investments without distorting investment incentives at the margin. For
investments from countries that give a credit for taxes paid in the source country—such as the
US, the main single proximate source of direct investment in Sweden—taxes can be levied -
up to the level of the residence country tax without imposing any additional burden on the
investor, the effect of the credit being that residence country taxes are reduced one-for-one by
source country payments. The rate of corporation tax cannot be raised too far, however.

Doing so will increase the average effective rate of corporation tax—even for investments-
from jurisdictions offering foreign tax credits, since no additional credit will be available

0 The result is an application of the Diamond-Mirrlees (1971) theorem on the desirability of
production efficiency; an explicit statement is in Frenkel et al (1996).
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once the rate in Sweden exceeds the residence country rate—and so make Sweden less
attractive for companies choosing where to locate investments. Only rents specific to Sweden
can be taxed at high rates without risk of driving investment away; and these are likely to
become increasingly limited as the Swedish economy becomes more integrated with the rest
of the EU and other countries. Not least, high statutory rates of corporation tax make a
country vulnerable to transfer pricing and financial operations, which transfer paper profits to
lower tax jurisdictions.

124.  Current arrangements in Sweden appear well adapted to these considerations.
The rate of corporation tax remains relatively low by the standards of the major developed
economies. Revenue from the corporation tax is somewhat below OECD and EU averages,
but nevertheless remains quite substantial: around 5.7 percent of total tax revenue in 1998, or
2.9 percent of GDP. Nor has there been any clear tendency for receipts to fall: in the latter
1980s they were around 2 percent of GDP. This apparent resilience of corporate tax revenues
has been observed in many other countries, and is something of a puzzle (Chennells and
Griffith (1997)). It appears to reflect the consequences of reforms that, like the 1991 reform
in Sweden, have lowered statutory rates of corporation tax (so preserving the base from
transfer pricing devices) whilst broadening the base (so bolstering revenue at least from
relatively immobile domestic investments). Nevertheless, continued downward pressure on
the rate of corporation tax in Sweden can be expected. While the 28 percent rate established
in 1991 was then amongst the very lowest of developed economies, this is no longer the case:
the U.K. rate, for instance, is now 30 percent, that in Germany was reduced dramatically by
the 2000 reform from 40 percent (on undistributed profits) to 25 percent, and the Irish rate is
to be reduced to 12.5 percent by 2005.

125.  The likely extent of these pressures on corporate tax revenues is hard to gauge,
but, in the absence of effective international coordination, the direction is clear. With
the MECTR averaging close to zero, it is unlikely that the effective incidence of the corporate
tax is substantially passed on to labor, suggesting little prospect of painlessly replacing it by
an explicit increase in the tax on employment income. In this sense the whole of the corporate
tax revenue is at stake. The pressures on these revenues would be mitigated to some degree if
the EU were to adopt, as has sometimes been proposed (notably by the Ruding Committee =~
(1992)) a minimum rate of corporation tax. That remains a remote prospect, however, and in -
any event pressures from low tax rates outside the EU would remain. Recent experience, and
Sweden’s long-established expertise in preserving an attractive tax environment whilst
sustaining revenues, both imply a limited risk of a dramatic erosion of corporate tax revenues
in the near future. But it would be prudent to factor in a modest reduction into medium-term
fiscal planning.

126. A quite different set of considerations arise in relation to personal savings:
openness per se does not imply that these are optimally zero. In Sweden, as is the norm,
capital income accruing to individuals is taxed on a residence basis: that is, Swedish residents
are liable to Swedish tax on their capital income (and, under the wealth tax, on their assets)
wherever in the world it arises (generally with a credit for foreign taxes paid on that income).
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In sharp contrast to the result for source taxes referred to above, there is no intrinsic reason
for a small open economy to set a low or zero residence based tax. There may be other
arguments for doing so—in terms of the impact of savings on capital accumulation, or the
structure of consumer preferences’'—but openness as such does not directly affect the
optimal tax treatment of personal savings. The real issue is simply the difficulty of enforcing
the residence principle, given the opportunities—which are likely to continue to increase—
that internationalization creates for individuals to locate their savings abroad in low-tax
jurisdictions and simply fail to report the associated income and/or capital to the authorities
of their residence country. Evasion of domestic savings taxes by this route jeopardizes
revenue and creates pressure to reduce the tax rates applied.

127. Though reliable information is naturally hard to obtain, the revenue loss from
undeclared assets abroad is likely to be relatively small. There are few obstacles to
Swedish residents investing abroad: they have been able to acquire foreign equities

since 1989, and to hold foreign bank accounts since 1993. Assessing the extent to which
these opportunities are used to evade Swedish tax is, by the very nature of the activity,
extremely difficult. The Social Democratic Party has produced estimates, based on the
discrepancy between financial and national accounts, suggesting that households’ undeclared
savings abroad amounted to about SEK 350 bn in 1997.* This is equivalent to about

16 percent of the sector’s total measured financial assets, and nearly double the
corresponding level of estimated undeclared savings in 1992. Assuming that these assets
earned an average return of 8 percent, and that they would be fully taxable in Sweden—so
ignoring, for instance, any tax withheld for which a credit would be available in Sweden—the
implied revenue loss is about SEK 8.4 bn, or around 0.8 percent of general government
revenue in 1997. Assuming further that one-third of these assets were properly liable to
wealth taxes, the implied revenue loss is still less than one percent of total revenue.

128. While the revenue loss would rise if the extent of evasion by locating savings
abroad were to increase, it is unlikely to be dramatic at unchanged saving behavior.
Taking the extreme case to illustrate possible orders of magnitude, if all interest and dividend
income that was taxed in Sweden in 1998 had instead arisen abroad and been undeclared,
revenue would have fallen by about SEK 11.6 bn, roughly 1 percent of the total. Grossing up
for an assumed 10 percent return and taking one-third of the implied asset base to be liable to -
wealth tax, the cost rises to about 1.2 percent of tax revenue.’ Since individuals are likely to

! See for instance King (1980) and Lucas (1999).

*2 The Ministry of Finance has indicated that a subsequent revision of the national accounts is
likely to reduce these figures.

3 This is broadly consistent with the estimate of SEK 11 bn for 1999 reported in Table S40
of Riksskatteverket (2000).
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continue to hold a substantial portion of their wealth in real estate and Swedish equities, the
opportunities for evading individual taxes on wealth and capital gains by taking income
abroad, though not zero, are likely to be less. If a third of the bases of each were to vanish,
revenue would fall by an additional SEK 7.7 bn, for a total loss of a little under 2 percent of
general government revenues.

129. The revenue loss may be further increased, however, by tax arbitrage. The
illustrative calculations in the preceding paragraph are based on assumptions that will tend to
overstate the revenue risk. In one important respect, however, they may understate it. In so far
as interest income is deductible against Swedish tax at a marginal rate higher than that at
which it is taxed abroad, there are potential gains from pure tax arbitrage. Borrowing

SEK 100 in Sweden at an interest rate of 10 percent in order to lend, at the same rate, in a
country which taxes interest at 5 percent—a transaction that generates no profit in the
absence of taxes—generates a profit after taxes of SEK 2.5 (the excess of the deduction in
Sweden, SEK 3, over the tax payable abroad, SEK 0.5). Thus the risk is not merely that
interest income otherwise taxable in Sweden will escape tax, but that revenues in Sweden
will be further undermined by residents borrowing, and taking tax deductions, to acquire
interest income untaxed in Sweden. The likely extent of such transactions is hard to judge,
being in principle limited only by imperfections in the capital market. Certainly the
attractions of such arbitrage are limited by spreads between borrowing and lending rates, and
by exchange rate risk; but the former will become less of a concern as the efficiency of the
banking sector improves (Andersson and Fall (2000)), while the latter would be reduced if
Sweden were to adopt the Euro. There are signs indeed, that taxpayers are adept at exploiting
the potential value of interest deductions: net revenue from the taxation of interest income is
already negative, with net taxable interest in 1998 of SEK —19 bn.

130. There is thus reason to suppose that pressures to reduce the rate of tax on
capital income will intensify. As seen earlier the current rate of 30 percent on interest and
dividend income is not amongst the highest of the top marginal rates in the OECD, but nor is
it among the lowest. (For those with relatively small amounts of capital income, however, the
flat rate of 30 percent under the Swedish dual income tax is likely to be higher than the rate
they would pay in countries that apply a progressive tax to an aggregate of capital and labor
income). One difficulty that would arise in lowering the rate applied to capital income is that -
it would intensify the incentives that currently exist under the dual income tax to transform
labor income (taxed at marginal rates of up to 55 percent) into capital income. Policing the
borderline between the two types of income is especially difficult for small businesses:
employees can for instance acquire equity stakes and take part of their employment income as
lightly taxed return on capital. Thus reducing the flat rate of capital income tax would put
pressure on current levels of labor income taxation, creating a further downward twist to
revenues.

131. These downward pressures on the flat tax on capital income may be mitigated by
a recent agreement in principle in relation to the taxation of savings within the EU.
Member states agreed in 2000 to move towards a mutual routine sharing of information
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enabling them to bring under taxation their residents’ savings located elsewhere in the EU.
Much important detail remains to be resolved, however—not least in terms of negotiations
with key non-members. At a technical level, the proposal to exchange information routinely
is innovative, and its effectiveness remains to be tested. Doubtless though, the mere
knowledge that information is being exchanged will have a salutary effect on taxpayers, at
least in the early years of the scheme. The more fundamental difficulty remains, however,
that the agreement will leave open opportunities for tax evasion through non-participant
countries.

132. While there remain many imponderables in assessing the outlook for revenues
from the taxation of savings, there is a clear downside risk. This risk is perhaps even
higher than with the corporation tax, and may be of the order of a few percentage points of
current tax revenues.

Commodities

133. The increased ease of moving commodities across borders, both legally and
illegally, makes high indirect taxes harder to sustain. Cross-border movement of
commodities into and out of Sweden has become easier in recent years, particularly with the
easing of fiscal controls at frontiers in the context of the EU’s single market program and the
expansion of links with the countries of the former Soviet Union. This facilitates the
arbitraging of indirect tax differentials across countries—both through relatively small scale,
legal, own-use purchases by individuals, and through organized smuggling—and so
potentially exerts downward pressure on both tax rates and revenue.

134. High excises on drink and tobacco are likely to come under particular pressure.
The incentive for ‘cross-border shopping’—using this term to refer to the full range of
transactions, legal and illegal—depends on the extent of tax differentials between countries.
As can be seen from the comparative indirect tax rates for the EU countries shown in the next
table, Sweden has the highest excises of any EU country on wine and spirits: far higher, in
particular, than Denmark or Germany, both easily reached from Sweden. The tax differentials
this implies are amplified, moreover, by the high rate of VAT in Sweden—equaled only by
that in Denmark—which is applied to the excise-inclusive price. Cigarette taxes are not out
of line with those in neighboring EU countries, though the prospect of more open borders
with nearby EU accession countries does pose a risk. While the incentive for cross-border
shopping out of Sweden on these items is clear enough, the VAT rate itself is also sufficiently
in excess of that charged elsewhere, notably in Germany, to risk generating tax-induced
shopping on a broad range of items.
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VAT 1/ Excises
Spirits
Unleaded (ethyl
Cigarettes 2/ | Petrol 3/ [ Still wine 4/ | Beer /5 alcohol) 4/
Austria 20 73.07 408 0 2.1 10.02
Belgium 21 74.36 494 0.47 1.71 16.61
Denmark 25 81.67 524 0.95-1.42 3.62- 36.89
36.02

Finland 22 76.03 552-561 | 2.35 28.58 6/ | 50.46
France 19.6 74.80 571-621 | 0.03 2.59 6/ 14.50
Germany 16 68.86 593 0 0.79 13.04
Greece 18 72.75 298-372 |0 1.13 9.08
Ireland 21 79.01 348-454 | 2.73 19.9 27.62
Italy 20 74.67 520 0 1.4 6.45
Luxembourg | 15 67.72 372 0 0.8 10.41
Netherlands | 17.5 72.97 590 0.49 9.1-26.6 | 15.04
Portugal 17 80.73 289 0 7.22-20.2 | 8.36
Spain 16 71.18 372-403 |0 0.77 6.85
Sweden 25 70.47 528-531 [3.19/5 17.2 6/ 58.80
United 17.5 79.50 765-815 | 2.58 29.5 32.65
Kingdom

Source: EU Excise Duty Tables (July 2001).
1/ Standard rate.

2/ Euros per 1000 liters.
3/ As percentage of price of most popular category.
4/Per hectoliter per degree Plato of finished product.

4/ Euros per liter of product.
5/ Currently proposed to be reduced by nearly 20 percent.
6/ Euros per hectolitre per degree of alcohol of finished product.

135.

Cross-border shopping does indeed appear to be sizable in Sweden. It is

estimated that about one-third of the spirits consumed in 1996/7 were either smuggled or
illegally distilled.** The table below reports estimates of the excise revenue lost from cross-

*Riksskatteverket (2000).
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border shopping. For cigarettes, it is estimated that about 159 mn sticks were smuggled, for a
revenue loss of SEK 0.25 bn; the SEK 0.9 bn in the table comes from applying the same loss
per stick to an estimate® of 540 mn sticks—a considerable increase—smuggled more
recently. For alcoholic drinks, the foregone excise revenue is SEK 2.2 bn, with the associated
VAT loss estimated by the Ministry of Finance to be SEK 0.94 bn. The implied total loss on
excisable commodities is a little over SEK 4 bn, around 0.34 percent of general government
revenue. To this may be added a loss of around SEK 0.75 bn in relation to new cars.

Estimated Excise Revenue Losses From Cross-Border Shopping (SEK bn)

Cigarettes 1/ Petrols 2/ Wine 3/ Beer 3/ Spirits 3/

0.9 0.2 1.3 0.5 04

1/ See text for derivation.
2/ Riksskatteverket (2000).
3/ Excises only. Provided by Ministry of Finance

136. The downward pressures on excise tax rates implied by cross-border shopping
are already being felt, and acted upon, by Swedish policy-makers. In June 2001, the
government announced a modest reduction in the excise on wine, by nearly 20 percent. There
is little doubt that these pressures will increase. The derogation under which Sweden is
allowed to limit the quantities of tax-paid goods that travelers may import expires in
January 2003. It may also be that the internet will further facilitate cross-border movements,
although business-to-consumer transactions (the only ones that properly give rise to a
consumption tax liability) remain relatively limited. Some protection against erosion is
provided by the minimum indirect tax rates set by the EU, which in due course may also
come to apply to other of Sweden’s Baltic neighbors. Nevertheless, the revenue at risk is
significant. The yield from the excises in 1999 was about SEK 82 bn. Even ignoring the
associated reduction in VAT payments, a loss of one-quarter of this would reduce general
government revenues by about 1.7 percent. Still larger sums would be at stake if the high
standard rate of the VAT itself were to come under strain.

Labor

137. Labor mobility is potentially a concern—in terms of both its potential distortion
by, and effect on, the welfare state—mainly at the two ends of the income distribution.
The risk is that measures of redistribution may give rise to emigration by the better off (with

* Riksskatterverket (2000).
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consequent loss of tax revenues and skills) and immigration at the bottom end (with
consequent pressures on the welfare state in so far as migrants are net fiscal beneficiaries).

138.  The prospect of outward movement of labor in response to the tax-transfer
system has been a concern for some years. Indeed Bhagwati and Wilson (1989) argue that
“The departure of Ingmar Bergman, Bjérn Borg and Ingemar Stenmark...has done more to
focus Swedish attention on the enormous erosion of incentives than the writings of all the
economists between Stockholm and Stanford.” How significant a threat this is to the current
welfare state, however, is far from clear.

139. High average effective tax rates on labor income will in themselves tend to foster
net emigration. The next table shows the average effective tax rates that a worker receiving
the average production wage (second column) or 167 percent of that wage (third column)
would face in the countries of the EU. The first figure in each cell shows the rate taking
account of income tax, employee’s social security contributions and transfers. To take
account of the reduction in real incomes brought about by indirect taxation, the figure in
parentheses adjusts also for the standard rate of VAT. Though clearly high relative to a
number of member states, those in Sweden are not out of line with those in the other
countries of continental northern Europe.

Average Effective Tax rates for a Single Earner, 1998

Average Production Wage | 167 Percent of Average Production Wage
Austria 28.6 (40.5) 35.0 (45.8)
Belgium 41.8 (51.9) 48.7 (57.6)
Denmark 43.4 (54.7) 50.4 (60.3)
Finland 35.4 (47.0) 42.6 (53.0)
France 27.3 (39.2) 30.7 (42.1)
Germany 42.1 (50.1) 47.5 (54.7)
Greece 18.3 (30.8) 23.3(35.0)
Ireland 24.9 (37.9) 35.9 (47.0)
Italy 29.1 (40.9) 33.8 (44.8)
Luxembourg 24.6 (34.4) 33.9 (42.5)
Netherlands 34.4 (44.2) 38.9 (48.0)
Portugal 18.1 (30.0) 24.5 (35.5)
Spain 20.2 (31.2) 12.8 (24.8)
Sweden 34.4 (47.5) 42.0 (53.6)
United Kingdom 25.2 (36.3) 27.0 (37.9)

Source: OECD (2000) and staff calculations.

Note: Figure in parentheses is (v+t)/(1+v), where v is the standard rate of VAT and t the

effective rate preceding the parentheses.
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140. The migration decision is affected, however, by a range of measures not included
in these calculations. The average pay on which these calculations are based is likely to be
affected, for instance, by the relatively high level of social security contributions in Sweden
and by the extensive wage compression. Comparing net pay across countries within
occupational groups, Andersson (1995) reports substantially lower net wages in Sweden. He
also emphasizes, however, that account needs to be taken of the consumption benefits from
public expenditure enjoyed in the various countries, on which score Sweden looks attractive.
Moreover, the migration decision is more complex than such comparisons allow. Individuals
may exploit tax differentials of different kinds at different times in their life, earning and
saving in low income tax countries—perhaps repatriating earnings to their families in the
home country—and then retiring to countries with low consumption and wealth taxes.
Although there are significant avoidance opportunities under the wealth tax, as noted earlier,
Sweden would seem in a fiscal sense relatively unattractive to the wealthy.

141.  Outward migration of Swedes does not appear to have been high enough to
become a serious concern. Emigration does not currently appear high or increasing, even
within the common Nordic labor market. In the 1980s, for example, an average of only

0.1 percent of Swedes emigrated, far below corresponding figures for Germany and Norway.
While it appears relatively commonplace for highly skilled workers in Swedish
multinationals to spend time working abroad, return migration historically seems to be high.

142. Sweden has been quite open to inward migration, notably of asylum seekers and
refugees. In 1998, about 5.6 percent of the population was foreign born, a higher proportion
than in any other Northern EU country. In recent years a high proportion of these—around
70 percent—have been asylum seekers, a group with a high welfare dependency. There
appears to be no assessment of the net fiscal cost from this, although survey evidence
continues to show a relative lack of political concern amongst Swedes (Briicker et al (2000)).

143. Looking forward, the key issue is the likely extent and impact of inward
migration associated with EU enlargement. Current estimates are that ultimately 2—

4 percent of the population of the potential accession countries may wish to migrate to the
current members (Briicker et al (2000)). Since persons from these countries account for a
higher proportion of the population in Sweden (3 percent) than in any other EU member
except Germany, Sweden may be a target destination for a significant number of these
migrants. Moreover, during its presidency of the EU in the first half of 2001, Sweden
committed itself to a liberal immigration policy towards these countries. Assessing the extent
of the likely inflow with any precision is extremely difficult. The relative generosity of the
tax-transfer system may increase the attractiveness of Sweden as a destination, but the state
of the labor market is likely to be also important. Continued rigidities may make it hard to
absorb inflows, which in turn will have feedback effects on migrants’ decisions that tend to
reduce the inflows. The impact on the public finances depends on the nature of the
immigrants, and is not necessarily adverse. If, as seems likely, they are largely relatively
young and relatively highly skilled, perhaps with a high propensity to return home after a
period of good earnings, the impact may be to strengthen the finances.
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B. Spending Pressures
Demography

144. The aging of the population set in earlier in Sweden than elsewhere, and firm
action has been taken to deal with the pension implications. By the early 1990s, the old
age dependency ratio in Sweden was already at levels that other industrialized countries are
projected to reach only in the coming years (Hagemann (1995)). This prompted a major
reform of the pension system in 2001. The new system—which applies in full to those born
after 1954—comprises two tiers. Of the 18.5 percent contribution on earnings, 2 percent is
allocated to funded schemes. The remainder finances pensions on a pay-as-you-go basis, but
with pension entitlements tightly linked to past contributions and an automatic balance
mechanism in place to cut the real value of pensions if notional liabilities of the system
exceed its notional assets.*® Under current projections, this mechanism is unlikely to be
brought into play.

145.  After 2010, however, significant pressures can be expected, largely from non-
pension age-related spending. Projections in the 2001 Spring Budget show a sharp increase
in general government expenditure from 2010. Excluding interest payments, this is projected
to be around 55 percent of GDP compared to the current 51 percent. This reflects the
retirement of the baby-boomers of the 1940s, the increased pension payments that will be
increasingly accommodated within the new pension arrangements and an increase in other
age-related expenditures on health and social services.

Local government spending and the equalization system

146. Control of local government spending is key to controlling the overall level of
public expenditure. Local government spending, on health, education, social services and
other items mentioned in Chapter II, accounts for over 40 percent of general government
expenditure. Although subject to a balanced budget rule, with expenditure ceilings applying
only to central government, there is some risk that pressures on the level of spending at
central level may be deflected into an increase in local spending.

147. Current equalization arrangements limit the incentives that local authorities face
to improve the quality of the services they provide or limit the tax rates they set. In an
attempt to redistribute resources towards poorer localities, funds are reallocated horizontally
between them, with each ultimately receiving an amount equal to:

(Own tax base)x(Own tax rate) + (Average tax base — Own base)*(average tax rate),

% For an account of the system by one of its architects, see Settergren (2001).
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the averaging being across all local authorities. This structure has two adverse consequences
on the incentives faced by local authorities, best seen by noting that for an authority charging
the average tax rate:*’

. There is no revenue to be gained by increasing the tax base through improving the
quality of public services or the effectiveness with which money is spent;

. A small increase in its own tax rate will always increase the revenue it receives: the
usual limit to increasing revenue by raising tax rates that is implied by the contraction
of the tax base it induces is fully compensated for, from the authority’s perspective,
by an increase in the transfer it receives.

While local governments are not simply ‘leviathans’ concerned only to maximize their own
tax revenue, the inducement to inefficient and excessive expenditures consequent upon such
full equalization is clear.

C. Political economy

148. The Swedish welfare state has been built upon—and continues to enjoy—a
broad consensus of political support, reflecting both a widespread egalitarian sentiment
(also reflected in Sweden’s strong record of support for developing countries) and,
doubtless, some degree of vested interests. The retrenchment of the 1990s also had broad
social support: with a budget deficit of over 12 percent of GDP in 1993, the need for scaling

* More formally, suppose that the tax base of local government k is a function B(t ,g) of its
own tax rate 1y and the quality of its public services g. Then its net revenue is

R= TkB(Tkagk)"'(E_B(Tk:gk))f

where a bar indicates an average over all localities. Differentiating, under the assumption that -
k takes the decisions of all other localities as given, one finds

a—R=(z'k—z_')il—;— and ﬁ=(rk—1_')a—B+Bk.
g, 0g, o7, 07,

For a locality which sets the average tax rate, there is thus no revenue gain from an increase
in the quality of spending; and there is an unambiguous gain in revenue from increasing the
tax rate.
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back public expenditure was clear enough. In the present strong fiscal position, however,
there will be pressure to reverse some of the past expenditure cuts. These have already found
some reflection in the Spring Budget of 2001(in which, for instance, the ceiling on
unemployment benefit receipts was increased). Such pressures may be compounded by a
sense, among some commentators at least, that the reforms of the early 1990s compounded
the recession that followed—inducing precautionary saving by the prospect of reduced social
insurance—and that the gains from those reforms may not have been as spectacular as the
more ardent advocates projected.

149. Increased pressure for redistribution might also be expected, and perhaps is
already arising, from the rise in pre-tax inequality over recent years. The Gini
coefficient for the distribution of factor income—movement in which has commonly been
glacial—has increased by around 15 percent over the past decade. The table below shows a
significant increase in overall wage dispersion, especially as between the upper and lower
deciles. Many models would predict such an increase in pre-tax inequality to lead to
increased political support for redistribution. Majority voting over a linear income tax, for
instance, leads to more progressivity in the tax the greater the amount by which the median
income falls below the mean.*®

Wage Dispersion
90/10 ratio 1/ 50/10 ratio 2/
1992 1.69 1.21
1993 1.74 1.22
1994 1.78 1.23
1995 1.75 1.22
1996 1.79 1.23
1997 1.81 1.24
1998 1.90 1.26
1999 1.96 1.27

Source: Ministry of Finance

1/ Ratio of wage rate of 90th decile to that of 10" decile.
2/ Ratio of wage rate of 50th decile to that of 10® decile.

“The net payment to any household under such a scheme depends on the difference between
their own income and the mean (the redistribution under such a scheme comes from the
uniform subsidy component, the extent of which depends on the average income), and hence
the net gain to the median voter is greater the greater is this difference.
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150. The politics of redistribution® are complex, however, and there is some
empirical evidence to suggest that higher pre-tax inequality is associated with less
redistribution. Persson (1995) suggests that this may be explained in terms of individuals’
preferences being defined not only over their own consumption but on their consumption
relative to that of others: taxation then serves in part to correct the external damage that each
individual confers on others by working more, and the more equal are initial incomes the
more this consideration dominates over standard efficiency and redistribution concerns.
Peltzman (1980) argues that a negative association between basic inequality and the extent of
redistribution might be explained by a diminished sense of solidarity between middle and
lower income groups as inequality increases. However, there appears as yet no reason to
expect a substantial erosion of intrinsic support for the present extensive government
intervention in Sweden.

D. Changing Labor Market Institutions

151.  Sweden’s specialized labor market institutions had a mixed record over the past
decades. They have delivered stable periods with nearly full or fast-growing employment, as
well as unstable ones characterized by exploding unemployment. Investigating actual wage
outcomes, Friberg and Uddén-Sonnegérd (2001) distinguish three periods since 1970: the
traditional centralized wage formation model during 1969-1982, decentralized wage
formation during 1983-1990, and wage formation under stabilization policies during 1991—
2000. The key negotiating partners under the centralized framework were the LO and the
SAF, central organizations representing trade unions and employers, respectively. They
sought to maintain full employment, but—relying on the safety valve of periodic large
devaluations—ended up with a high wage-growth equilibrium characterized by annual
nominal wage increases of over 10 percent. During the second period, the emphasis shifted
back and forth between central and branch or individual trade union-level negotiations, still
retaining the LO-SAF partnership. As a result, the wage determination framework moved
toward a more decentralized, patently suboptimal, mid-point where social partners failed to
internalize the macroeconomic implications of higher wage increases. This led to a price-
wage spiral, with ex post real wage increases averaging around 1 percent per annum during
this period. The third period commenced with a recession and soaring unemployment rates,
convincing social partners of the need for restrained wage increases as part of a policy
package to stabilize the economy. With a single hiccup in 1996-97, wage growth was halved _
to around 4 percent on average, as the Riksbank’s inflation targeting framework gained
credibility and inflation expectations subsided. Despite the widely varying outcomes, the
paper found that the wage determination process was largely unchanged since 1970: once -
inflation expectations and demand for labor were included among explanatory variables for
wage developments, results of Chow tests indicated no significant structural break.

“ For a survey, see Boadway and Keen (2000).
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152.  The bargaining framework has improved since the early 1990s, but remains
vulnerable to exogenous shocks. Two key lessons from the theoretical literature are that the
middle ground between centralized and decentralized wage bargaining should be avoided,
(Calmfors and Driffill (1988)) and that some cushion is needed to avoid excessive wage scale
compression (Flanagan (1999)). The approach evolving during the most recent period builds
on these insights. It combines sound macroeconomic policies leading to low inflation
expectations, a sufficient centralized component to impose macroeconomic wage discipline,
and enough elbow-room for follow-up negotiations to reflect local supply and demand
conditions within the macroeconomic constraints. The introduction of an agreed set of rules
for bargaining, and the creation in 2000 of a National Mediation Office to settle unresolved
procedural disagreements without interfering in the wage determination process are added
safety valves to ensure a sound outcome. Moreover, the replacement rate provided by the
unemployment benefit has reversed its increasing trend from the early 1990s, improving
incentives for job-search (Forslund and Kolm (2000)). While these improve the bargaining
process, the new framework has not yet been tested by adverse macroeconomic conditions,
and—as all centralized wage-setting regimes— remains highly vulnerable to sudden shocks.
Much like a large ship, the Swedish labor market needs time to turn around if such shocks
materialize, losing ground during the protracted adjustment process, as vividly demonstrated
by the emergence of high unemployment in Sweden during 1993-1998.

153. As for the broader picture, various non-wage indicators also point to improving
labor market performance during the past decade, but further progress hinges on
lowering the burden of labor taxation. Since the crisis period, the number of hours worked
has steadily increased, and public sector employment has been curbed. Thus, the predominant
part of the employment gains occurred in the non-government sector (Figures 13 and 14).
However, as noted in Chapter V, absences from work have steadily risen since the mid-
1990s, with a particularly worrisome increasing trend in sickness absences. While this level is
not unprecedented in a historical perspective and may reflect easing unemployment levels, it
also reflects the disincentive effects stemming from a still highly compressed after-tax wage
scale. With the logic of the bargaining framework (whose stability requires a minimal wage
drift) precluding substantial step increases in pre-tax wage dispersion, tax policy measures
are the only available instruments for rapidly bringing about significant improvements in
after-tax wage dispersion. In this context, Lindquist (2000) emphasizes the negative impact
of the progressive tax system on the supply of skilled labor as a separate factor from wage
scale compression.
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Figure 13: Annual hours worked per employee
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IX. THE WAY AHEAD _

154. The Swedish welfare state now stands at an important juncture. After the
retrenchment of the 1990s, subsequent recovery, and now with a strong fiscal position, there
are broadly two directions in which Sweden might move. One is to increase spending on
transfers to restore some of the cutbacks of recent years. The other is to continue the
streamlining of the 1990s, with a reinvigoration of the reduction in the scale of government
intervention. This paper argues for the latter.

155. At its most basic, the key issue is the optimal size of government, which is
inescapably in part a matter of ethical judgment. While there are circumstances in which
equity gains can be achieved at no efficiency cost, as discussed in Chapter VI, assessing the
proper extent of government intervention ultimately involves trading off the efficiency costs
of intervention (some of which, for example in relation to public goods or the correction for
missing insurance markets, may be negative) against its equity benefits. Since value
judgments come into play in assessing the latter, complete consensus on the proper extent of
government involvement is highly unlikely: some may be willing to accept very high
efficiency costs in return for modest improvements of the well-being of the worst-off.
Moreover, although relatively well-defined conceptually, empirical and modeling issues leave
considerable scope for disagreement as to the marginal excess burden of taxation.
Nevertheless, it is possible to derive some quantitative feel for the nature of the trade-off
between efficiency and equity in Sweden, and hence perhaps move toward some broad
agreement on appropriate directions for change. An extremely stylized example of how this
might be done is given in Box 3.

156. This exercise is no more than a crude illustration, but does suggest that at
reasonable orders of magnitude—and even ignoring potential growth effects—the
inefficiencies induced by intervention may plausibly be felt to exceed, at the margin, the
equity gains. For example, suppose the marginal effectiveness of tax-transfer system in
reducing inequality were equal to its average effectiveness, measured as the difference
between the Gini pre and post tax-transfers for 1999 divided by the share of transfers in GDP,
0.183: giving G” as about 1.5 (since diminishing returns can reasonably be supposed to apply
to inequality reduction, this is likely to be an over-estimate). Suppose too that the Marginal -
Excess Burden (MEB) is 0.75, corresponding to the higher end of the estimates for an METR
on labor income of 60 percent. Then all observers who value a 1 percent increase in Gini-
measured equality less than they do a 0.35 percent increase in average real incomes would
wish to see the size of government reduced.
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Box 3: Trading Off Efficiency and Equity

Suppose that policy is evaluated by an objective function of the form Y(T).(1-G(T))",
where Y denotes average real income, G the Gini coefficient measure of after tax-transfer
inequality, and T the total level of taxes and transfers, while o parameterizes the relative
weight attached to average incomes and equality: a 1 percent increase in after-tax
inequality is valued the same as an a percent increase in average real incomes. The
dependence of Y on T reflects the inefficiency cost of redistribution: normalizing Y to
unity in the initial position, the derivative Y’ is the negative of the additional excess
burden of the system per dollar raised at the margin, MEB. Similarly the dependence of G
on T reflects the impact of the system, on both the tax and transfer side, on after tax
inequality.

Differentiating the objective function, a small increase in T—the extent of government
intervention—is desirable if and only if

a>—(1——G)MGE£ @)

As one would expect, an increase in T is more likely to be desirable, for any given value
judgment, the lower is the marginal excess burden it creates and the greater is the
reduction G in inequality it allows. More to the point, by specifying values for the MEB
and G’ one can infer from (1) the critical level of a—the weight one attaches to
inequality—such that all those who care more or equally about inequality would welcome
a further increase in the scale of intervention. Illustrative calculations are presented in the
below:

Critical values of the equality preference parameter a

G’ MEB

0.1 0.5 0.75 1
0.5 0.14 0.71 1.06 1.40
1.0 0.07 0.35 0.53 1.71
1.5 0.05 0.24 0.35 0.47
2.0 0.04 0.18 0.26 0.35

Note: Initial inequality is assumed throughout to be 0.294 (the 1999 estimated value.
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157.  'While the impact of extensive government intervention on the rate and quality of
economic growth is hard to assess, there is a presumption that in this respect too an
easing of distortions to work, investment and savings decisions would generate sizeable
cumulative efficiency gains. The illustrative figures for the marginal excess burden of
taxation in Box 3 derive from a static framework. Though less extensively studied and
understood, the cost of distortions that affect the long-term growth rate—part of which will
be borne by generations yet unborn, and so unable to directly represent their interest in
current politics—could be even greater, so reinforcing the case for tilting the balance to
efficiency considerations.

158. The next decade and beyond is likely to see both an increase in inefficiency costs
of current tax arrangements and increased pressure for high priority expenditures.
Though the extent of the effect is still to some degree imponderable, continued and deepening
internationalization will put continued pressure on the level and nature of government
intervention. So too may changes in the pattern of collective bargaining. At the same time,
the aging of the baby boomers will add to pressures from spending not only on pensions—
this can be broadly accommodated within the reformed pension system—but also on other
age-related items.

159. Both for their own merits, and to prepare for what may lie ahead, measures to
streamline the role of government and focus on essentials should be continued and
reinvigorated. Assessments of the 1991 tax reform and other policy initiatives of the 1990s
have been very positive. More can be done to better position Sweden to preserve its
considerable achievements. While a full strategy requires addressing more questions of detail,
and undertaking deeper analysis, than this paper has done, some areas of possible attention
emerge clearly:

. The risk of high marginal effective tax rates on the better-off—by definition a
particularly productive group—could be lowered by cutting the top rate of central
income tax, and perhaps unifying the central rate somewhat below the current
standard rate, all at relatively little revenue cost. By mitigating the problems that arise
from the current disparity between the top rate of tax on labor income and that on
capital income, this might also pave the way for an eventual cut in capital income
taxation, should that prove necessary.

° The more difficult problem of high marginal effective tax rates on the less well-off
could be ameliorated by, for example:

» reducing the starting rate of the local income tax;

> increasing the level of the child benefit, and taxing it.
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High marginal effective tax rates on domestic savings could be eased, and the fairness of
the tax system improved, by increasing the threshold for the wealth tax and tightening
exemptions;

Housing policy is characterized by a range of measures—de facto rent control, housing
allowances, tax advantages to owner-occupation—that have complex effects in a market
that is key both to the efficiency of the labor market and the allocation of capital. A
review of these interventions, taking a holistic view of the interactions between them, and
a fundamental overhaul, are long overdue;

Incentives under the sickness benefit scheme could be improved by having employers
bear more of the cost, either by extending the period for which they are responsible for
payment or by introducing some form of experience rating. More generally, the generosity
of benefits—not only in terms of their levels but also the entitlement conditions attached
to them—needs continual review;

Further measures could be taken to alleviate the double taxation of dividends, which
runs the risk of discouraging young and growing enterprises;

Easing wage compression and other rigidities would improve labor market prospects
for the lower waged (and ease the absorption of prospective immigrants as the EU
expands), stem incipient emigration of high-skilled labor, and improve the allocation of
labor resources.

The downward trend in the expenditure share should continue to safeguard the
authorities’ medium-term surplus target.

160. Sweden is on almost all indicators a highly successful and compassionate society.
Continued vigilance is needed to preserve these achievements. The authorities are aware of
these issues and possibilities. Indeed as this report was being finalized, they announced
significant tax policy measures, including an increase in the threshold for the wealth tax
along the lines suggested above. They are another reminder that changing circumstances may
call for different ways of pursuing established objectives, and for continued movement
towards a new Swedish model.
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