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1 Introduction

The aim of the Long-Term Survey 2003/04, like its predecessors, is
to provide a basis for economic policy. One of its main purposes is
to analyse the challenges and opportunities facing the Swedish
economy in the long term and to study their implications for eco-
nomic policy. It should also contribute to the debate on economic
development and the formulation of economic policy.

An additional aim of the Survey is to provide an overall assess-
ment of long-term macroeconomic development. This assessment
complements the short- and medium-term forecasts prepared by
the Ministry of Finance and others. The long-term assessments do
not serve as forecasts but rather as illustrations of possible devel-
opments in the Swedish economy based on a number of assump-
tions such as international developments and policy direction.

The main report has been prepared by officials at the Ministry of
Finance. The Government has not established any terms of refer-
ence for the Long-Term Survey, unlike other official inquiries.
Those involved in its preparation choose the subjects and methods
judged best to correspond to its aim: to serve as a basis for eco-
nomic policy and the economic policy debate.

1.1 A Short History

The first Long-Term Survey was presented in 1948. It was carried
out at the request of the OEEC (now the OECD), then a new
multilateral organisation. The Long-Term Survey 2003/2004 is the
nineteenth in the series.

In the early Surveys, the dominating issues were the conditions
for economic growth. There was an element of indicative planning
in the estimates in the 1950s and 1960s. With the help of detailed
information on developments in different parts of the economy, a
comprehensive picture of economic development was assembled
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and disseminated to decision-makers. The aim was to establish a
common view on economic development, which was expected to
contribute to more stable development.

In the 1970s and 1980s, the methodology used in the Surveys
improved as a result of a better statistical basis and improved access
to econometric models. Detailed descriptions of economic devel-
opment for the next few years dominated the Surveys. In the 1970s
and 1980s, estimates of requirements also came to be used in the
Surveys. These were a type of conditional forecast in which the
Survey, using certain assumptions, tried to specify what was re-
quired to achieve the desired level of development, for example, the
required wage formation.

As time went on, the need for detailed planning became increas-
ingly less attractive while the feasibility of doing detailed forecasts
of the economic development of parts of the economy was called
into question. Since the end of the 1980s, the main focus of the
Surveys has been on the analysis of structural issues.

1.2 The Long-Term Survey 2003/04

The Long-Term Surveys have traditionally focused on the possi-
bilities of generating good economic growth. The long-term condi-
tions for growth have been central to the analysis at the same time
that various restrictions on growth have been discussed. There has
been considerably less discussion devoted to the design and financ-
ing of the welfare systems.

However, in the Long-Term Survey 1999/2000,' there was a rela-
tively comprehensive analysis of the possibilities of financing the
welfare system by taxation. The Long-Term Survey 2003/04 delves
more deeply in this direction. The Survey has as its main theme the
conditions for funding the welfare services that are expected to be
in demand in future. An equitable distribution of welfare and rela-
tively good economic growth in the long term are fundamental
conditions in this respect.’

A more detailed analysis of the different issues can be found in
the appendices to the Survey supplementing the main report. In-

SOU 2000:7.
2 A more detailed discussion and analysis of the general conditions for economic growth can
be found in the previous Long-Term Survey (SOU 2000:7).
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cluded in the appendices is the scenario picture, that is, a possible
representation of long-term economic growth, the labour supply
and different aspects of the income distribution policy. Some ap-
pendices also discuss issues that are not given detailed considera-
tion in the main report, for example, environmental policy and
Swedish competitiveness.

1.2.1 Increased Demand for Welfare Services in the Future

The main report of the Long-Term Survey focuses on the welfare
systems, especially their financing. It also touches on the produc-
tion and distribution of these services. The Survey’s starting point
is that welfare services are to remain well developed and contribute
to income redistribution and to citizens’ security. Therefore the
Long-Term Survey is basically about protecting and strengthening
the welfare systems. The aim is to create the conditions that will
make it possible to meet the future demand for the services pro-
vided by the welfare systems.

The Survey's scenario projections point to positive growth in
household disposable income, which means greater economic wel-
fare for households. It is likely that this growth in income will lead
to greater demand for welfare services, both in coverage and in
quality. In this survey, welfare services include healthcare, social
services and education. These services are often funded wholly or
in part by tax revenue, but are produced in both the public and pri-
vate sector. Welfare services are included in the public welfare sys-
tems, which also include chiefly transfer payments in the form of
social insurance and contributions. Even though the Survey has
chosen to focus chiefly on developments in welfare services, it is
likely that in future, other parts of the welfare systems, such as the
social insurance systems, will also experience more demand for the
services that they provide.

In the long term, there are also reasons in addition to rising in-
comes that argue in favour of a growing demand for welfare ser-
vices. Demographic developments are leading to a growing propor-
tion of older people in the population. Even though the health of
the elderly has gradually improved, the rising percentage of older
people is expected to lead to more need for health and eldercare.
This increases the demands put on resources in the public sector,
not least in the form of personnel.

11
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There are already clear signs that the central government, mu-
nicipalities and counties are having problems meeting new, addi-
tional demands. In the 1990s the total supply of welfare services
increased at a considerably slower pace than it had in previous dec-
ades, even though substantial resources have been put into certain
areas, for example, care for the disabled. Such increases have been
offset by reductions in other activities. In childcare, there have
been staff cuts and in eldercare, resources have been increasingly
redirected from less demanding services to cases that require more
care. The difficulties in getting resources and needs to match have
also resulted in growing recruitment problems in the public sector.

The problem noted by the Long-Term Survey is a consequence
of the high level of tax funding of healthcare, social services and
education. The problem is how a growing demand for these ser-
vices can be met when the opportunities to keep on raising taxes
would appear to be limited. The expected increases in the cost of
providing these services make the problem more difficult. In turn,
the increased costs are a result of the fewer possibilities available
for improving productivity in the production of welfare services
compared with other types of production. Healthcare, social ser-
vices and education are labour intensive activities; therefore, as a
rule, it is difficult to expand their production without increasing
staff correspondingly. At the same time, wages in the public sector
follow wage developments in the business sector and this puts a
strain on the public systems. These problems, also known as Bau-
mol’s (cost) disease, will be discussed at greater length in the
Survey.

1.2.2  Alternative Ways of Meeting the Demand

Then what possibilities are available for finding a solution to fi-
nancing the growing welfare systems? The Long-Term Survey ex-
plores a number of different possibilities. Since the welfare systems
presently are based on tax funding, raising the tax levy is the meas-
ure that is closest at hand. Therefore the Survey first examines
whether increasing the tax levy is a possibility and a reasonable
course of action. The second route explored is whether increased
growth could make it easier to finance the welfare systems. A third
possibility studied is whether productivity in the public sector could
increase and thus keep the cost increases in the welfare systems

12
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within bounds. The fourth alternative considered in the Survey is
whether increased alternative financing, that is, fee-based funding or
privatisation, could contribute to the future growth of the welfare
systems.

In addition to the preceding alternative actions, the public sector
has one more option: simply to defer or forgo measures that could
make the funding of the welfare systems easier. As there would still
be a demand for welfare services that would not be met (with re-
spect to quantity and/or quality), it would most likely lead to the
growth of solutions operating alongside the established welfare
systems. In the long term, such a development could result in less
confidence in the capacity of the public welfare systems to deliver
what is expected of them. The systems’ legitimacy could thus be
weakened.

An equitable distribution of welfare is the principal goal in
designing a well-functioning welfare system that covers all citizens.
Therefore the distribution effects are key in any discussion of how
the welfare systems could be changed. At the same time, it is im-
portant that the distribution effects do not hamper the changes
that are necessary in the welfare systems. It is not the Long-Term
Survey’s task to answer the essentially normative question of how
far income distribution aims should be extended. The Long-Term
Survey instead wants to draw attention to the question of how ba-
sic components of the welfare system can be funded in future. The
Survey thus wants to contribute to the basis for the future work
that should lead to a clarification of what the public welfare sys-
tems should include in future.

This report discusses chiefly the period up to 2020; in some in-
stances, the perspective is longer. The problems that the Long-
Term Survey has observed and attempts to find ways of handling
will become more serious in the long term. As conditions are rela-
tively favourable over the next twenty years, this period should be
used to improve the prospects for managing the greater problems
that are likely to emerge later on.

1.2.3  Outline of the Report

The main theme of the report is the future difficulties of funding
the welfare services: healthcare, social services and education. As
welfare services are a part of welfare policy, Chapter 2 gives a gen-

13

Introduction



Introduction

The Long-Term Survey 2003/04

eral picture of the goals of welfare policy and its instruments.
Chapter 3 describes the economic and demographic developments
up to 2020 based on the projections in the Survey’s scenarios. The
chapter is based on Appendices 1 to 2 of the Survey, which give a
more detailed picture.’ The chapter provides background informa-
tion on the future challenges that must be faced in connection with
the public welfare systems.

The remaining chapters take as their starting point ways of meet-
ing the future challenges. Chapter 4 discusses whether it is possible
and reasonable to raise the tax levy. Chapter 5 considers the possi-
bilities of funding the welfare systems with higher growth. As what
creates the growth is critically important, two alternative paths to
growth are considered: growth through increased productivity and
growth through higher employment in the economy. The chapter
also discusses the possibilities of increasing the labour supply in
the economy. Chapter 6 examines the possibilities of increasing
productivity in the public sector, especially the production of wel-
fare services. Chapter 7 discusses the possibilities of increasing the
contribution of alternative funding of the services that today are
supplied by the public sector. The Survey concludes with a sum-
mary.

3SOU 2004:11.
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2 Welfare Policy Goals and
Funding

The tax-funded welfare services — here defined as healthcare, social
services and education — are the focus of the Long-Term Survey’s
main report.* To put welfare services in context, this chapter pro-
vides a short description of welfare policy. The chapter describes
the instruments used and discusses the reasons behind the policies
being pursued. The picture that emerges is that it is far from clear
what the welfare policy should include and how it should be de-
signed. The reason is that welfare policy is largely founded on con-
cepts such as justice and equality — both disputed and normative
concepts.

2.1 Welfare Policy Instruments

The aim of economic policy is to create the conditions for a high
level of welfare and its equitable distribution. In practice, a great
number of all public measures can therefore be included in a defini-
tion of welfare policy, not least those measures aimed at improving
economic growth. This report has chosen to define welfare policy
as the instruments used mainly for the redistribution of welfare.
Good economic growth is viewed in the report as an important
prerequisite for the welfare policy.

* Social insurance also provides a service (insurance), but it is not included here in the con-
cept of welfare services; instead it forms part of public transfers. In addition to welfare ser-
vices, there are a great many other goods and services that are tax funded such as defence,
public safety and justice, which are included in public sector expenditures. See also diagram
2.2.
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2.1.1 Transfers and Welfare Services

The principal instruments used to redistribute welfare in addition
to tax policy are transfers and tax-funded goods and services.

Public transfers make up over 40 per cent of public expenditure.
The transfers are mostly comprised of social insurance benefits,
which are paid out in connection with temporary and permanent
loss of income. The benefits are paid in the event of illness, unem-
ployment, parental leave, retirement and disability.” Transfer pay-
ments also include various forms of allowances, for example, hous-
ing allowances, child allowances, study allowances and social assis-
tance. Diagram 2.1 shows public transfers since 1970.

Diagram 2.1 Public Transfers to Households, 1970-2002

Per cent of GDP
25

20 + 4 S

15 F-----o - e

10 [ T .

0
1970 1974 1978 1982 1986 1990 1994 1998 2002

= =—Total transfers to households = = = Pension benefits

Sickpay benefits === Disability pension

Note: The diagram does not give exact information on transfer payments as a percentage of GDP. Regulatory
changes, some of a technical nature, affect the size of the ratio. Comparisons over time and across countries
are therefore not reliable.

Source: Ministry of Finance.

> Since 2003, called sick pay or activity compensation, depending on the age group to which
the compensation is directed.
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The other main component of welfare policy, tax-funded goods
and services, makes up about 50 per cent of public expenditure.®
This item is called public consumption in the national accounts.”
The distribution of public consumption for different purposes is
shown in diagram 2.2. Healthcare, social services and education,
what the Survey terms welfare services, are the most important ser-
vices in terms of costs. The demographic trends do not affect the
demand for the other services included in the concept to the same
extent that they affect the welfare services.

Diagram 2.2 Public Consumption as a Percentage of Total Consump-
tion Expenditures, 2002

General public
administration
9,1%

Social security
21,6%

Defence
7,2%

Public safety and
justice
4.8%
Other
6,4%

Environmental
protection
0,2%

Housing supply and
urban planning
0,6%

Leisure, culture and

religion
Healthcare 27%

23,8%

Education
23,4%

Note: “Social security” covers mainly childcare and eldercare. “Other” covers mostly communications.
Source: Ministry of Finance.

¢ The remainder of the public sector consists of interest and investments, chiefly in infra-
structure.

7 Public consumption is the tax-funded activity that is conducted under public or private
auspices in such areas as healthcare, education and public administration. However, that part
of public production that is funded by fees is not included in the concept. Section 7.2.1 pro-
vides a picture of the extent of fee-based funding of public services.
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The municipalities and the counties bear much of the direct re-
sponsibility for tax-funded services. The municipalities” responsi-
bilities include not only childcare, eldercare and care for the dis-
abled, but also compulsory and upper secondary school. The coun-
ties are responsible for healthcare and some aspects of dental care.
The total cost of the services produced by the central government
is considerably less. Examples of services provided by the central
government are police, defence and higher education.

Diagram 2.3 shows how public consumption has grown since
1970. In the 1970s, expansion was chiefly in the healthcare sector.
In recent decades the greatest increase in expenditure has been in
social services.

Diagram 2.3 Public Consumption, 1970-2002

Percentage of GDP

34 A
32
30 A
28
26
24
22

20 T T T T T
1970 1974 1978 1982 1986 1990 1994 1998 2002

=== Public consumption

Note: The diagram does not give exact information on public consumption as a percentage of GDP. Regulatory
changes, some of a technical nature, affect the size of the ratio. Comparisons over time and across countries
are therefore difficult to make.

Source: Ministry of Finance.

18



The Long-Term Survey 2003/04 Welfare Policy Goals and Funding

2.1.2  Welfare Policy: Expansion and Change

The expansion of welfare policy gathered speed in the 1960s. It was
then that it came to be known as "the general welfare policy”.?
What is actually meant by general welfare is not so easy to define.
In some cases, it means that the welfare systems’ distribution rules
are general (that is, not directed). In other cases, it is a general
statement referring to the broad reach of the policy.” Swedish wel-
fare policy contains both these components. Compared with many
other countries, Sweden’s welfare policy has fewer directed com-
ponents. Another difference is that welfare services in Sweden and
the other Scandinavian countries are mostly provided by the public
sector. In continental Europe, the private sector is much more in-
volved in the production of welfare services.

Tax Funding of Welfare Services Has Increased

The welfare systems have expanded with the help of taxes and peri-
odically by borrowing. The tax ratio — total tax revenues as a
percentage of GDP — has increased in line with this expansion.
During the 1960s and 1970s, the tax ratio rose rapidly from just
under 30 per cent to over 50 per cent of GDP (diagram 2.4). Since
then, the pace of the tax-funded expansion of the welfare systems
has abated. The tax ratio has remained around 50 per cent since the
1980s. Since 1990, real hourly wages after tax have instead in-
creased.'

8 For a survey of the expansion of the welfare systems and the development of the public
sector, see, for example, M. Ringqvist [1996].

? There are other ways of defining the general welfare policy in addition to that described
here. P. Molander [1999] gives a more detailed description of various attempts to interpret
the concept.

1°See Appendices 1 and 2 of the Long-Term Survey (SOU 2004:11).
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Diagram 2.4 Expenditure and Tax Ratios, 1950-2002

Per cent of GDP

80

70

60

50

40

30

20

1950 1954 1958 1962 1966 1970 1974 1978 1982 1986 1990 1994 1998 2002

—— Expenditure ratio == Tax ratio

Note: There is a break in the time series in 1980 owing to new calculation principles in the national accounts.
The diagram does not give exact information on the percentage of GDP used in this way. Regulatory changes,
some of a technical nature, affect the size of the ratio. Comparisons over time and across countries are there-
fore not reliable.

Source: Appendix 7 of the Long-Term Survey (SOU 2003:57)and the Ministry of Finance.

In a growing economy with a tax burden that is already heavy,
there is little room to improve welfare policy if the tax burden can-
not be raised or productivity in the public sector cannot be im-
proved. In that event it is difficult for the public sector to meet
households’ increased demand for welfare services. Chapter 4 of
the Survey discusses the question of whether it is possible to raise
taxes to fund the growth of welfare services. Chapter 6 considers
the possibility of improving productivity in the public sector.

In Some Areas, Public Commitments Have Been Scaled Down.

In the early 1980s an increase in the budget deficit led to pressure
for change aimed at increasing efficiency and productivity in parts
of the public sector. Changes in attitudes and citizens’ demands
have also led to changes in the sector. As a result, a number of state
monopolies have been abolished, the degree of corporatisation has
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increased and activities have been contracted out to the public sec-
tor.

The energy, telecommunications and transport markets are ex-
amples of markets opened to competition. One important feature
has been the separation of the provision of services from the opera-
tion of the infrastructure itself."

Another area in which many important changes have taken place
is housing policy. Previously it was an important element of wel-
fare policy owing to the heavy subsidies given the housing sector.
These subsidies have since been scaled down. The municipalities
have also sold off parts of their municipally-controlled housing as-
soclations.

Other services that have undergone change are guard and emer-
gency services. Private security companies have been expanding in
this area once dominated by the police.

There have also been changes in the production of welfare ser-
vices. Since the early 1990s, more private actors have become in-
volved in the production of welfare services for schools, healthcare
and social services. Chapter 6 describes this development in more
detail.

Various changes have also taken place in the social insurance sys-
tems. In the area of health insurance, a qualifying day and a sick
pay period have been introduced. The benefit levels for unem-
ployment and health insurance have also been changed.

Pension reform was the most significant change in welfare policy
in the 1990s. Under the reform, premiums paid in are now indi-
vidually linked to future benefits.

Given the changes that have taken place in public sector com-
mitments in the 1990s, one relevant question is whether those areas
that are now tax funded are, for various reasons, the most appro-
priate to be tax funded. This then leads to the question: what are
the goals of welfare policy and what are the reasons for these goals?

" See the Long-Term Survey 1999/2000 (SOU 2000:7) for an overview of the structural
measures that have been implemented since the 1980s; see also an overview of the changes in
the product and capital markets in the past year by the Ministry of Finance [2003].
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2.2 Welfare Policy Objectives

The chief reasons for welfare policy have to do with the income
distribution policy, but there are also efficiency and to some ex-
tent, stabilisation policy motives. *

The Reasons for Income Distribution Policy Encompass Many Objec-
tives

The reasons for including income distribution in welfare policy
cannot be summarised in a single goal; rather they form a number
of objectives. One of the aims of welfare policy is to make life better
for those who are worst off. This is accomplished by various directed
subsidies such as social security and housing allowances. Another
aim is to reduce the income spread between various groups in soci-
ety. Here the chief instruments are tax and social benefit policies,
but subsidising public consumption is also used. One example of
the latter is subsidised education, which in the long term aims to
smooth life incomes. To offer protection against too high a loss of in-
come is another objective of the policy, which is primarily accom-
plished through the social insurance systems. One part of the sys-
tems has as its principal aim the redistribution of resources over
the lifespan. The most obvious example is the pension system. An-
other aim that includes an element of redistribution is to guarantee
everyone welfare services when needed and irrespective of their abil-
ity to pay. Therefore healthcare, social services and education are
provided free of charge or are heavily subsidised. Also included un-
der this aim are the principles that everyone is to be guaranteed
equality of access to welfare services and equivalence in the services
offered.

Section 2.2.1 discusses different views of what constitutes an eq-
uitable distribution, but first gives some of the other reasons un-
derlying welfare policy.

2 For a more detailed discussion of the reasons for the public measures in the area of wel-
fare, see Appendix 7 of this Long-Term Survey (SOU 2003:57).
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Efficiency and Stabilisation Reasons Underlying Welfare Policy

In certain respects, welfare policy may also be warranted for rea-
sons of efficiency. This is true of such matters as public sector in-
volvement in education even though there are also income distribu-
tion factors, which have already been mentioned.” One basis for
state subsidies to education is the argument that from society’s
point of view, individuals do not have the incentive to educate
themselves sufficiently. Education is thought to give rise to exter-
nal effects that are positive for society in general, for example, con-
tributing to growth and strengthening democracy and social cohe-
sion. Without subsidies, people would not acquire as much educa-
tion and there would be fewer of the positive effects of the kind
just named. Healthcare is another example of a service that is as-
sumed to be of value not only to those making use of it. Healthy
citizens are also seen as a social benefit owing to a decline in the
spread of infections and an increase in the labour supply.

Efficiency reasons also underlie those parts of welfare policy that
aim to distribute risks over the population and over time. It is
chiefly the social insurance systems that may be considered in this
way. By means of these systems, it is possible to spread the types
of risk for which it would otherwise be difficult to establish a mar-
ket. Social insurance schemes make it possible for those who are
sick, for example, to suffer less financial hardship than if the insur-
ance had been lacking. In practice, this also leads to the redistribu-
tion of resources among different individuals and therefore, these
systems also have clear distribution effects.

Good arguments respecting insurance can also be found for sub-
sidising the welfare services for healthcare and social services.
These welfare services cause redistribution, not between different
income groups, but rather between households that have different
need of these services. Some people suffer more illness than others,
irrespective of income. Tax-funded health and eldercare is one way
of distributing the financial burden more equally.

There are also reasons in addition to income redistribution for
providing subsidised childcare, as childcare helps increase the sup-
ply of labour (primarily among women) and therefore promotes

> There is an examination of the distribution effects of education in Appendix 10 of this
Long-Term Survey (SOU 2003:96).
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economic growth." There are also income redistribution reasons
for subsidised childcare — at least in the preschool — in that this ac-
tivity also aims to compensate for differences in the conditions un-
der which children grow up.

The need for stabilisation policies — to counter the impact of
fluctuations in the business cycle — is yet another reason that justi-
fies public intervention. The reasons underlying unemployment
insurance are in part due to stabilisation policy.

Welfare Policy — A Balancing Act

As shown earlier, income redistribution reasons and the other rea-
sons for welfare policy — efficiency and stability — are closely inter-
twined. Welfare policy can often be attributed to several of these
reasons.

However, in many instances there is also a clash of interests,
mainly between the aims of income redistribution and efficiency.
Sick pay and unemployment benefits, together with other transfer
payments, do indeed provide protection against significant loss of
income, but they lower the financial incentive to work. Resource
utilisation thus becomes inefficient and the conditions for growth
are reduced. This, in turn, makes it difficult to maintain the same
level of publicly financed welfare. In that respect, welfare policy
can be described as a balancing act between different objectives.
On the one hand, the welfare systems ensure individuals’ security
in the event that they for some reason find themselves in a situa-
tion in which their own income is not ”sufficient”. On the other
hand, they should encourage people to take responsibility for their
own lives. Finding the “right” balance between these objectives is
one of those difficult questions to be tackled when designing wel-
fare policy.

2.2.1 Different Views on the Basis for the Policy

Another series of difficult questions arises when designing welfare
policy. To whom should the redistribution be made? How much of
a redistribution should there be? What is the best way of achieving

4 Ds 1999:67.
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the objectives? There are no easy answers to any of these ques-
tions, but the following sections give a description of some of the
different perspectives on the subject.

The principal reason for welfare policy is to make a redistribu-
tion that in some respect is seen as more “just” than the distribu-
tion without the intervention. The meaning of the word just does
not have any one exclusive interpretation. On the contrary, it is a
controversial and emotionally charged concept. There is an exten-
sive literature on the concept and a number of interpretations of
what is just are discussed in Appendix 8 of the Survey.”

What Is Just?'

Two main interpretations of what is just appear in both the litera-
ture and the political debate. One interpretation has to do with
equality. Equality, broadly defined, means that everyone is to have
the same rights and that social utilities are to be distributed as
evenly as possible. A second interpretation refers to just enrich-
ment. This means that everyone has the right to keep what he or
she has legitimately earned or acquired. Arguments can be found to
support both interpretations, but these interpretations are diamet-
rically opposed.

The different interpretations of what is just are both used in wel-
fare services, partly in different contexts. Arguments for just en-
richment, for example, underlie the view that it would be more rea-
sonable to permit citizens to keep the tax money that is used for
publicly financed welfare services. Under this view, people would
be able to use this money in whatever way they consider appropri-
ate. It may, for example, mean arranging childcare or health care
from a private source in a form of one’s own choosing.

The other interpretation of what is just, based on the concept of
equality, is a fundamental principle in any consideration of access
to welfare services and their quality. That is to say, the concept is
used in connection with the services people get from the public
sector in exchange for the taxes that they have paid. In a purely
formal sense, the concept of equality used in that way is fairly un-
controversial: welfare services are to be made available to everyone

15SOU 2003:20.
16 This section is based on the discussion in Ds 2001:42 and in SOU 2003:20.
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who needs them to the same extent. However, in practice it is not
so simple to establish what this means. For example, how much can
the quality vary between preschools or schools before the differ-
ences are considered unacceptable? Is equality in the services pro-
vided the same as uniformity? If not, how great can the differences
be in the level of services and in their availability and still be ac-
ceptable? These are some of the questions that arise when the con-
cept of equality is to be put into practice.

The concept of equality can also be applied to fees charged for
welfare services. One interpretation may be that there is equality if
the fees charged are adjusted according to family income, that is,
they are income related. Another interpretation is that there is
equality if everyone pays the same fee. An argument for the latter
reasoning is that the differences in ability to pay are true for all
goods and services. As the problem cannot be solved by putting
different prices on goods and services for different households, an
argument could instead be made for preferring a general income
equalisation. However, this obviously is contrary to the concept of
just enrichment.

The most practical policy is often one in which a workable com-
promise between the various ideas about what is just has been
found. The possibility of pursuing a “just” policy in practice is of-
ten further complicated if it comes into conflict with other com-
pletely different policy objectives. One such example is considered
in Appendix 11 of this Survey, which analyses the conflicts be-
tween the objectives of environmental policy and income distribu-
tion policy."

Welfare Policy Aimed at Creating “Equal Opportunities”

The various interpretations of the concept of justice, just reviewed,
decide to a large extent the policy results: how large a part of in-
come may be retained, what fees are to be paid and so forth. An-
other way of viewing welfare policy is that it is to create equal op-
portunities for everyone. Thus a policy that aims at improving
people’s prospects in life is also expected to lead to a more equlta-
ble distribution of income in the long run. At the same time, it is
not completely clear what is meant by “equal opportunities”.

7SOU 2003:2.
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Education policy is perhaps the best example of a policy aimed at
creating equal opportunities. The provision of free education and
study allowances is to enable everyone, irrespective of background,
to have the opportunity to study. But irrespective of the opportu-
nities they have had, people will always have different capacities to
do well, for example in the labour market; therefore, an income
redistribution policy is also needed.

An interesting definition of welfare policy, which is based on in-
dividuals’ chances of affecting their own situation, can be found in
the report, “Vilfirdsbokslut f6r 1990—talet” [Evaluation of Welfare
in the 1990s]." In this report, the basis of welfare is defined as in-
dividual resources, which help people to control and deliberately
direct their own lives. If this definition is used as the starting point,
the various welfare systems — social insurance schemes, allowances
and welfare services — should be considered for their capacity to
increase individuals’ opportunities to direct their own lives. At the
same time, this is a broad definition that in addition to welfare pol-
icy, very clearly covers growth policy. Economic growth that con-
tributes to higher disposable incomes for households leads to
greater opportunities for people to control and direct their own
lives. Higher incomes can thus provide the opportunity to review
the policy being pursued for the public welfare system.

No Distinct Boundaries for Welfare Policy

One conclusion that can be drawn from the various approaches
reviewed in the preceding discussion is that it is not at all clear
what income redistribution should be made or how the policy
should be designed. For this reason, different countries have cho-
sen welfare systems and goals for income redistribution that differ
in some respects. Nor in many instances does there appear to be
any explicit limit on how far the public measure should go in striv-
ing for a more equitable distribution. The assessment of what
should be included in public welfare policy also tends to change
over time.

However, in some instances the rules in the systems are such
that they limit the extent to which income redistribution goals can
be pursued. One such example is the limitation that exists in the

$SOU 2001:79.

27



Welfare Policy Goals and Funding The Long-Term Survey 2003/04

social insurance systems. There the systems protect against loss of
income up to a limit amounting to the ceiling on benefits of 7.5
price basic amounts. Despite this limit, the social insurance systems
are usually still considered to be part of the general welfare policy.
However, in practice, the ceiling on this public measure is not con-
stant since in real terms, it has gradually declined over time. Higher
real wages have meant that some of the insurance systems have
been weakened. In this respect the actual limit on welfare policy is
a result of both the political decision on the limit and wage devel-
opments in the economy. It is worth noting that this construction
tallies well with the earlier definition of welfare as being based on
individuals’ own means and prospects for directing their own lives.

Nor is it always obvious why some goods and services are tax
funded while others are not. There are a number of goods and ser-
vices that are not tax funded even though an argument could be
made for their tax funding, both for income distribution and effi-
ciency reasons. Food and housing are two such examples. Everyone
requires food and housing and their consumption also gives rise to
positive external effects. Eyeglasses and dental care are two other
examples of income distribution reasons that would argue in favour
of tax funding.

2.2.2 Difficulties in Evaluating How Well the Policy Fulfils Its
Objectives

Evaluations of the welfare system’s income redistribution effects
often take as their starting point the distribution of income be-
tween various income groups. This course of action has its limita-
tions, not least when studying the welfare services' redistributing
effect. These services aim primarily to redistribute income not be-
tween income groups but between other groups other than income
groups, for example: between the sick and the healthy, the unem-
ployed and the working, the old and the young. Therefore, income
redistribution between such groups should be studied to assess
whether or not the policy meets its objective.

As shown earlier in this Survey, one reason for welfare services is
the aim of equality: Equivalent services are to be guaranteed to all
who need them. This aim underlying the provision of welfare ser-
vices is not captured in evaluations of income redistribution. In-
stead greater inequality under certain circumstances could give rise
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to an equalisation according to these calculations. If public welfare
systems no longer deliver what people expect of them, those who
can afford to may choose to forgo a service provided through taxes
and instead pay for the service privately, for example healthcare and
social services. If at the same time these people continue to pay
taxes that fund the public welfare systems, these payments may be
regarded as a positive development from the standpoint of income
distribution. People with high incomes will to a lesser extent make
use of tax-funded services. If instead the differences arising with
respect to the welfare services that different groups receive are
taken into account, this situation will then be perceived as some-
thing negative — even from the standpoint of income distribution.

It is certainly difficult, perhaps impossible, to do an analysis that
captures all the aspects covered by the welfare policy, not least the
welfare services. This is due not only to inadequate follow-up
methods, but also largely to the complexity of the issue. But meth-
ods used to analyse income distribution have improved considera-
bly in recent years. In several of this Survey’s appendices, the in-
struments currently available for doing a distribution analysis are
used."”

Appendix 9 of the Long-Term Survey” looks at the distribution
that takes place between different income groups when the value of
subsidised public services are taken into consideration. The results
of this and several other studies*are that transfers and taxation have
a relatively large equalising effect. However, the value of public ser-
vices makes a more modest contribution to income equalisation.
However, the distribution effect of welfare services varies between
different income groups. The services are most important to the
lowest income groups. It must be added that if bases of division
other than income groups had been used, such as em-
ployed/unemployed, healthy/sick and so forth, the results would
have been different.

The authors go one step further and estimate what proportion of
all transfers and subsidies are ”self-funded”, that is, are paid by the
individual’s own taxes at some point in life. On average, an individ-
ual pays just over 8 out of 10 kronor at any point in time. The re-

1 SOU 2003:20, SOU 2003:110 and SOU 2004:2.

2 SOU 2003:110. In the appendix, a dynamic microsimulation model is used.

2! Government Bill 1999/2000:1, Appendix 4, Government Bill 2001/02:100, Appendix 3 and
Ds. 1994:86.
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mainder, almost 2 out of 10 kronor is what may be called genuine
redistribution between individuals.”> However, as the estimates also
include pensions, it is not especially surprising that a large propor-
tion of the transfers and subsidies are self-funded.

One relevant question to ask is whether there is any part of the
periodisation of individuals’ incomes made via the welfare systems
that could be transferred to the individuals themselves.

Another question is whether more clearly separating the differ-
ent parts of the welfare systems, as has been done in the pension
system, is justified. One advantage would be that it increases in-
sight into what is paid into the systems and what people receive
from them. Another advantage in separating the various parts of
the welfare systems would be that it would make possible a clear
definition of the public commitment in various areas. Expenditure
increases in one system would not then lead to savings in another
system, as they do at present.

2.3 Changes in the Conditions for Welfare Policy

This chapter has presented a picture of Sweden’s welfare policy,
with an emphasis on the welfare services. As in other countries, the
welfare policy constitutes a public commitment in the form of
healthcare, social services (particularly for the young and the old),
education and transfers. The concept of welfare policy can also be
expanded to include measures that stimulate growth, which gener-
ates higher incomes.

The conditions under which the public welfare systems operate
change over time. This report in its introduction has emphasised
the likelihood that higher disposable incomes will mean an increase
in the demand for welfare services. This subject will be discussed at
greater length in the chapter that follows. Increased income can
also mean greater opportunity to review the policy being pursued
within the framework of the public welfare systems. Other condi-
tions are also changing, and these changes mean that it is not very
advisable to set up a welfare system that is valid for all times.

Technological change is one such example. The development of
information technology has had considerable impact on the ad-

22 One assumption in the estimates is that each birth cohort funds its own transfers and
subsidies.
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ministration and operation of various systems and this trend is ex-
pected to continue in future. Moreover technological change in the
areas of medicine and information technology may contribute si-
multaneously to improved methods of treatment and changes in
the costs of both healthcare and social services.

Another example of changing conditions is the increased de-
mand for individual freedom of choice in the consumption of vari-
ous welfare services. There are good chances of finding information
on various alternatives, especially with the help of information
technology. Likewise people may also want to be able to choose
the level of cost and coverage of welfare services such as healthcare.
The result is likely to be the emergence of a more individual and
individualised demand for welfare services. Ways of meeting a more
diversified demand will be need to be found.

Another change in the conditions in which welfare policy is pur-
sued is the increased international integration, such as that going on
in the EU. Even though co-operation in the EU does not expressly
concern the area of welfare, national welfare policy is affected by
EU rules and regulations and their impact on economic policy. By
way of example, the aim of freedom of movement for workers calls
for the co-ordination of social insurance systems. Increased mobil-
ity has also raised the issue of the right of EU citizens from one
country to seek such services as healthcare in another EU country
and who then will pay the cost of this care.”

After this general picture of the objectives of welfare policy and
its funding, the next chapter will discuss the economic conditions
for expanding the welfare systems.

» For a survey of how economic integration in the EU is affecting the Scandinavian welfare
states, see P. Blomqpvist (ed.) [2004].
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3 Future Challenges for the
Welfare Systems

The main theme of this Long-Term Survey is the challenges facing
the publicly funded welfare systems and the measures available to
meet an expected increase in demand for welfare services. The fo-
cus of this chapter is on the first part of this problem.

The chapter presents a possible picture — a scenario — of how the
economy might develop up to 2020. One aim of this scenario is to
point out some of the challenges facing the public welfare systems.
One such challenge is the demographic development that will re-
quire those who are working in the future to support an increasing
number of elderly as well as to provide them with healthcare and
social services. Another challenge is the new and future demands
that will be made of the welfare systems as a result of growing ma-
terial welfare.

3.1 One Possible Scenario up to 2020

One important task of the Long-Term Survey is to give a compre-
hensive picture of economic development in the medium to long
term. The scenarios generally have several purposes. One purpose
is to provide a basis for the economic policy problems that the Sur-
vey wants to emphasise. Another is their use as a basis for other
studies when there is a need for a full picture of how future eco-
nomic development mlght take shape. By constructmg different
alternative scenarios, it is also possible to point out the uncertain-
ties that exist in the estimates and to analyse the consequences of
various alternative courses of action.

Also in this Long-Term Survey, a number of economic devel-
opment scenarios have been prepared. The baseline scenario pre-
sented in this chapter, provides a picture of the production and
consumption possibilities in the event that economic development
generally conforms to that of recent decades and no major changes
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in policy are implemented. Later in this report, in Chapter 5, two
scenarios with a growth rate higher than that in the baseline sce-
nario are described. In one scenario the higher growth is due to
greater productivity growth. In the other scenario the higher
growth is due to more positive employment developments. The
aim in choosing these alternative scenarios is to show how growth
can have different effects on the public sector’s real resources. A
more detailed account of the three scenarios can be found in Ap-
pendices 1 to 2.%*

3.1.1  The Scenarios in the Long-Term Survey

From a long-term perspective, it is reasonable to assume that the
magnitude and quality of the production resources determine not
only the production result, but also the demand. In order for the
economy to grow in the long term, either more resources in the
form of labour and capital are required or existing resources must
be used more efficiently; in other words, productivity must im-
prove.

The baseline scenario starts with the premise that productivity in
the business sector in coming years will grow at about the same
rate as it did in the past few decades, which means an annual in-
crease in production per hour worked of about 2.2 per cent. At the
same time, employment, defined as the number of hours worked,
will remain unchanged in the economy as a whole. In future any
growth can thus be traced back to an increase in productivity.

In the baseline scenario, the future requirements for public ser-
vices have been projected in line with the expected demographic
developments. Accordingly, the calculations are based on a modest
assumption, namely that healthcare, social services and education
are to maintain the same staff ratio and level of service. Up to 2020,
this assumption is compatible with an unchanged tax levy and the
objectives established for public sector savings.

In the baseline scenario, GDP grows an average of 1.8 per cent a
year between 2002 and 2020. This projected rate of growth can be
compared with an average of slightly more than 2.0 per cent a year
from 1970 to 2002.

2SOU 2004:11.
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As shown in table 3.1, growth is estimated to decline slightly in
the long term to 1.7 per cent a year between 2010 and 2020. The
weaker growth results when the number of people of working age
stops increasing, a result which contributes to a decline in the
number of hours worked.

These expected rates of growth mean that GDP will be about 39
per cent higher in 2020 than in 2002, while GDP per person will be
about 27 per cent higher. In comparison, during the previous
eighteen-year period (that is, from 1984 to 2002), GDP grew by
about 44 per cent, with a GDP per person of 35 per cent.

Table 3.1 GDP, Expenditure Approach, 1970-2020

Average annual percentage change in constant prices

1970— 1980-  1990- 2000-  2010-
1980 1990 2000 2010 2020

Private consumption 1.6 1.7 1.5 2.0 2.7
Public consumption 3.2 1.7 0.6 0.7 0.5

Municipalities 3.9 2.2 0.7 0.8 0.6

Central government 1.8 0.6 0.3 0.3 0.3
Investments 0.6 3.8 0.4 1.7 1.8
Exports 3.8 4.3 7.8 3.7 3.4
Imports 2.4 3.8 55 3.2 4.0
GDP 2.0 2.2 2.0 1.8 1.7
GDP per person 1.7 1.8 1.6 1.4 1.3

Source: The Long-Term Survey’s scenario calculations in Appendices 1-2 (SOU 2004:11).

Total consumption, that is, the sum of public and private consump-
tion, will grow at about the same rate as it has in recent decades,
but the growth will have a different composition. Historically, ex-
cept for the 1990s, tax-funded consumption has increased at the
same rate or more rapidly than that part of consumption paid for
with household income. In the years ahead, public consumption is
expected to increase at a decidedly slower pace than private con-
sumption. At the same time, private consumption will increase
considerably faster than it did from 1970 to 2000. This can largely
be explained by the assumption made in the estimates that tax rates
will stay the same. The following sections discuss the assumptions
underlying developments in the baseline scenario.
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3.1.2 The Labour Force and Employment

One important basis for the type of long-term estimates presented
here is an assessment of how the size and composition of the popu-
lation will change. Demographic developments have an important
impact on the future labour supply and thus on future prospects
for growth.

Three factors determine total population growth: the number of
births, the average lifespan, and immigration and emigration. Up to
2020, the number of persons aged 20 to 64, the most important
group in terms of employment, will not be affected at all by the
birth rate, and only modestly by future changes in lifespan. In this
time frame, immigration and emigration will be the chief determi-
nants of change in the number of persons of working age.

The population projections underlying the estimates in this Sur-
vey were published by Statistics Sweden (SCB) in the spring of
2003.” Under this projection, Sweden’s population will come to
about 9.7 million in 2020, an increase of about 836,000 people
compared with 2002. During this time, the number of people be-
tween the ages of 20 and 64 will increase by about 230,000 people
to almost 5.5 million people (see table 3.2).

Table 3.2 Demographic Developments, 1970-2020

In thousands of persons

1970 1985 2000 2010 2020 1970-  2000-

2000 2020
Level Change

0-19 yrs 2233 2091 2139 2140 2231 -94 92
20-24 yrs 658 588 517 617 520 -141 3
25-54 yrs 3089 3308 3662 3609 3749 573 87
55-64 yrs 987 917 1034 1181 1177 47 143
64-79 yrs 923 1141 1078 1234 1523 155 445
Over 79 yrs 190 313 453 485 519 263 66

Population 3081 8358 8883 9266 9719 802 836

Source: SCB [2003b].

2 SCB [2003b)].
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Thus between 2000 and 2020, more than 70 per cent of the popula-
tion increase will take place in groups classified as not of working
age. Moreover it will be primarily persons aged 55 to 64, with a
comparatively small labour supply, that will form the majority of
the increase in the number of persons of working age. Demo-
graphic developments will thus not be of much help in increasing
the future labour supply.

Immigration Could Help Increase the Labour Supply

Another significant factor in the expected demographic develop-
ments is the importance of immigration. As shown in table 3.3,
immigration accounts for the entire increase and more in the num-
ber of persons aged 20 to 64 in the next twenty years. The domes-
tic contribution to the increase in this age group is negative. With-
out positive net immigration, the number of persons in the age
group 20 to 64 would thus decline.

By far the largest part of this addition to the population made by
immigration currently consists of persons born outside an enlarged
EU and this pattern is expected to continue. The average employ-
ment rate of this group today is considerably below average, while
the level of unemployment in this group is higher than in other
groups. In order for any future increase in the population in the age
group 20 to 64 to result in more than a marginal increase in em-
ployment, immigrants’ position in the labour market must be
strengthened.”

% Appendix 4 of this Long-Term Survey discusses immigrants’ establishment in the labour
market. (SOU 2004:73).
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Table 3.3 Demographic Developments, 1970-2020, by Net Immi-
gration and Domestic Contribution

Change in thousands of persons

Net immi- Domestic  Total change

gration  contribution
. Total population 82.2 154.4 236.6
1970-1380 Population 20—64 yrs 41.7 -14.8 26.9
Total population 170.1 102.3 272.4
19801990 b1 ation 20-64 yrs 1045 87.1 1916
Total population 259.3 90.7 350.0
1990-2002 Population 2064 yrs 155.3 155.0 310.2
Total population 2458 79.7 325.5
2002-2010 Population 20-64 yrs 152.8 -9.1 143.7
Total population 267.6 185.6 453.2
20102020 po1 ation 20-64 yrs 159.5 1210 385

Source: SCB [2003b].

In 2002, an average of 80.9 per cent of those born in Sweden in the
age group 20 to 64 were employed. The corresponding number for
those born abroad was 62.7 per cent. If labour force participation
rates in the future are assumed to remain unchanged with respect
to age and country of birth, the average rate of employment for
those born abroad will fall to 58.3 per cent in 2020. The reduction
depends on any shifts in the composition of this group during
these years. The percentage of persons born outside an enlarged
EU, the group currently with the weakest link to the labour mar-
ket, is expected to grow rapidly. However, the percentage of those
born in the Nordic countries and the current EU countries will
decline markedly.

In the estimates made for this Survey, it is assumed that the la-
bour market position of those born abroad will gradually approach
that of those born in Sweden. In the baseline scenario, the average
employment rate of those born abroad is estimated to increase to
64.2 per cent in 2020. The increase is especially pronounced in the
group that currently shows the most difference in a comparison
with the native-born, that is, among foreign-born women and per-
sons born outside an enlarged EU. In Chapter 5 there is a discus-

38



The Long-Term Survey 2003/04 Future Challenges for the Welfare Systems

sion of whether the conditions exist for a further expansion in the
rate of employment among those born abroad.

Absence for Reasons of Illness Assumed to Decline

Another critical factor of importance to the future labour supply is
the current high rate of absences due to illness. In 2002, according
to SCB's studies, an average of about 6.7 per cent of those em-
ployed who were aged 20 to 64 were absent due to illness for some
part of an average week.” For persons aged 55 to 64, absence due
to illness estimated in the same way amounted to about 10 per
cent. The percentage of absences due to illness is high in interna-
tional comparisons, and it has increased sharply in recent years. In
1997 absences due to illness defined in the same way came to 4.0
per cent of the group aged 20 to 64 and to 6.6 per cent of the group
aged 55 to 64. From 1997 to 2002, the costs of health insurance to
the public sector increased from just under SEK 15 billion to more
than SEK 43 billion a year.”

In the estimates in the Long-Term Survey, it has been assumed
that the current high rate of absences due to illness will be reduced,
especially among those aged 55 to 64. Only a modest reduction is
expected to take place through the return to work of those long
absent due to illness. A considerable number of these persons are
assumed in practice to have left the labour market and will, in time,
be given a disability or retirement pension. The estimated reduc-
tion in absence due to illness is instead based on the assumption
that tomorrow’s 55 to 64 year olds will not be on sick leave to the
same extent as today’s 55 to 64 year olds.”’

Weak Growth in the Number of Hours Worked

The assumptions made in the baseline scenario about immigrants
and those on sick leave mean that more people are expected to be
employed in this scenario than in an estimate based solely on
demographic developments and unchanged behaviour. At the same

¥ SCB [a].

2 SOU 2004:11.

¥ Appendix 5 of this Long-Term Survey contains a description of absence due to illness,
focusing on older workers. (SOU 2004:44).

39



Future Challenges for the Welfare Systems The Long-Term Survey 2003/04

time, it has been assumed that some of the future growth will be
consumed in the form of shorter working hours. The demand for
leisure time is assumed to increase in line with GDP growth and
more consumption possibilities. As a result, the average working
hours for those employed will be shortened by 0.2 per cent every
year. This is a relatively limited reduction, which means that the
average working hours per week by full-time employees will be re-
duced by approximately one hour by 2020. Such a reduction in
hours worked is in line with developments in recent decades.

Diagram 3.1 Labour Supply in the Baseline Scenario, 2002-2020
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Source: The Long-Term Survey's scenario calculations in Appendices 1-2 (SOU 2004:11).

As indicated in Diagram 3.1, the number of hours worked is largely
unchanged up to 2020 in the baseline scenario. The increase in the
number employed is insufficient to offset the reduction in the
number of hours worked resulting from the gradual shortening of
the work week. The number of employed increases at approxi-
mately the same rate as the working age population. During this
period, the shifts that take place in the composition of the popula-

40



The Long-Term Survey 2003/04 Future Challenges for the Welfare Systems

tion to groups with a relatively low level of employment, such as
the elderly and the foreign born, are offset in the estimates by a fall
in absences due to illness and an increased level of employment for
the foreign born.

3.1.3  Productivity and Wages

Productivity growth defined as the increase in production for a
given input of labour is the single most important factor in the
growth of general prosperity. Historically, productivity growth has
been higher than the entire GDP growth per person, while the
change in the number of hours worked has made a negative contri-
bution to growth. The number of hours worked in 2002 was
slightly less than in 1970, even though the number of persons aged
16 to 64 increased by almost 10 per cent in the intervening years. In
the same period, GDP increased by almost 90 per cent.

In the baseline scenario, a productivity growth in the business
sector of 2.2 per cent a year has been assumed. This means a pro-
ductivity growth in the economy as a whole of about 1.8 per cent a
year. This rate of increase is a little faster than in the 1980s, but
slower than in the 1990s.

Productivity is not expected to continue to grow at the rate that
it did in the latter part of the 1990s because part of the relatively
rapid rate of increase recorded then is thought to have been tempo-
rary in nature. The recovery after the crisis in the early 1990s and
the rationalisations that had to be made then were partly of a one-
off character and contributed primarily to a permanently higher
level of productivity. Another factor having a dampening affect on
future productivity growth is a continuing shift in demand to more
services. In the baseline scenario, this is reflected by a tendency for
the average growth in productivity in the business sector to decline
slightly over time.

In the national accounts, productivity in the public sector is as-
sumed to be unchanged over time. This means that each increase in
production in the public sector corresponds in principle to an
equally large increase in the number of working hours. In the sce-
nario estimates, the same assumption has been made. The reason-
ableness of this assumption is discussed in more detail in Chap-
ter 6.
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Recruiting More Civil Servants Could Be Problematical

Given the assumption made about a gradual reduction in the aver-
age number of working hours, the number employed in the civil
service will increase at a slightly faster rate than production and the
number of hours worked. In the baseline scenario, the number em-
ployed in the public sector is estimated to increase by about
120,000 persons, from 1,278,000 persons or 30.1 per cent of total
employment in 2002, to 1,415,000 persons or 32.3 per cent of those
employed in 2020.

Such an expansion in the number of public employees could be
problematic for at least two reasons. First, recruitment would need
to be considerably higher to meet the net increase in the number of
employees. The average age of persons employed in the public sec-
tor today is relatively high. As a result, about half will probably
leave before 2020, either owing to their age or to work in the pri-
vate sector. Thus a total of almost 800,000 persons will need to be
recruited by the public sector up to 2020.%

A second factor that makes hiring staff in the public sector more
difficult is the uneven gender distribution. About 75 per cent of
those employed in the public sector today are women. Women
make up over 90 per cent of those employed in childcare and care
for the elderly and disabled. If there is no change in these gender
patterns, most of the recruits to the public sector will be women.
This means that an ever greater percentage of all employed women
will be active in this part of the labour market. If the increase in
employment projected in the baseline scenario takes place without
any change in the gender pattern, about half of all employed
women will be civil servants in 2020.

Recruitment problems threaten to be especially significant in the
care of the elderly and the disabled. The number of young people
choosing an education in healthcare and social services in upper
secondary school has fallen radically in the past 10 to 15 years. In
1989 about 9,000 students entered form 1 of the branch of nursing
that corresponds to the current Healthcare Programme, compared
with about 3,500 in recent years. This number would need to be
doubled to keep the number in the labour force with this training
at the same level as today.”

3% Appendices 1-2 of the Long-Term Survey (SOU 2004:11).
3! Swedish Association of Local Authorities [2003c], p. 23.
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The figures reported above refer to the national average. On a
regional basis, the labour supply and demand looks considerably
different. In many regions, above all in sparsely populated areas,
recruitment will be especially difficult. In an appendix to this Sur-
vey, the future matching problems that might arise at the local level
are illustrated.”

The substantial recruitment needs and the aim of a more equal
gender distribution will probably help push up wage levels in parts
of the public sector in relation to other parts of the economy. In
the 1990s, wages for public employees fell behind the wages of
those employed in the private sector. This gap in wages is a con-
tinuation of a process that has been under way at least since the end
of the 1960s. In 2000 a public employee earned on average about 16
per cent less than someone employed in the private sector with the
same number of years of education and work experience. In 1991
this difference was 11 per cent and in 1968 it was less than 2 per
cent.”

In the estimates, it has been assumed that the annual hourly
wage growth in municipalities and counties will on average be
0.5 percentage points higher than in other parts of the economy.
This growth in wages means that wages in the municipal sector will
come considerably closer to wages paid in the private sector. As a
result of shifts in relative wages, production in the municipal sector
will also become more expensive in relation to other production.

3.1.4  The Public Welfare Systems

Most services produced by the state are largely consumed by one
specific age group. Consumption expenditures are higher for the
youngest and especially the oldest, while those aged 30 to 65 make
less use of public services. Women make use of public consump-
tion to a greater extent than men do. Owing to these clear gender
and age patterns, total consumption expenditures and the extent
and scale of various activities will be affected by the future growth
in the number of persons in various age groups.

In the baseline scenario, projections of public consumption have
been based on demographic changes in different age groups. For

’2 See also Appendix 3 of the Long-Term Survey. (SOU 2004:34).
3 SOU 2001:53.
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example, an increase in the number of children means that a corre-
sponding increase in the resources for activities such as schools and
childcare is assumed. The basis for the projections is thus in princi-
ple an unchanged supply of tax-funded welfare services per person
in each age group.

One exception to this simple method for making projections is
eldercare. The resources for this activity are not expected to grow
at the same rate as the number of elderly. The reason is that ill-
health is assumed to decrease. There will be more elderly, in part
because the prospects of surviving to a greater age are gradually
increasing. Improved health is also assumed to lead to a deferment
of the need for eldercare to a later age. The time when the elderly
will begin to need care is therefore assumed in the estimates to take
place later and later in life. However, such a development cannot be
taken for granted.

In section 3.1.2 there is a brief presentation of future demo-
graphic developments. The higher number of births means that as
time goes by, there will be an increasing number of children of pre-
school age and thus a growing need of childcare. But the number of
children of school age will fall because the future birth rate will not
quite reach the high levels of the early 1990s. Therefore, there will
be a decrease in the school’s demographically dependent resource
needs in the next decade. A greater number of elderly will lead to a
steadily growing need for medical treatment. The increase in elder-
care is not as pronounced. This is due to the assumption made
about the need for eldercare gradually being deferred to later in life
as well as to the fact that it is primarily the number of “younger
elderly” that will increase in the next few years. In these age
groups, the need for care is not as great. However, after 2020 the
large group born in the 1940s will begin to reach 80 years of age,
and then a more marked rise in the need for eldercare will occur.
Diagram 3.2 illustrates developments in some of the more impor-
tant areas of activity in the municipal sector if the standard of care
per user is to remain unchanged up to 2020.
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Diagram 3.2 Volume of Activity in Various Municipal and Joint
County-Municipal Areas of Responsibility, 2005-2020,
Given an Unchanged Standard of Care per User
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Note: In the estimates, the improved health of the elderly, and thus somewhat less demand for care than what
otherwise would have been the case, have been assumed.
Source: The Long-Term Survey's scenario estimates in Appendices 1-2 (SOU 2004:11).

In total, public consumption needs to increase by about 7.4 per
cent between 2005 and 2020 if the level of service is to remain un-
changed. This corresponds to an annual increase of about 0.5 per
cent. If the health of the older population is not improved as as-
sumed, consumption will need to increase by close to 10 per cent,
an increase which means an annual rate of increase of 0.6 per cent.

From a historical perspective, an increase of such numbers
would appear to be extremely small. As table 3.4 shows, tax-funded
consumption has, as a rule, grown considerably more rapidly than
warranted by demography, a growth that can be interpreted as a
gradual increase in the desired standard of service.
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Table 3.4 Public Consumption, 1950-2000

Average annual percentage change

1950- 1960— 1970- 1980- 1990-
1960 1970 1980 1990 2000

Public Consumption 4.4 5.7 3.2 1.7 0.6
Demographically depen-

dent demand 0.8 0.9 0.5 0.5 0.5
Difference +3.6 +4.9 +2.7 +1.2 +0.1

Note: The estimate of the demographically dependent demand is based on gender- and age-specific user
patterns from 1999 in combination with historical demographic developments. The estimate is the same as
that made for the projection of public consumption in the baseline scenario.

Source: SCB [b] and the Long-Term Survey's estimates.

The scenarios’ estimates show that progress toward an ever higher
standard of service is no longer possible if public commitments are
to be successfully met in a longer-term perspective. To cope with
the demographically dependent increase in demand after 2015
without a sharp rise in the tax ratio, large savings and a moderate
growth in expenditures in the public sector are required over the
next few years.

A Number of Critical Conditions Must Be Met

In the baseline scenario, the welfare that is funded with taxes is
maintained at today’s level of service by a very slim margin up to
2020. However, this requires that a number of important condi-
tions be met. One deciding factor is a favourable growth in the la-
bour supply. This requires a halt to the growth of the number of
persons taking sick leave and disability pensions and a strengthen-
ing of immigrants’ position in the labour market, as assumed in the
scenarios.

In addition to positive growth in the tax base in the form of fa-
vourable labour market developments, real additional grants by the
central government will be required to enable municipalities and
county councils to develop their activities in line with the changes
in the size and age composition of the population, given no change
in municipal tax rates. In the baseline scenario, central government
grants to the municipalities and county councils are assumed to
increase from 5.0 to 5.5 per cent in relation to GDP. In the calcula-
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tions, this increase is consistent with the objective of a net lending
in the public sector equivalent to 2 per cent of GDP up to 2015.

In the baseline scenario, restraint with respect to new public ex-
penditures is needed for growth to take place. Given the assump-
tions that have been made, there is no scope for raising the stan-
dards for tax-funded welfare. Thus another assumption is that in-
creases in the central government general grants will be given
without restrictions. In other words, the central government is as-
sumed to raise its grant to the local government sector at the pace
necessitated by the demographic increase in demand without estab-
lishing new requirements for more extensive or improved activities.
Such a development would differ from that in previous years when
increased requirements have generally been attached to central
government supplementary grants.

In the estimates, it has also been assumed that municipalities and
county councils can raise the fees charged concurrently with in-
creases in production costs, a move that is not in line with the ex-
isting systems with maximum charges in childcare and eldercare.

Another condition that has to be met to make possible the de-
velopments in the baseline scenario is flexibility on the part of the
local governments in redistributing resources from those activity
areas where demand may be falling to activity areas that for demo-
graphic reasons need to grow. For example, as shown in diagram
3.2, resources to schools are assumed to decline by 7 per cent be-
tween 2005 and 2015 owing to a corresponding decrease in the
number of school children. The resources that are thus freed up
will make room for more places in childcare and healthcare. The
example refers to developments at the national level. At the local
level, redistribution needs will in many cases be considerably
greater. This degree of flexibility can be difficult to achieve in real-

1ty.

3.1.5 Greater Demographic Challenges after 2020

Developments up to 2015 can in one sense be thought of as a
breathing-space. The shifts that will take place in the age composi-
tion of the population up to that time are not expected to lead to
any more marked increase in the total requirements of tax-funded
activities. In the baseline scenario, public consumption increases at
about the same pace as the number of people up to 2020.
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From then on, developments are more problematic. From 2015
to 2035, the number of persons over the age of 65, and particularly
the age group over 80, is expected to increase rapidly compared
with the working age population. This will lead to a substantial in-
crease in the demand for healthcare and social services, at a time
when the labour supply and tax base are only growing at a modest
rate.

Table 3.5 shows how the production of various services supplied
by the public sector must grow to maintain the same standard per
user up to 2050. The projections are based on gender- and age-
specific user patterns from 1999, in combination with current
population projections. For childcare to be supplied at the same
staff ratio in 2050 as it is today, production for the number of chil-
dren then expected to be in that age group has to increase by about
23.5 per cent compared with 2002. The corresponding figures for
medical treatment and social services for the elderly and disabled
are 38.5 per cent and over 52 per cent respectively. This still re-
quires some reduction of eldercare per entitled person, owing to
the improved health of the elderly. Without such an improvement
in health, requirements will increase by over 80 per cent up to 2050.
In total public consumption will need to increase by about 26 per
cent up to 2050 to be able to maintain the same level of service.

Table 3.5 Demographically Dependent Demand for Welfare Services,

2010-2050

Index 2002=100

2010 2020 2030 2040 2050
Childcare 107.3 1166  117.4  117.0 1235
Youth education 98.8 996 106.8 1078 1088
Post-secondary education 102.7 99.1 102.2 1076  109.0
Healthcare 108.6 1187 1278 1343 1385
Care for the elderly and disabled 102.1 1085 1352 1446  152.1
Other activities 103.3 1085 1131  116.0 1192
Total public consumption 103.8  109.3 1182 1225 1264

Note: Improved health among the elderly is assumed to dampen the demand for care.
Source: The calculations for the scenarios in Appendices 1-2 (SOU 2004:11) of the Long-Term Survey.

The increase in demographically driven demand shown in table 3.5
will be largely in the local government sector. If the municipalities
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and county councils are to be responsible for the funding of this
increase, the average local government tax levy will need to be
raised by over 3 kronor between 2020 and 2050. (The average mu-
nicipal tax rate in 2004 is SEK 30.39 per SEK 100 of income). If
instead the increase in demand spurred by demographic trends is
funded by higher grants from the central government, they will
have to increase by an additional 2.2 per cent of GDP between
2020 and 2050.

3.2 Maintaining the Status Quo in Welfare Services Is
Not Enough

In the calculations made for the Long-Term Survey, the future re-
sources for public activities have been projected in line with the
expected demographic developments. This means that resources
for public activities such healthcare, social services and education
are assumed to be unchanged per user. Because productivity in
these activities is assumed to be unchanged, the level and quality of
the services will be unchanged. Accordingly, the basis for the esti-
mates 1s that healthcare, social services and education will deliver
the same standard as before while the scope for household spend-
ing on the consumption of these services will gradually grow. An
appropriate question is whether citizens will find such a develop-
ment acceptable. In line with the rise in material welfare, there will
be a growing demand for the welfare services now funded by taxes.

One striking feature of these developments is the reversals tak-
ing place in the growth of private versus public consumption, as
seen in table 3.6. In the next few decades, private consumption will
show a growth that has not been noted since the 1950s and 1960s.
At the same time, the public sector is expected to continue to grow
at approximately the same rate as it did in the 1990s, a period which
many associate with savings and downsizing. This means that per
capita public consumption will largely be unchanged.
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Table 3.6 Public and Private Consumption per Person, 1950-2020

Average annual percentage change

1950- 1960- 1970- 1980-  1990-  2000-  2003-
1960 1970 1980 1990 2000 2003 2020

Public con-
sumption 3.8 5.0 2.8 1.4 0.2 0.9 0.0
Private con-
sumption 1.8 3.0 1.3 1.4 1.2 0.8 2.0
Ratio 2.1 1.6 2.2 1.0 0.2 1.2 0.0

Source: SCB and the calculations for the scenarios in Appendices 1-2 of the Long-Term Survey (SOU 2004:11).

The weak growth in public consumption from a historical perspec-
tive is necessary to keep public indebtedness within the bounds
dictated by the level of tax rates that has been decided. The scope
for increasing public activities is limited since the cost of public
consumption is growing much more rapidly than other production
costs. This more rapid rise in the cost of public consumption is, in
turn, due to the fewer possibilities available for improving produc-
tivity in the production of welfare services compared with other
production. In the next section, the mechanisms behind this shift
in costs between public and private consumption is described in
more detail.

3.2.1 Shifting Prices

The opportunity to increase production per working hour varies
between different parts of the economy. The possibilities are obvi-
ously greater in industry, agriculture and forestry than in the ser-
vice sectors. Industrial production is highly mechanised, with new
production equipment and improved processes that lead to produc-
tivity increases year after year. In many service sectors, there is
considerably less scope for improving productivity. The produc-
tion of healthcare and social services involves a large number of
contacts between different individuals, which is difficult to reduce
without the services suffering a decline in quality. In the produc-
tion of welfare services, it is also possible to introduce technical
aids such as greater use of computers and higher efficiency, but the
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conditions for rationalising production are considerably worse than
they are in industry.

As a result of the rapid growth of productivity in many branches
of industry, the price of the goods produced increases slowly, or
even falls. More efficient methods of production mean that the
same quantity of goods can be produced with lower costs for la-
bour and other inputs. If these cost savings only resulted in greater
profits in a specific company, a very small group would reap the
benefits of the increase in welfare that the productivity increase
involves. However, with a functioning competition, lower produc-
tivity costs will be passed on to all consumers in Sweden and else-
where in the form of lower prices. This, in turn, means that these
consumers have more money left over for the consumption of
other goods and services. In this way, productivity growth, allied
with a well-functioning competition, is one the most important
forces behind a general increase in the material standard of living.

If the price of a good or service depends on how efficiently it can
be produced, the price of goods that can be produced more effi-
ciently over time will fall in relation to the price of goods and ser-
vices with low productivity growth. Historical observations clearly
show that the price of services has tended to increase relative to the
price of goods. This phenomenon has long been known and is of-
ten referred to as Baumol’s (cost) disease after the economist who
first described it in detail.**

The Impact of Prices and Incomes on Demand

If the price of a utility is raised relative to the price of other goods
and services, demand for the more expensive utility will, as a rule,
decrease. How big the reduction will be, the good’s price elasticity,
will depend on how easy it is to replace this utility with other
products and how expendable it is to the consumer. The demand
for certain products may fall markedly if the price rises, while for
others, relatively large price increases may be tolerated without af-
fecting demand appreciably.

Positive productivity growth means that household real income
will rise over time. Higher incomes mean that demand and
consumption will increase. However, demand will not increase at
the same rate for all utilities. For a given increase in income and no

**J.W. Baumol [1967] and J.W. Baumol, S.A.B. Blackman, & E.N. Wolff [1985].
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same rate for all utilities. For a given increase in income and no
change in prices, the demand for some products will increase more
than for other products. How large the increase will be in any spe-
cific case depends on the good’s income elasticity, that is, how de-
mand changes when income increases. For some products, this re-
lationship may be negative so that higher incomes tend to lead to
less, not more, demand for the good in question.

Given the assumptions made in this Long-Term Survey, house-
holds’ scope for consumption will grow over time. At the same
time, there will be continuous shifts in the relative prices of the
utilities for which there is a demand. The shifts result because pro-
ductivity does not increase at the same rate in all parts of the econ-
omy. The extent to which households choose to consume a certain
utility in the future depends on one hand on how much relative
prices and incomes change in future. On the other hand, it depends
on the extent to which the demand for a specific utility is affected
by changes in relative prices and incomes.

If the income effect is positive and greater than the negative
price effect, demand will increase even if the good rises in price
relative to other consumption. For certain utilities, the propensity
to consume more when income increases is so great that demand
for these products will grow more rapidly than it will for other
consumption. This may happen even if the product in question be-
comes increasingly more expensive, relatively speaking. Such prod-
ucts will therefore require a steadily growing percentage of house-
hold income. Even other utilities that rise markedly in price in rela-
tion to other consumption, but nevertheless experience higher
demand, may over time take a larger bite out of household budgets.

More Public Activities Generally Require More Staff

A fundamental problem in the funding of the private sector is that
as a rule, more public activities imply more staff. It is difficult to
reduce the time that doctors devote to patients or teachers to their
students without this reduction being perceived as a deterioration
in quality. When new medicines and methods of treatment are in-
troduced, they are often made available to new patient groups and
used to cure new complaints. Medical-technical developments are
more likely to result in better quality than in freeing up resources
for other purposes.
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Production in other activities can, as a rule, grow without need-
ing to increase the size of the staff correspondingly. These differ-
ences in conditions mean that the services provided by the public
sector are becoming progressively more expensive in relation to
what is produced in other sectors. Another way of describing this
is that more public activities require higher taxes. For activities
funded by taxes to be able to keep in step with other production
and consumption, regular increases in taxes are required.

The rising costs of public sector activities in relation to other
production and consumption does not mean that the central gov-
ernment, municipalities and county councils have to be “inferior”
producers and employers compared with private, profit-driven
companies. The differences in what is produced are of greater im-
portance. The core of public sector activities consists of services
such as healthcare, social services and education. These services are
not only decidedly labour intensive, but they also generally assume
a direct personal contact between the provider and the user. The
time spent providing the service is difficult to reduce without det-
rimentally affecting the services’ quality.

3.2.2 Costlier Services, but Greater Demand

The dilemma facing the welfare state is ultimately a consequence of
its reliance on taxes as its principal means of financing. If the wel-
fare that currently is paid for with taxes were instead paid directly
by households, the restrictions would not be as obvious. With pri-
vate funding, households are free to demand and consume more of
these welfare services.

One possible way of studying whether this would be the case is
to examine the ways in which households have chosen to allocate
their consumption expenditures for goods and services over time.
The difference in the productivity growth that exists between pri-
vate and public activities is about the same as the difference in pro-
ductivity growth that normally exists between the production of
goods and services in the private sector. Thus privately produced
services rise in price in relation to privately produced goods at ap-
proximately the same rate as tax-funded services go up in price in
relation to the sum of the consumption paid directly by house-
holds. Households’ choices of goods and services may therefore be
said to have certain similarities to the choices faced by politicians
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when the scope for consumption is to be divided between tax-
funded and private consumption.

Normally household and national incomes grow at a rate that al-
lows consumption in general to grow. For all types of consumption
to be able to grow at the same rate, however, a higher percentage of
income has to be set aside for the utilities that go up in price the
most. If public consumption is to grow at the same rate as private
consumption, tax increases will be necessary. If a household in-
creases its purchases of services at the same rate as its purchase of
goods, the result will be a corresponding shift in its own budget.
By definition, an equivalent growth in volume requires that the
utilities whose prices increase the most must be allowed to absorb a
higher percentage of consumption expenditures.

Diagram 3.3 Private Consumption of Goods and Services, 1980-
1998
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Source: SCB [b].

The level of taxes and the proportion of production used in tax-
funded production are well documented. That a steadily rising per-
centage of the household budget is being used to purchase services
does not receive the same attention. This shift in household budg-
ets is to some extent a consequence of services becoming gradually
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more and more expensive in relation to goods. It is also a conse-
quence of the rise in the consumption of services in real terms. It is
even normal that the purchase of services, after deducting for price
changes, increases at a faster rate than the purchase of goods, as
seen in diagram 3.3. The percentage of household consumption of
services thus rises both as a result of a relative rise in prices and of
the particularly rapid growth in that part of consumption

Households encounter no obvious problems in allottmg a grow-
ing percentage of their income for something that is rising in price
in relation to other consumption. The historical growth in private
purchases by households appears therefore to support the hy-
pothesis that households would like to have more or better welfare
services, even when these services continue to rise in price in rela-
tion to other utilities. With the exception of the 1990s, public con-
sumption has also increased at the same rate or faster than private
consumption.

3.2.3 Indications of More Alternative Funding

In parallel with a slow-down in the growth in public consumption,
alternatives to tax funding of welfare services have increased in use
in recent years. These alternatives have taken different forms and
the extent of their use varies from one area to another.

The change in direction to greater alternative funding is in some
measure the result of the difficulties experienced in the 1990s in
meeting a growing demand for welfare and other services by raising
taxes. The crisis in the early 1990s caused widespread reductions in
large parts of municipal and county council activities. In the Long-
Term Survey’s baseline scenario, future public consumption in-
creases at approximately the same rate as it did in the 1990s (table
3.6). The ability of scarce resources to meet “growing needs” will
presumably not be greater in the future. Therefore the experiences
of the 1990s can be important in analysing future challenges and
opportunities.

Voluntary Work in Place of Fees

Private funding alternatives in childcare are few. The fees for pub-
licly subsidised preschools are today governed by a maximum
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charge, which makes it more difficult for families to use their own
funds to obtain better service.

This does not preclude parents from helping by voluntary work
in both municipal and co-operative preschools. This help may in-
volve such activities as cleaning, shopping or substituting for ab-
sent staff members. Similar phenomena can also be found in
schools. Examples of what parents can do to help are repairs or ad-
ditions to premises and playgrounds, participation in excursions or
sending a packed lunch when there are excursions, notwithstanding
the legal regulations on free school lunches. By doing so, parents
have an opportunity to take a greater part in their children’s every-
day life, but in practice it also involves a kind of charge, one that is
not financial, but is payment in kind, in the form of their own la-
bour.

Thus the design of the fee systems may, in certain areas, mean
that the willingness to pay that exists over and above the centrally
or locally established fee is not allowed to manifest itself in a direct
payment, but instead results in unpaid work. If in future parents’
willingness to pay increases, current regulations on the fee charged
for childcare and schools will probably lead to a greater contribu-
tion of unpaid labour by parents.

In eldercare, the combination of substantial public subsidies and
maximum charges, together with the increasing proportion of the
population that is elderly, has led to a tighter rationing of services.
Fewer elderly now receive help at home and the average need for
care among those who are receiving care has risen considerably.
Partly as a consequence, eldercare includes a substantial element of
work done by relatives to supplement publicly financed care. Field
surveys of the elderly living in their own homes conducted by the
National Board of Health and Welfare show that two thirds of
those over 75 who received help at home get this help in the form
of informal help. An additional one sixth received informal help in
combination with the home help service. In 2000, only one sixth of
those living in their own homes received help exclusively in the
form of home help service.”

These studies also show that the percentage of those needing
help who received help only from the home help service fell from
28 to 18 per cent between 1994 and 2000. The entire decrease can
be attributed to reductions in the home help service for those living

% National Board of Health and Welfare [2002a].
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alone. For those living alone, it is, where applicable, children, and
then chiefly daughters and daughters-in-law, who bear a large part
of the informal help. In 2000, the percentage of those not living
alone who received only informal help came to 88 per cent. It is to
some extent possible to purchase supplementary services on the
market, especially services such as cleaning and shopping.

More Private Payments in the Form of Money

In healthcare and dental care, informal work is hardly an alterna-
tive. But here private payments are a possibility. Private health in-
surance is available that in some cases makes healthcare accessible
more rapidly than it is using the public systems. It is also possible
to purchase medical treatment on an entirely private basis. Simi-
larly, it is possible to buy services that are not paid for by the pub-
lic medical services, such as cosmetic surgery or certain types of
eye treatments.

Private elements in the area of social insurance have also in-
creased. For example, this is true of pensions: private pension sav-
ings have gradually grown in importance. At the same time, pen-
sion agreements have progressed from benefit- to premium-based
systems, in which individuals in many cases have the opportunity
to decide for themselves who is to manage the pension capital.
Moreover the majority of those employed are covered by supple-
mentary health and unemployment insurance that the social part-
ners in the labour market have agreed.

3.2.4  More and Better Welfare Services Require New
Solutions

Welfare services have a high level of tax-funding as a result of vari-
ous policy decisions. The ultimate aim of this policy is to provide
welfare services such as healthcare, social services and education
according to need, not according to capacity to pay. Another ar-
gument for funding welfare services with taxes is that these services
give rise to positive external effects. As a result of subsidisation,
people will consume these services to a greater extent than if they
paid for them with their own money. Education and medical treat-
ment are two examples of services that are presumed to be of value
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not only to those using them, but also to society in general. Like-
wise, childcare is presumed to have positive distribution effects be-
cause it contributes to higher labour force participation by parents
of small children, especially by mothers with small children.

The External Effects of Tax-Funding Tend to Decline

For tax-funded welfare services to give rise to positive external ef-
fects, consumption of these services must be perceived as especially
desirable. Subsidisation must also lead to higher consumption of
these services than would otherwise have been the case. For the
latter condition to be met, the public sector must have the neces-
sary resources at its disposal. However, greater tax-funded re-
sources can scarcely meet the growing demand for welfare services.
There is a risk that adhering strictly to the present system for fund-
ing welfare services will, in the long run, lead to a situation in
which the consumption of these services is smaller than it would
have been had these services been funded privately.

Diagram 3.4 Welfare Services: Supply and Demand

Time

Wholly tax-funded supply - - = -Privately funded demand

Diagram 3.4 describes this fundamental problem. The continuous
line represents the supply of services that can be provided if they
are funded solely by taxes. This is a simplified picture of the actual
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situation as welfare services, as seen previously, are in many cases
built on a combination of tax-funding and fees. The broken line
represents the underlying demand that would have occurred if the
services had not been subsidised. At the beginning of the period,
the supply of tax-funded services is considerably larger than it
would have been if the services had been completely paid by private
means. The higher consumption in combination with the desirabil-
ity of consuming these utilities gives rise to positive economic ef-
fects for society.

However, the positive effects that are a consequence of tax-
funding will become increasingly limited over time since the under-
lying demand will grow at a faster rate than can be funded by taxes.
Eventually a point is reached where the two curves intersect. Past
this point, a supply that is solely funded by taxes means that the
utilities will be supplied and consumed to a lesser extent than if
these services had instead been financed by private and voluntary
means. Therefore, with time (given increasing incomes), there is a
risk that the positive external effects of an exclusively tax-funded
supply of welfare services will be completely absent. Thus an im-
portant argument for funding the majority of welfare services ex-
clusively with taxes also disappears.

Thresholds for Private Funding Tend to Decline

Additional purchases by households to supplement an inadequate
public supply are still not very common. It is hard to compete with
the public sector’s heavily subsidised services. Households can in-
dependently perform some of these services such as caring for chil-
dren and the elderly, but here tax funding also raises obstacles. As a
rule, providing care using one’s own resources yields a considerably
worse return compared with being gainfully employed and leaving
the responsibility for care to the municipalities. This is also a rea-
son for choosing taxes as the form of funding.

In future the advantage of tax-funded production will also be a
very important factor in people’s choices. However, with a widen-
ing gap between what people want to have and what the public sec-
tor can offer, new ways will be tried. Steadily rising household in-
come mean that the existing obstacles to alternative solutions ap-
pear smaller and smaller.

59



Future Challenges for the Welfare Systems The Long-Term Survey 2003/04

Developments in the baseline scenario reflect the beginning of
such a process. Economic developments are favourable but do not
automatically bring about any additional public activities. The pol-
icy is assumed to be restrictive. Taxes remain unchanged and
charges for public activities grow in line with their cost. The addi-
tional resources that become available during this period are chan-
nelled to those parts of the activity where need is growing fastest
because of demographic developments. This means that there will
be more resources for childcare, eldercare and healthcare, but fewer
resources for schools. In general the additional resources mean that
the quality of the welfare services can largely be maintained at cur-
rent levels.

In time people will presumably want the services to provide
more than this. Dissatisfaction with the welfare services being pro-
vided can therefore be expected to grow. It is expected to become
increasingly difficult for the public sector to recruit personnel. To
be able to maintain the current range and quality of activities, the
wages of public employees will most likely have to be raised more
than wages in other parts of the labour market. At the same time,
households will be looking for new ways of satisfying their own
demand. This will be expressed as an increased demand for private
alternatives, but an increased share of the welfare services will also
be performed by households themselves.

In the medium term, the impact on the national accounts will
not be especially large, but from a long-term perspective, it is likely
that the increased demand for welfare services will have to find an
outlet one way or another. Various solutions are possible. House-
holds in a good financial position will be more apt than others to
try alternatives that mean paying with one’s own money. House-
holds having poorer financial positions will, to a greater extent,
have to rely on solutions that involve satisfying demand in informal
ways, for example, with the help of relatives and friends. Irrespec-
tive of what the alternatives are, there is a risk that the taxes that
have to be levied will increasingly be called into question. If there is
a growing tendency towards providing welfare services in informal
ways, the size of the tax base might be negatively affected as well.
To sum up, this means that there is a risk that tax revenue will fall
and with it the prospects of continuing welfare services under pub-
lic auspices.

In the medium term, the baseline scenario’s restrained policy
may be possible. However, in the long term the gap between what
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is funded by taxes and what can actually be provided is expected to
increase. In the 2020s the problems will intensify when the large
generation born in the 1940s begins to pass the age of 80, and con-
sequently the need for eldercare will rise sharply.

3.3 A Need for Greater Resources for Welfare Services

There are two kinds of problems facing the production of tax-
funded services in the future. First, the demographic shift to an
ageing population will result in increased demand for healthcare
and social services, services that today are principally funded by
taxes. A simple projection shows that it is possible to maintain the
current level of public services with a very small margin up to 2020.
During this period there is no scope for reforms or improvements
in quality. After that, the demographic problems will intensify and
bring with them a rising demand especially for eldercare, but in
healthcare as well. Coping with these developments will require
considerable restraint when it comes to public expenditures — at
least if the tax ratio is to remain unchanged.

Second, the scenario implies a very large difference in the growth
of private and public consumption. While per capita private con-
sumption is estimated to increase in volume by 40 per cent between
2003 and 2020, per capita public consumption will remain un-
changed. Even though private incomes rise sharply, no extra scope
for tax-funded services automatically ensues. However, with sub-
stantially higher private incomes, it is highly probable that a por-
tion of the increase in income will be channelled into a demand for
welfare services.

What then are the possibilities of increasing the resources going
to welfare services in the future? The remainder of this report ex-
amines various possibilities of increasing public resources. First it
looks at whether a higher tax levy is a possible and reasonable
route. Second it studies whether higher growth could facilitate the
funding of the welfare systems. A third possibility is whether pub-
lic sector productivity can improve. A fourth alternative examined
is increasing the contribution of alternative funding of the services
that now are supplied by the public sector.
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4 Higher Taxes

In the scenarios in the Long-Term Survey, the estimates are based
on the assumption that policies do not change. In taxation this
means that there is no change in tax rates. The estimates in the pre-
vious chapter show that the revenue from taxation will, by a very
small margin, be enough to maintain the current level of quality in
the public welfare systems. However, there is no room for im-
provement. At current tax rates, there is therefore no financial
margin with which to meet the increased demand for welfare ser-
vices that is anticipated to result from higher incomes. It might
also be difficult to meet the increase in demand in the long term as
a result of the demographic changes after 2015.

Taxes account for the very largest part of public sector funding.
Historically the tax rates have gradually risen and the tax base has
been broadened to fund the expansion of the public sector. A large
part of economic growth has therefore been taken out as tax in-
creases instead of growth in real wages. Since the mid—1980s, this
has ceased and the tax ratio, the total tax levy in relation to GDP,
has been more or less unchanged.

One possible way of meeting future demand for publicly funded
services would be to change the tax rates or broaden the tax bases
and thus increase public tax revenue and make room for reform.
This chapter therefore discusses whether it is reasonable and possi-
ble to raise the tax levy.

4.1 Higher Taxes Bring Costs to Society

Taxes are the chief means of financing public expenditure, both
transfers to households and welfare services. However, most taxes
are associated with costs to society in that they give rise to tax
wedges. Tax wedges cause a difference between the private return
on labour or investments and the benefits to society from these
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activities. This, in turn, affects the behaviour of individuals and
companies. Therefore the efficient use of resources and products in
society is also affected.

The concept of the marginal cost of tax revenue is used to de-
scribe how taxes affect the efficient use of resources.’ In addition
to the direct cost in the form of reduced disposable income owing
to increased taxes, this concept also includes an indirect cost in the
form of distortions in the economy caused by the tax. By way of
example, the tax on labour means that the after-tax wage will be
lower than the before-tax wage and therefore that the labour sup-
ply will tend to be lower and leisure time (or unpaid housework)
will be greater than if there had been no tax.”” Thus production will
also be less than it would have been had the tax been lower. This
means that any given tax is associated with a cost to society in addi-
tion to the effect on the individual of paying the tax.

Owing to the impact of taxes on the labour supply, tax increases
may affect the chances of recruiting staff for publicly funded activi-
ties in healthcare, social services and education in addition to the
recruitment problems described in 3.1.3. Recruitment difficulties
may in turn drive up wages in these occupations beyond what has
been assumed in the baseline scenario; this increase in wages would
make funding the welfare services even more difficult. Likewise the
taxation of capital can affect the extent and type of investment.

The costs to society of tax revenue need to be weighed against
the benefit that the public expenditures give rise to. A tax increase
is economically efficient as long as the marginal utility of increased
public expenditure is greater than the marginal cost of the tax reve-
nue.

4.1.1 Efficient Taxes

Empirical studies show that the marginal costs of tax revenue are
greater for sensitive tax bases, such as the company tax, than for
less sensitive tax bases, such as the average tax on labour. The em-
pirical studies also show that the marginal costs vary between dif-
ferent taxes. The marginal costs of tax revenues generally increase

3 For a review of the theories on the indirect costs of taxation and the marginal costs of tax
revenue, see I. Hansson & T. E. Norrman [1996].

37 This assumes that the substitution effect that results from higher taxes is greater than the
income effect, an assumption that most empirical studies validate.
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with rising tax rates. An efficient tax system means that tax rates
are adjusted so that the marginal cost is the same for all taxes, while
taking the distribution effects into consideration.”

The marginal costs of tax revenue and the marginal utility of
public expenditure are not constant, but change over time. Thus it
is relevant to discuss the changes that will affect marginal costs and
marginal utility in the future and how this, in turn, should affect
the future design of the taxes. The marginal costs of tax revenue,
like the marginal utility of the tax-funded services, change over
time as a consequence of changes in values or changes in conditions
in general. This means that to be economically efficient, the tax
system in the future will gradually need to be adjusted for new
conditions.

Two important factors that will affect future marginal costs and
marginal utility are the demographic changes and the continuing
internationalisation of the economy. An ageing population, ceteris
paribus, will increase the demand for healthcare and social services.
This will result in an increase in the marginal benefit of higher pub-
lic consumption of such services as healthcare and social services. If
the tax rate does not change, the marginal utility of tax revenue will
increase. The continuing internationalisation of the economy will
affect the marginal cost of taxes in Sweden, even though the effects
will vary between different tax bases (see also section 4.1.2). As a
result, the marginal cost of taxes for a given tax rate will increase. It
is not possible to decide in advance which of these two counteract-
ing effects will be dominant and therefore to decide the optimal tax
rates. However, the marginal cost of tax revenue will undoubtedly
be higher with a new optimal tax rate. Consequently the optimal
level of public expenditures other than public consumption of
healthcare and social services, for example, transfers, will be lower
in the future unless other conditions, such as people’s preferences,
change.

3% See Appendix 7 of this Long-Term Survey for a compilation of studies on the costs of
taxation (SOU 2003:57).
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4.1.2 Internationalisation Increases the Marginal Costs

Continuing internationalisation affects the prospects of tax-
funding the welfare systems. Increasingly mobile tax bases mean
that the marginal costs of tax revenue are rising.

Tax bases vary in their sensitivity to internationalisation; there-
fore, the marginal costs of tax revenue can be changed in different
ways for different tax bases. An increase in the mobility of a tax
base increases the marginal cost of tax revenue from this tax base.
This may, in turn, result in a need to lower the tax rates in order for
taxes to be optimal.

With growing internationalisation, the taxation of tax bases that
are very mobile becomes increasingly expensive for society. The
labour force in general is usually viewed as a resource that is possi-
ble to tax relatively heavily since employees’ mobility is low. The
increased mobility of the labour force has thus far had limited ef-
fects on the tax system as the proportion of the labour force that is
internationally mobile still makes up a small percentage of the total
labour force.” But as mentioned previously, even if it were possi-
ble, given internationalisation, to introduce higher taxes on labour,
these taxes would have a negative impact on society, owing to their
effect on the labour supply.

The next largest source of tax money is the tax on the consump-
tion of goods and services, and it will presumably also continue to
be a relatively stable base for taxation in future. It is primarily near
the borders between countries that differences in tax rates can lead
to a contraction in the tax base. In the long term, commerce on the
Internet could lead to increasing mobility in the tax base since it
reduces travel and other transaction costs. The Tax Base Commis-
sion*” (Skattebasutredningen) indicates that Sweden in the long
term will have to be prepared to reduce the gap between the Swed-
ish level of the value-added tax (VAT) and the minimum level in
the EU. At the same time, the Commission points out that there is
some scope for financing the closure of this gap by abolishing the
VAT reductions that are in effect in certain areas. In addition, the
Commission argues that Sweden should work to have the EU per-
mit a special tax level for e-commerce and similar services.

%7 See, for example, the Long-Term Survey 1999/2000 (SOU 2000:7).
“©SOU 2002:47.
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In comparison to the taxation of labour and consumption, the
taxation of capital contributes relatively little to the funding of the
welfare systems. However, internationalisation has a big impact on
the tax base. In that connection, a distinction should be made be-
tween capital used in production in Sweden, irrespective of where
the owner resides, and capital owned by residents of Sweden. With
an internationally integrated capital market, taxes on capital used in
production in Sweden mean that a correspondingly higher return
before tax is required. This means that the tax on capital used in
production is often more costly to society than the tax on labour.
This tax revenue is very sensitive to internationalisation and
changes in the tax levy in other countries. Thus the marginal cost
of tax revenue from a tax on capital also increases when there is
greater international mobility.

The taxation of capital owned by residents of Sweden, irrespec-
tive of where the capital is invested, is sensitive to internationalisa-
tion for entirely different reasons. In principle this type of capital
would be taxed at a higher rate in Sweden than in other countries,
as residents of Sweden are obliged to pay taxes on all capital in-
come, irrespective of where the income originates. The problem is
that international capital markets have made it simpler to move
capital and thus simpler to hide income from capital from the
Swedish tax authorities. Moreover an individual’s choice of country
of residence is also affected by the tax.

Internationalisation and the increased mobility of the tax base
affect the marginal costs of tax revenue and thus influence the op-
timal design of the taxes. Internationalisation affects some tax
bases more than others. The tax on capital appears to be the most
sensitive to internationalisation and therefore the area in which re-
form of the existing taxes will be most relevant in the next few
years."' With reference to the level of the total tax levy, the Tax
Base Commission comes to the conclusion that from the stand-
point of internationalisation, it is possible to retain the current
level of taxation, but if so, some changes are required. This conclu-
sion holds true only if current tax levels are maintained in the face
of ongoing internationalisation; no assessment is made of the pros-

I The Tax Base Commission in SOU 2002:47 points out that Sweden should be prepared to
lower its taxes on capital on condition that the same trend is evident in other countries.
According to the Commission, certain taxes on the ownership of capital should also be re-
formed.

67

Higher Taxes



Higher Taxes

The Long-Term Survey 2003/04

pects of raising tax levels. Even if it proved possible to maintain
current tax levels, it is not obvious that the level is optimal if the
marginal costs of tax revenue change.

4.2 Strong Upward Pressures on Local Government
Taxes

4.2.1 More Demand May Increase Local Government Taxes

The increased demand for welfare services anticipated in the future
will largely involve the services funded and provided by the mu-
nicipalities and county councils, namely healthcare, schools and
social services. Increasing the general central government grants to
local government is one answer to the funding problem. Thus these
grants could help fund the growing demand for welfare services
brought on by the demographic changes. Even if this takes place,
the pressure on the local government authorities to deliver more
and better services will probably be substantial. It is therefore not
unreasonable that the local government authorities will also choose
to raise taxes to enable them to provide the services demanded.

The increases in the local government tax in recent years point
to a trend in this direction. In 2003 the local government tax in-
creased an average of 65 6re, the largest increase in 25 years. The
taxes were raised in 2003 in 69 municipalities and four county
councils, while the taxes were reduced in three municipalities.*
Over 50 municipalities and four county councils are raising the tax
in 2004, while two municipalities are lowering it. The average total
local government tax rate (municipality plus county council) will
go up 34 ore in 2004.* A report from the Swedish Association of
Local Authorities* (Svenska Kommunférbundet) also provides a
picture of very weak growth in local government finances up to
2007, a situation that could lead to additional tax increases in the
municipalities in the years ahead. It is important to note that these
relatively large tax increases and the anticipated weak growth in
local government finances in the next few years will come about in
a period when the demographically driven increase in demand is
relatively limited. It is not until after 2015 that the demographic

2 SCB [2003a].
# SCB [2003c].
# Swedish Association of Local Authorities [2003d].
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change will lead to greater demand for local government services.
The trend to higher local government tax rates that cannot be ex-
plained by demographic demand pressure reflects the fundamental
long-term problems described in Chapter 3. The demand for wel-
fare services — a large part of which is the sole responsibility of lo-
cal government — will increase in line with rising incomes, at the
same time that productivity growth in these services is weak, rela-
tive to other sectors.

The residents of a municipality may also wish to raise taxes to
meet the increased demand and to do something about deficiencies
in quality that have been experienced. The higher household in-
come assumed in the scenarios may also make acceptance of tax
increases easier. However, the opposite is also possible. Residents
may feel that the public sector is not delivering what they expected
of it. Instead they are forced to pay for part of what the public sec-
tor is expected to provide or earlier had provided. In such in-
stances, very few will accept the tax increases. On the contrary,
there is a risk that the residents will feel that they are being forced
to pay for the same service twice.

The acceptance of tax increases may also be affected by how
many will benefit by the tax-funded services or transfers. It is likely
that the greater the number of people who benefit from these ser-
vices or transfers, the greater the acceptance of the tax increases

will be.

4.2.2  Higher Local Taxes Not a Long-Term Solution

It is possible that local tax rates could be raised a little further
without too large a negative impact on the labour supply. This
statement does not automatically mean that tax increases would be
economically efficient. Higher municipal tax rates increase the
marginal costs of tax revenue. For such an increase to be economi-
cally efficient, the value of the extra kronor spent has to exceed the
cost to society of the extra kronor in tax; this is not necessarily the
case.
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Diagram 4.1 Local Government Tax Rate, 1955-2095, according to
the Long-Term Survey of the Swedish Association of Lo-
cal Authorities
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Note: The sum of the municipal, the secondary local government authority and the church tax levy.
Source: Swedish Assaciation of Local Authorities [2002a].

An increase in the local tax rates is not a long-term solution to the
public sector’s financing problems. If in future public consumption
is to be able to grow in line with private consumption,” continued
tax increases will be required. Therefore, a one-time increase in the
tax level is not enough. Estimates show that it would require an-
nual local tax increases of 0.35-0.4 percentage points for local gov-
ernment consumption to increase as quickly as private consump-
tion (diagram 4.1).* As early as 2020, local taxes would be close to
40 per cent and even after that, taxes would continue to rise at the
same rate. The estimates are based on a number of simplified as-
sumptions, among them that the tax increases would not affect the
labour supply, an outcome that would hardly be the case in the real
world.

It should be underlined once again that the problem for public
sector funding is not a transitory problem, which will be solved
further ahead. On the contrary, the demographically driven de-

* As table 3.6 shows, public consumption has increased more rapidly than private consump-
tion since 1950, with the exception of the 1990s.
# Swedish Association of Local Authorities [2002a].
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mand for public sector services will increase sharply after 2015. It is
then that those who were born during the large baby boom of the
1940s will reach their eighties. In these circumstances, local tax in-
creases do not appear an appropriate way to solve the public sector
funding problems in the next few years.

Even if some increase in local tax rates finds acceptance, these
increases will result in negative effects on the labour supply and
thus on both production and tax revenues. A reduction in the la-
bour supply as a consequence of higher taxes on labour would also
make it more difficult to recruit staff for the activities — healthcare,
schools and social services — that the higher taxes were intended to

fund.

4.2.3  Systems Design Risks Making Local Taxes Inefficient

Owing to the design of the tax system and municipal income
equalisation systems, a municipality does not bear the full costs to
society of a higher local tax rate. The local government authorities
themselves receive the increased tax revenue that is brought about
in the short term. But with the equalisation system, the cost will be
in the form of a lower labour supply and with that, a smaller tax
base to be divided by all local government authorities. This nega-
tive effect is, however, of limited size. The lower labour supply that
results from the tax increase also reduces the tax base for the cen-
tral government income tax, the payroll taxes and the value-added
tax. As well, it is a cost that no single municipality bears directly.
Central government expenditures may also increase if the manifes-
tation of the reduced labour supply is that more people need social
insurance benefits for support. To sum up, this means that a local
government authority has little financial incentive to refrain from
raising the local tax as the costs in the form of a smaller labour
supply are born by the entire country. As a result of the way in
which the systems are designed, local tax rates in the long term
tend to be higher than what is economically efficient. Of course,
this disadvantage has to be weighed against the aim of the system
for cost distribution and income equalisation: the equalisation of
conditions between various municipalities and counties which is
necessary when local governments are responsible for a consider-
able part of public welfare, as is the case in Sweden.
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In view of the upward pressure on local tax rates that is likely in
the future, the design of the tax and equalisation systems needs to
be reviewed to see if it is affecting local government incentives and
consequently the labour supply.” One way of preventing local gov-
ernment tax increases is to freeze local taxes. This was done
previously in Sweden in connection with the major tax reform in
the early 1990s. The tax system was subsequently changed to a sys-
tem with a financial penalty on local tax increases, which means
that municipalities/county councils were only allowed to keep part
of the increase in tax revenue resulting from the rise in taxes.
However, one objection is that a permanent tax ceiling is not con-
sistent with local self-government. Another significant weakness
associated with the type of measure as it has been applied thus far
is that the structure is preserved at a certain point in time, and that
the differences between municipalities or changes in conditions in
individual municipalities are not taken into account.

In Norway there has long been a ceiling on municipal taxes,
which is a way of limiting municipal tax increases without locking
in the taxes at today’s level. In all municipalities, the tax rate is now
at the maximum level allowed; thus, the tax ceiling most likely acts
as a brake on additional tax rate increases. A more radical change in
the funding of the tax and welfare system, proposed in the SACO
model and others," would involve reducing the municipalities” area
of responsibility by having the central government assume respon-
sibility for funding certain welfare services. Thus the central gov-
ernment would become responsible for the areas with greater de-
mand pressure. The State is better able to take into consideration
all the economic effects of the tax increases, and thus reduce the
risk of excessive taxes. Among the disadvantages of such a system
are that it reduces local autonomy, that there can be no local ad-
justment in the level and standard of service and that fewer differ-
ent solutions for providing welfare services can be tried. In its first
interim report, the Committee on Public Sector Responsibilities
(Ansvarskommittén) proposes in its subsequent work to review
the structure and division of expenditures in important social

A new proposal for a local tax equalisation system was presented in 2003 (SOU 2003:88).
However, the proposal did not consider this problem.
* The proposal is made in Expert Report 13 of the Tax Base Commission (SOU 2002:47).

72



The Long-Term Survey 2003/04

fields, including the division of responsibility between the central
and local governments.*

4.2.4 Broadening the Municipal Tax Base Will Not Provide
More Resources

In discussions on the funding problems facing local governments,
it is sometimes asserted that the problem could be solved by
broadening their tax base, for example, with a municipal property
tax. There are in principle no tax bases in Sweden that the central
or local governments are not already using. Broadening the local
government tax base for a specified total tax ratio would mean that
local governments would receive more tax revenue. At the same
time, central government tax revenue — as well as the central gov-
ernment grant to local governments — would fall by the same mag-
nitude. It then becomes a question of the extent to which local
government revenue is to come directly from local taxes or take a
detour via the central government. From an international perspec-
tive, a large proportion of local government revenue in Sweden al-
ready comes from local taxes.”

For local governments, having a larger share of their revenue
coming from their own taxes may be desirable to strengthen local
government autonomy and responsibility for development in their
own municipality.

4.3 Higher Taxes No Long-Term Solution

To sum up, the existence of marginal costs for tax revenues means
that continual increases in the tax levy cannot be considered a long-
term solution for funding the growth of the welfare systems.

In the past two years, municipal and county taxes have been
raised an average of 1 krona. The increases have been introduced at
a time when demographic developments have been favourable as far
as the demand for welfare services is concerned. There is an obvi-
ous risk that municipalities and county councils will also meet in-

¥ SOU 2003:123.
50T, Lotz [2004].
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creased demand in the future with tax increases, not least when the
demographically driven demand increases.

Even though continual tax increases are not judged to be a long-
term solution for meeting increased demand for welfare services,
there is an obvious risk that this is precisely what will happen in the
next few years. The local governments have the greatest responsi-
bility for welfare services but bear only a small part of the costs to
society of local tax increases.
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5 Higher Growth

The preceding chapter examined the possibilities of improving tax
revenue by raising the tax rates and broadening the tax bases. This
chapter focuses on how an increase in resources can be achieved
through economic growth, which means that taxable incomes rise.

To begin with, this chapter describes two alternative scenarios
for economic growth up to 2020. The aim is to shed light on how
the way in which future growth takes place affects the future scope
for tax-funded consumption. In one of the alternative scenarios,
higher growth is achieved through a growth in employment. In the
other scenario, higher growth is achieved by higher productivity
growth in the business sector. The results of the estimates clearly
show that growth based on increased employment has a more posi-
tive impact on the room for tax-funded production than growth
based solely on higher productivity. The other part of the chapter
is devoted to a discussion of the potential that exists for increasing
employment and thereby increasing public resources.

5.1 Employment-Led Growth Increases Public
Resources

Welfare services today are funded mainly by taxes. The tax base is
residents’ earned income, primarily wages and income from busi-
ness activities. Other taxable income comes from sick pay and par-
ents’ allowances, unemployment compensation and pensions. This
part of the tax base also depends on wage developments. Higher
wages automatically trigger an increase in the compensation levels
in the social security systems. The predominant role of wages in
the tax base means that the growth of employment and wage levels
is critically important to the growth of the tax base.

The costs of healthcare, social services and education are largely
determined by wage developments because these activities are
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highly labour intensive. As a rule, the greater part of the costs is for
staff. The possibilities for progressively improving productivity,
that is, being able to provide more and better services without
changing the number of people employed, are relatively few. To be
able to offer more and better services normally requires more staff.

Economic growth based on increased productivity in the busi-
ness sector, and thus higher real wages in the labour market as a
whole, means that the costs of producing welfare services rise as
wages in this sector increase. These cost increases are offset by the
rise in tax revenues. In total there is some net increase, but this in-
crease in resources is small in relation to the increase in production
simultaneously taking place in the business sector.

If the addition to production is instead a consequence of higher
employment, the outcome will be better from the perspective of
the public sector. More employment in the business sector does
not contribute to increases in public sector costs to the same ex-
tent that increased productivity does. On the contrary, public out-
lays may be cut if the higher employment is accompanied by re-
duced payments in the form of unemployment compensation, so-
cial security and sick pay. In that case a larger part of the total tax
revenue is used for other purposes, such as the production of wel-
fare services. In addition the rise in employment, as with higher
real wages, gives rise to higher tax revenues. The effects of higher
employment in the business sector are accordingly positive in two
ways.

Public Consumption a Priority in the Alternative Scenarios

The two alternative scenarios to be described here have been de-
signed so that as many variables as possible are equal in the two
cases. This means that growth is the same in the two scenarios — an
average of 2.0 per cent a year over the entire period up to 2020.
GDP in 2020 is at the same level in both cases, while GDP per hour
worked is different. The same goal as that in the baseline scenario
applies to general government net lending. The regulatory regimes
governing the pension system, other transfer systems and the tax
levy are also similar in the three scenarios.

In the baseline scenario, demography alone determines the
growth in public consumption. In the other two scenarios, the
higher growth provides scope for more positive developments. The
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question being posed is how much more room there will be as a
result of higher growth, given existing regulations for public trans-
fers, tax rates and the level of net lending in the government sector.
In the alternative scenarios, the entire increase in tax revenue is
assumed to be used for public consumption. For this and other rea-
sons, the estimates are to be viewed as illustrations. It cannot be
ruled out that in reality, the gains from a more positive economic
growth might also be used for other purposes. An increase in the
compensation levels in the social security systems is one possibil-
ity. Lower tax rates are another possibility. The estimates are in-
tended to give a picture of the maximum possible extra scope that
higher economic growth could provide for public consumption.”

5.1.1  Growth from Higher Employment

In the first alternative scenario, higher employment will lead to
higher growth. In total, the number of hours worked will increase
by 3.6 per cent between 2002 and 2020, or an average annual in-
crease of 0.2 per cent (table 5.1). In comparison, the number of
hours worked in the baseline scenario grew only by a total of 0.5
per cent between 2002 and 2020. There are 134,000 more persons
employed in 2020 in the scenario with higher employment than in
the baseline scenario.

The growth in employment means that the Government’s em-
ployment targets are met in the alternative scenario. In the baseline
scenario, the percentage of those employed aged 20-64 comes to
77.4 per cent in 2020. In the alternative scenario, this percentage
gradually increases, beginning in 2007, to reach 80 per cent in 2020.

The added employment that takes place can be traced to two
groups that initially have a relatively weak position in the labour
market: namely older people and immigrants. The alternative sce-
nario assumes that employment for women and men aged 55-64
returns to the level that prevailed for the group as a whole in the
early 1970s. This means that the number of working hours per per-
son in this age group will increase by 15 per cent between 2002 and
2020. Immigrants are the other group that increases its labour sup-
ply. In 2020 the current difference between native and foreign born

5! For a more detailed discussion of the alternative scenarios, see Appendices 1-2 of this
Long-Term Survey (SOU 2004:11).
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persons in the labour market has been reduced by two thirds,
whereas in the baseline scenario, the difference between the two
groups falls by only one quarter.

The growth in employment leads to a more rapid growth in
GDP and higher tax revenues than found in the baseline scenario.
Economic conditions in the public sector also improve, owing to
lower public expenditures resulting from the gradual decline in the
number of people needing social insurance allowances. Payments in
the form of unemployment compensation, disability and early re-
tirement pensions and social security decline the most. Since pro-
ductivity growth and hourly wages are the same in the two scenar-
ios, the income index, used to determine the size of pension pay-
ments, will grow by about the same amount. Thus in the alternative
scenario, there is no additional burden on the welfare system in the
form of higher pension payments.

Table 5.1 Some Key Indicators for the Period 2002-2020 in the
Baseline Scenario and in a Scenario with Higher Employ-
ment

Average annual percentage change

Baseline scenario  Alternative scenario 1
Higher employment

Hours worked 0.0 0.2
Business sector productivity 2.2 2.2
GDP 1.8 2.0
Public consumption 0.5 0.8

Source: The estimates for the scenarios in Appendices 1-2 of the Long-Term Survey (SOU 2004:11).

Growth stemming from higher employment increases the possibili-
ties for funding the public welfare systems. This can occur thanks
to both increased revenue from taxation and reduced public expen-
diture in the form of social security benefits. If all the additional
resources stemming from growth are used to increase public con-
sumption, this consumption could increase 0.3 percentage points
more rapidly per year than it would in the baseline scenario.

In the baseline scenario, the increase in public consumption is
entirely dependent on demographic changes. In that scenario, there
is no room for raising either the quality or quantity of welfare ser-
vices. With employment growing at a higher rate in the alternative
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scenario, some room for reforms emerges. If all this room is used
to increase the production of tax-funded services, public consump-
tion can be raised 5.7 per cent above the level achieved in 2020 in
the baseline scenario.

5.1.2  Growth through Higher Productivity

In the second alternative scenario, higher growth is achieved
through higher productivity growth in the business sector as a re-
sult of more efficient methods of production. The scenario is con-
structed in such a way that total production, that is, GDP, grows at
the same rate as it did in the other alternative scenario; this means
an average GDP growth of 2.0 per cent a year between 2002 and
2020. Achieving this rate of growth requires an increase in produc-
tivity in the business sector of 2.5 per cent a year, compared with
2.2 per cent in the baseline scenario (table 5.2).

Even though GDP increases at the same rate as it did in the first
alternative scenario discussed, the additional resources for the pub-
lic sector will not be of the same magnitude. The more efficient
methods of production in the business sector and the improve-
ments in real wages that ensue certainly bring with them more
revenue from taxation; however, they also lead to higher expendi-
tures on the part of the public sector: expenditures in the form of
higher wages for public employees and higher levels of compensa-
tion in the publicly funded social security system. Another differ-
ence from the first alternative scenario is that there is no corre-
sponding savings on the expenditure side in the form of a reduc-
tion in the number of persons in need of social insurance
allowances.
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Table 5.2 Some Key Indicators for the Period 2002-2020 in the
Baseline Scenario and in a Scenario with Higher Produc-

tivity Growth

Average annual percentage change
Baseline scenario Alternative scenario 2
Higher Productivity Growth
Hours worked 0.0 0.0
Business sector productivity 2.2 2.5
GDP 1.8 2.0
Public consumption 0.5 0.6

Source: The estimates for the scenarios in Appendices 1-2 of the Long-Term Survey (SOU 2004:11).

The scenario demonstrates the clear connection that exists between
economic growth and public sector expenditure. This connection
also explains why the real scope for public activity is no greater
than it is in the baseline scenario, even though GDP in this sce-
nario also grows at a relatively favourable pace.

One major reason for this connection between economic growth
and public sector expenditures is that a large part of the expendi-
tures consists of wages paid to public employees. A more rapid
productivity growth in the business sector creates room for a
higher rate of wage increase without a drop in profitability in this
sector. Wages also have to be raised in the public sector to enable it
to recruit and retain labour in the long term, irrespective of how
productivity grows in this part of the economy.

Another reason for public expenditures to follow changes in the
tax base is that a great number of public transfers have a guaranteed
value in real terms; in other words, there is an automatic upward
adjustment linked directly or indirectly to wage developments.
One example is pensions, which make up more than half of public
transfers to households. In the new pension system, there is an
automatic link between the level of the pensions paid out and the
general wage development via an income index. The insurance sys-
tems, which compensate for lost wage earnings such as sick pay and
parental benefits, also have an important link to wage develop-
ments.

In total, developments in the scenario with a higher productivity
growth mean that public consumption can increase an average of
0.6 per cent a year between 2002 and 2020. This compares with 0.5
per cent in the baseline scenario. Thus public consumption will be
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1.8 per cent higher in this alternative scenario than in the baseline
scenario in 2020. In the first alternative scenario discussed, public
consumption was 5.7 per cent higher than in the baseline scenario,
or an increase of more than three times the size.

At the same time it should be pointed out that a productivity-led
growth is also essential for welfare in that growth increases a soci-
ety's total resources. A policy that results in higher growth there-
fore involves greater welfare for society in general. Nevertheless, it
does not automatically mean that there will be more resources for
publicly funded welfare. However, economic growth does increase
household resources and thus also their ability to pay for welfare
services.

5.1.3  Higher Growth Yields Limited Additional Resources

In the scenario just described, the assumption is made that the en-
tire capacity for additional reform is used to boost public consump-
tion. All extra revenue from taxation is channelled into increasing
the production of tax-funded services. No part of the additional
resources is used for other reforms, such as tax relief or higher
benefit levels in the social security systems. Even though all the
extra room brought about by growth is used for public consump-
tion, the effects are still relatively limited. The higher economic
growth allows for a growth in public consumption of only one or
some few tenths of a percentage point faster than in the baseline
scenario (table 5.3).

Table 5.3  Public and Private Consumption per Capita, 2002-2020

Average annual percentage change

Higher Growth

Baseline scenario Alternative 1 Alternative 2

Increased Employment  Higher Productivity

Public consumption 0.0 0.3 0.1
Private consumption 2.0 2.1 2.2
Difference -2.0 -1.8 -2.1

Source: The estimates for the scenarios in Appendices 1-2 of the Long-Term Survey. (SOU 2004:11).

It is clear from table 5.3 that growth generated by higher employ-

ment in the economy makes a greater quantitative contribution to
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the capacity to increase public consumption than does growth
based solely on increased productivity. In addition the growth in
the alternative scenario with higher productivity results in a greater
difference in growth between public and private consumption than
in the baseline scenario (see the bottom row in table 5.3). The
more rapid growth in private consumption may also give rise to
additional demands being made on services funded by taxes. In that
event, there is a risk that the additional resources that are a result
of growth will contribute to aggravating rather than alleviating the
funding problem in the public sector.

In the scenario with higher employment, the higher growth also
leads to a somewhat faster growth in private consumption than in
the baseline scenario. However, the increase in private consump-
tion is less than the increase in public consumption. Public con-
sumption in the alternative scenario with higher employment could
increase by 0.3 per cent per person annually, or at approximately
the same rate of increase that was experienced in the 1990s (see
table 3.6 and table 5.3).

Despite the assumptions made in this alternative scenario about
a marked increase in the level of employment for immigrants and
persons in the age group 55 to 64, the higher growth does not con-
tribute to any decisive change in the growth of public consumption
in relation to private consumption. In this connection, it should
also be pointed out that there is a limit to the potential that exists
in the form of unutilised labour. The extent to which older work-
ers, immigrants or other groups can find employment in the labour
market cannot be raised inexorably. When all reserves have been
used, a further increase in employment levels is not possible and
this factor can no longer make a contribution to any further in-
crease in public consumption.

5.2 A Reversal in Trends Required for an Increased
Labour Supply

From a historical perspective, growth that is based on an increase
in the labour supply cannot be taken for granted. Historically,
growth has been decided by improvements in productivity.

In the first alternative scenario, the labour supply is assumed to
increase so that employment reaches 80 per cent in 2020. What are
the possibilities in the future of achieving this or an even greater
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improvement in the labour supply? This issue can be approached in
various ways. One way is to examine the general developments in
the labour supply in the working age population. What are the his-
torical developments respecting average working hours, labour
force participation, employment, and absenteeism and what do
they have to say about future developments? Another way to ap-
proach the question is instead to see if there are any individual
groups with a labour supply that is clearly lower than that of other
groups. This section examines the potential for an increase in the
labour supply from both these angles.

5.2.1 Declining Average Labour Supply

From a historical perspective, the long-term trend shows a gradual
decline in the labour supply, measured as the number of hours
worked per working age person.’”” The total number of hours
worked in the economy today is by and large the same as it was 30
years ago, even though the working age population has grown by
about 10 per cent. The growth also should be seen in the light of
women’s labour force participation. In this period, women joined
the labour force and now are wage earners to an extent never ex-
perienced before. The impact on the labour supply of the popula-
tion increase and women’s entry into the labour market has offset
the declining labour supply among men and a delayed entry into
working life because of studies.

The average number of hours worked among persons of working
age has fallen for almost thirty years, as shown in diagram 5.1. Es-
pecially obvious is the decrease that occurred during the economic
crisis in the early 1990s. As also shown in diagram 5.1, the trends
are considerably different for women and men. Men are working
less and less, even though the downward trend has tended to be
stagnant in the past ten years. However, women’s total labour sup-
ply increased continuously up to the end of the 1980s and, after a
short downturn in connection with the 1990s crisis, has stayed at a
largely unchanged level. The difference between men and women’s
total labour supply has not changed appreciably in the past ten
years.

2 Working age is defined here as 2064 years of age.
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Diagram 5.1 Trends in the Average Number of Hours Worked per
Week per Person in the Population Aged 20-64, 1976-
2002
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Source: SCB [a] and own estimates.

What are the factors behind the general trend to a reduction in the
average labour supply? The explanation can roughly be divided into
two parts. The first is made up of the average working hours per
week by those who are working (see diagram 5.2).> The second is
composed of the number of persons aged 20 to 64 who are not
working. Those who are not working can, in turn, be divided into
three different groups: those who are employed but for some rea-
son are absent from their jobs, those who are in the labour force
but are unemployed and those who for various reasons are not part
of the labour force at all.

% For those in fact working (a minimum of one hour) during the week measured. Those
who are absent the entire week, for example, those on holidays, are therefore not included.
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Diagram 5.2 Population According to Labour Market Status
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Generally speaking, the average working hours for every person
that is working have declined slightly since the middle of the 1970s
and the percentage of the population that for various reasons is not
working has increased. However, behind these general trends, there
are large differences between different age groups as well as be-
tween women and men.

Some Reduction in the Average Number of Working Hours per Week
for Persons with Work

The average weekly working hours for persons who are working
has fallen slightly since the middle of the 1970s. However, even
though the total picture shows a relatively small change, it masks
two very different trends for men and women. The average work-
ing week for men has been shortened continuously and fell by al-
most two hours a week over the entire period. During the same
period, women have continuously increased their total working
hours by the equivalent of over two hours a week. One important
explanation for this is a drop in part-time employment among
women; today about 60 per cent of women work full-time, com-
pared with just over 50 per cent in 1987.>* The different trends for

34 SCB[a]. Refers to the percentage of employed women working full-time.

85



Higher Growth The Long-Term Survey 2003/04

men and women have led to a sharp fall in the gender difference in
working hours per week since the middle of the 1970s.

However, the average working hours per week for men who are
working is still six hours longer than the average weekly working
hours for women who are working.

Whether in the future more full-time employment can
contribute to a further increase in women's average Working hours
per week is uncertain. Concurrent with the steadily i 1ncreas1ng per-
centage of people who work full-time, the increase in the percent-
age of women who are working full-time will likely decline. Thus
the trend to an average decline in working hours per week will be-
come more obvious.

One important explanation for the lower labour supply is that
women have historically taken more responsibility for children and
the home. Women have taken and continue to claim a considerably
larger percentage of parental leave and also work part-time to a
greater extent during the years when their children are small. How-
ever, the lower labour supply is true not only of women with chil-
dren, but also of younger and older women without small children.
The high percentage of women working part-time is also likely due
to the fact that many women work in sectors in which employers
prefer part-time work, such as retail trade and healthcare and social
services. It is likely in the future that women will also take chief
responsibility for the home and children and that a considerable
number of women will also choose to work part-time. If this pat-
tern is to be broken, important reforms would probably need to be
made, not least in parental benefits, a topic that is discussed in Ap-
pendix 12 of the Long-Term Survey.” At the same time, such an
increase in the female labour supply could very well result in a re-
duction in the male labour supply.

As Chapter 3 made clear, a considerable number of older people
living at home who are in need of help already receive informal help
today. In future when the number of elderly increases, more elderly
will get help from relatives. In addition to husband /wife/partner,
the help has come mostly from daughters or daughters-in-law. If
current gender roles endure, it is likely that women of working age
will in the future take greater responsibility for the care of the eld-
erly at the same time that the number of elderly is increasing and
public resources for eldercare will be limited. Greater responsibility

> SOU 2003:36.
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for the care of the elderly may affect the labour supply of women
of working age. Such a trend would grow if the public sector’s abil-
ity to maintain eldercare worsens, owing to limited public re-
sources.

The Proportion of Persons Working

In addition to the average number of working hours of those who
actually work, the labour supply is determined by how many are
working. Owing to women’s entry into the labour market, their
representation increased continuously up to the second half of the
1980s at the same time that the percentage of men who were work-
ing fell (see diagram 5.3). However, the upward trend in the per-
centage of women working came to a stop with the crisis in the
early 1990s when their representation fell sharply. After that, the
percentage of persons working has increased somewhat, but it is
still well below the highest levels reached during the boom in the
late 1980s.

A decline in the percentage of those working naturally means
that there is a simultaneous increase in the percentage of those
who, for various reasons, are not working. As previously men-
tioned, those not working can be divided into three groups: em-
ployed persons who are absent from their jobs, the unemployed
and persons not participating in the labour force at all. The follow-
ing sections discuss the trends for these three groups over the past
25 years.
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Diagram 5.3 Percentage of the Working Population Aged 20-64,
1976-2002

Per cent
80

75

70

65

- o = = - o = o=
60 - - - ..-.—’

55

50
1976 1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002

== =Men = = = Women Total

Source: SCB[a].

Absenteeism: No Upward Trend, but Sharp Variations from Year to
Year

A considerable proportion of employee absenteeism from work is
attributable to holidays, but absenteeism for this reason has not
increased in the past 15 years; on the contrary, it has fallen.’® The
trend in absenteeism from work owing to illness or care for chil-
dren does not appear to have changed appreciably in the past 30
years.”” However, there are large swings from year to year. Absen-
teeism was at its highest during the boom of the late 1980s and
then fell rapidly to its lowest level during the crisis in the early
1990s. However, in recent years employee absenteeism has in-
creased rapidly. It is very important to end this trend so that in the
future the supply of labour does not decline any further. In the
Survey’s baseline scenario, this negative trend is assumed to have

% SCB[al.

% SCBJa]. Absenteeism refers to absence from work for the whole week measured. This
means, for example, that holidays the entire week are counted as absenteeism, whereas
short-term absences (meaning that a person has worked at least one hour during the week
measured) owing to illness are not included.
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been stopped. If that does not prove to be the case, the baseline
scenario will overestimate the labour supply as well as growth.

Higher Unemployment

For a long time, unemployment in Sweden was very low.
Unemployment rose sharply during the crisis in the early 1990s,
but it has since fallen. Even so, unemployment today is
considerably higher than it used to be. Unemployment in general
has risen, but certain groups are affected much more than others.
The level of unemployment is considerably higher among the
young, immigrants, the unskilled and older people. Section 5.3.3
discusses the position in the labour market of some of these groups
in more detail.”®

A Sharp Increase in the Percentage of Persons Not Participating in the
Labour Force

In 2002 about one fifth of women and one sixth of men aged 20 to
64 were not in the labour force (see diagram 5.4). The percentage
of men not participating in the labour force has been on an upward
trend since at least the middle of the 1970s. With women entering
paid labour in the 1970s and 1980s, the percentage of women in the
labour force increased. Since 1990 the trend showing that an in-
creasing percentage are not participating in the labour force has
been the same for women as for men. As a result, the gender dif-
ference has changed little in over ten years.

%8 See also the Long-Term Survey 1999/2000 (SOU 2000:7), for an in-depth analysis of the
causes of unemployment.
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Diagram 5.4 Men and Women in the Population Aged 20-64 Not
Participating in the Labour Force, 1976-2002
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Source: SCB [a].

About 40 per cent of those not participating in the labour force in
2002 were studying. About a third were people who were sick
without a job to return to. In many instances, they had taken early
retirement for health reasons.” The remainder — just over 20 per
cent — were not participating in the labour force for other reasons.
Among the young aged 16 to 19, the percentage of those study-
ing has increased both because more are taking an upper secondary
school education and all upper secondary school programmes now
take three years. The rapid expansion of universities has contrib-
uted to the increase in the percentage of students in the popula-
tion. This is true of persons both under and over age 25. It should
also be noted that among young persons aged 16 to 24, the number
of persons who neither work nor study has more than doubled
since 1990. In 2002 about 11 per cent of young persons in this age

% In December 2002, over 9 per cent of the population aged 20-64 received early retirement
pensions or temporary disability pensions; about three quarters of these received full pay.
About half of those with an early retirement pension or temporary disability pension were
55 years of age or older. The National Social Insurance Board (Riksforsikringsverket)
[2003b].
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group neither worked nor studied.®® Over half of these have stated
that they do not want to work.

5.2.2 Fewer Men Aged 25 to 54 Work

The previous section gave a general picture of how the labour sup-
ply has changed in recent decades. This has been largely accom-
plished by describing the trends in the entire working age popula-
tion, that is, the total number of persons aged 20 to 64. As dis-
cussed, the general trends accommodate important differences
between women and men and between different age groups. It is
important to examine the trend for the group often considered to
be the core group in the labour market, namely, men between 25
and 54 years old. This should provide a picture of the underlying
trends. This group very clearly has the highest labour supply of all
groups, but it nevertheless exhibits a steep decline in its labour
supply over time.

60 Refers to young people who, according to SCB’s Labour Force Survey (LFS), are not in
the labour force, but are not studying. Thus, according to the LFS, the figures do not in-
clude young people who are registered as unemployed. See also SOU 2003:92, which dis-
cusses the situation for this group.
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Diagram 5.5 Number of Hours Worked per Week by Men Aged 25-54
Spread over the Population, 1976-2002
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Diagram 5.5 shows the labour supply expressed as the number of
hours worked per week spread over the total number of men in the
population in that age group. The drop in the labour supply ex-
pressed as the number of hours worked per person in the entire
population has been affected to some extent by an increase in un-
employment. Also the mean working hours for persons who are
actually working declined, partly as a result of a rising proportion
of part-time work among men between the ages of 25 and 54.
However, absenteeism due to illness, holidays and similar reasons
has not changed appreciably in this group when viewed from a
long-term perspective. But the most important explanation for the
sharp drop in the labour supply among men between the ages of 25
and 54 is that an increasing number are not participating in the la-
bour force. There are certainly fewer in this group who do not par-
ticipate in the labour force than in other groups, but nevertheless
more than 10 per cent of men between the ages of 25 and 54 were
not in the labour force in 2002. Thirty years earlier the percentage
stood at less than 5 per cent.

One important explanation for the increasing percentage of men
in this age group who do not participate in the labour force is that
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the percentage of men stating that they are unable to work has
risen sharply. The percentage of the population in this age group
that is unable to work has more than doubled since the beginning
of the 1990s and came to over 4 per cent in 2002. This increase is
also reflected in the statistics for the number of persons who have
taken early retirement or temporary disability pensions. In Decem-
ber 2002, 4.8 per cent of the men in this age group had taken early
retirement or were living on temporary disability pensions.*'

The proportion of those not participating in the labour force be-
cause of studies has also increased. In 2002 almost 70,000 men be-
tween the ages of 25 and 54, or 3.7 per cent of the number of per-
sons in this age group, were not in the labour force because they
were studying. In addition to these students, there are more than
67,000 employed men who are studying. About 40 per cent of the
latter are studying full-time; the result in most cases is a lower la-
bour supply.”” As already mentioned, part-time work in this age
group has increased; a part of the increase in part-time work can
probably be attributed to a higher percentage of students. As
shown in diagram 5.6, this means that a total of more than 7 per
cent of men in this age group are studying. For the majority, this
means that their labour supply will be lower than it would have
been otherwise. During the academic year 2002/2003, more than
67,000 men between the ages of 25 and 54 received study allow-
ances.”

Diagram 5.6 also shows that the percentage of women that are
not participating in the labour market owing to studies is consid-
erably higher than the percentage of men. In the middle of the
1970s, the gender distribution of students was considerably more
even.

¢! Some had pensions on a part-time basis. Recalculated as full-time absence, the percentage
came to 4.3 per cent of the population. Riksférsikringsverket [2003b], see table 3b in the
appendix, and SCB[a].

2 Many of these full-time students work evenings and weekends, for example.

© CSN [2003].
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Diagram 5.6 The Percentage of the Population that Is Studying, by
Age Group, 2002
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Note: The information refers to the total number of persons not in the labour force who are students and em-
ployed persons who are studying.
Source: SCB [a].

There is a steep negative trend in the labour supply of men between
the ages of 25 and 54. At the same time, it is difficult to find an ex-
planation for the negative trend in the labour supply of this group.
This is not the group normally expected to have a high incidence of
ill-health. Nor is it this group to which the education system is
primarily directed. Nevertheless the percentage of students in this
group has risen and an increasing number are not participating in
the labour force as they regard themselves as unable to work.

General Trend to a Declining Labour Supply

The trend displayed by the labour market’s core group strengthens
the impression that there is a continuing downward trend in the
labour supply among the working age population. This trend de-
pends to some extent on the drop in the number of working hours,
but by far the most important explanation is that for various rea-
sons, more persons in this age group are not participating in the
labour force. The same development can also be found among
older workers and, in recent years, among women. The tendency
for women’s labour supply to approach that of men appears to have
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been broken and a gender difference remains. Taken together, the
labour market trends that have been described give the impression
that there is a general downward trend in the labour supply. The
most important factor explaining this trend is the decline in labour
force participation.

A declining labour supply is consistent with choosing an increase
in welfare in the form of more leisure. However, given that house-
hold disposable income after taxes has not increased during the en-
tire period studied, this cannot be the only explanation. Changes in
the work environment, increased educational requirements and
changed attitudes about working might also have contributed to
the shrinking labour supply. Another possible explanation might
also be that young people who entered the labour market during
the crisis in the early 1990s never managed to get a foothold in the
labour market and even after the crisis, they have had difficulty en-
tering the labour market.

The systems for taxation and government grants are of impor-
tance to the labour supply owing to their impact on the individual’s
financial incentive to work. The tax on labour affects the choice
between work and leisure time. The higher the tax on labour, the
less expensive leisure time appears. As discussed in Chapter 4,
there is a considerable risk that in the future, local governments
will raise taxes to meet the demand for welfare services. Such tax
increases could reduce the motivation to work and thus have a
negative effect on the labour supply and in that way, make it more
difficult to fund the growth of the welfare services.

The social insurance system does provide an incentive to begin
working since most benefits are linked to income. Once one has
qualified for the benefits, poorly designed social insurance pro-
grammes may instead contribute to a reduction in the labour sup-
ply. As seen in Appendix 14 of this Long-Term Survey,** the mar-
ginal effects of working longer hours for those who are already
employed have fallen in recent years, that is to say, it has become
more profitable for those already working to increase the number
of hours that they work. However, according to the same appen-
dix, the combination of taxes and grants does not make it especially
profitable for certain groups to switch from unemployment or sick
pay benefits to work. Poor control reinforces the negative effects
on the incentive to work.

¢ SOU 2004:2.
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To break the downward trend in the labour supply, it is there-
fore important to have an ongoing review of the design of the so-
cial insurance systems, their observance and the means of control.
Likewise, measures in other areas that can foster a higher labour
supply may also be of importance. At the same time, shortening
working hours or other changes in the rules that contribute to low-
ering the labour supply would appear to be steps in the wrong di-
rection.

In the baseline scenario in the Long-Term Survey, the assump-
tion is made that the downward trend in labour force participation
is broken. This assumption presupposes a policy aimed at promot-
ing a high labour supply.

5.2.3  Some Discernible Potential in Individual Groups

The general trend in the labour supply is important to keep in mind
in discussions about the individual groups in which, it is often ar-
gued, there is a potential for an increase in the labour supply. Three
groups are often singled out in the debate: the young, older people
and immigrants. These groups currently have a lower labour force
participation rate than other groups. How important are these
groups for the labour supply, and how can the labour supply in
these groups increase?

Young People’s Establishment in the Labour Market

As became clear in a previous section, the percentage of young
people who are not working owing to studies has increased over
time. Having more people continue their studies is also an explicit
policy objective that has been implemented by such measures as
the expansion of post-secondary education and an extension of all
upper secondary school programmes to three years. Investing in
education raises the competence of the labour force, a result which
is positive for productivity and growth in the long term. A higher
level of education can also help contribute to greater flexibility in
the labour force. At the same time, the percentage of unskilled
workers is declining. Unemployment in this group had increased
concurrently with the disappearance of the simpler jobs in the
manufacturing and other sectors. In general more education and a
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higher level of competence can thus be positive for the economy in
the long term.

However, investment in education also has a cost side. There are
costs both in the form of the education itself and in the form of the
reduction in the labour supply that lasts for the length of the edu-
cation. Because more are studying for an increasingly longer time,
there are fewer persons in the labour market than there would be
otherwise, and production and growth tend to be lower. Accord-
ingly, the future return in the form of higher competence and pro-
ductivity has to be weighed against the present costs, such as a
lower labour supply and thus lower production. The effect of a
higher proportion of students is unequivocally negative as far as
the prospects of funding the welfare services with taxes are con-
cerned.”

The labour supply is also reduced because young people on aver-
age are spending a longer time in the education system. It has be-
come more common to supplement or raise one’s upper secondary
school grades by studies in the municipal adult education system
(komvux). Over 60 per cent of those young persons between the
ages of 19 and 24 who began studies at the upper secondary school
level of komvux in 2002 had at least a three-year upper secondary
school education behind them.® A study of conditions in 2003
noted that 40 per cent of all 23 year olds had experience studying at
komvux.*” Among all the age groups studied, every fifth person had
begun studies at a komvux at 20 years of age at the latest.

The length of university studies has also increased, while the
number graduating has not at all kept pace with the number of stu-
dents entering.®® It appears that young persons are spending more
time in total studying than is warranted by the length of their edu-
cational programme. This naturally has a downside in the form of
the costs to society of a lower labour supply.

To sum up, this trend means that the age at which young per-
sons are establishing themselves® in the labour market has tended
to increase. This age was about five years higher in 2000 than it was

 Swedish Association of Local Authorities [2002a].

¢ Appendix 10 of the Long-Term Survey 2003/04 (SOU 2003:96).

¢ Swedish National Agency for Education (Skolverket) [2003b].

¢ Ds 2000:58.

% In SOU 2001:54 this was defined as the age at which 75 per cent of the age group were
employed.
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in 1987.7° Measured in the same way, women in 2000 were estab-
lishing themselves in the labour market when they were about 27
years old and men when they were 26 years old.

Thus it is evident that young persons are working less today
than they did earlier. Looking to the future, the question is what
potential there is for an increase in the youth labour supply. The
lower labour force participation depends to a considerable extent
on studies, which can be viewed as an important part of future eco-
nomic growth in that there will be a better supply of well-educated
labour. At the same time, there is good reason to ask if the labour
supply among young people has fallen more than can be considered
economically efficient as a result of studies or other reasons.

There should therefore be some potential for young people to
increase their labour supply in the future without having a negative
impact on education levels. This should be possible by shortening
the time spent studying, for example, by reducing supplementary
studies at the komvux and speeding up the throughput at the uni-
versity level.”' At the same time, historical trends point to lengthier
education programmes, which indicate that young people are
unlikely to constitute any significant potential for increasing the
labour supply. In the scenarios in the Long-Term Survey, the as-
sumption has been made that the historical trend to longer study
times has come to an end and the percentage of students in various
age groups will not exceed current levels.

Older Workers’ Retirement from the Labour Market

The differences in the male and female labour supply are most ap-
parent for older workers in the labour market — here meaning per-
sons between the ages of 55 and 64. While older women have in-
creased their labour supply in the past 30 years, men have reduced
theirs, even though some recovery has taken place in the ten years
after the crisis in the early 1990s. Though the labour supply among
older men has fallen, it is this group that has the highest supply of

7°SOU 2001:54.

7! As one of its tasks, the Commission on Higher Education Admission (Tilltridesutrednin-
gen) (dir 2003:38) is to propose measures for reducing the number of persons at komvux
repeating upper secondary school courses to increase their competence for reasons of com-
petitiveness and for increasing the number of students going directly to university from
upper secondary school.
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labour after the core group in the labour market: men between 25
and 54 years of age. The labour supply of older men is about 25 per
cent lower than in the core group (see diagram 5.7) and older
women’s labour supply is about 40 per cent lower than that of the
core group. However, older men’s relatively high labour supply is
explained by the fact that the percentage of men between 55 and 59
years of age who are working is only a few percentage points lower
than that for men between 25 and 54 years of age. However, among
the older men in the labour market, those between the ages of 60
and 64, fewer than half are working. The labour supply in this age
group is therefore considerably lower than it is for men in the core

group.
Diagram 5.7 Labour Supply in Different Age Groups Compared with

the Labour Supply of Men Aged 25-54, 2002
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It should also be noted that there appears to be a general interna-
tional trend to a reduced labour supply among older people. In the
ten countries compared, labour force participation among men be-
tween 60 and 64 years old has declined continuously since the be-
ginning of the 1960s in all the countries.”

72 Gruber, J. & Wise, D.A. [1999].
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In the description in section 5.1 of the alternative scenario with
an increase in employment in the economy, this increase is as-
sumed to take place among immigrants and older workers. If the
labour supply per person 55 to 64 years old were to increase by
about 15 per cent — an assumption made in the alternative scenario
— the impact on the total labour supply would mean that in 2020,
the labour supply would be about 1.5 per cent higher than the as-
sumption made in the baseline scenario of the Long-Term Survey.
This should be put in the context of the total increase in the num-
ber of hours worked, which is 3.2 per cent in the alternative sce-
nario compared with the baseline scenario. The total increase in the
labour supply described in the alternative scenario yields an in-
crease in GDP growth of 0.2 percentage points a year (see table
5.1). At the same time, it improves to some extent the possibilities
of funding public consumption of such services as welfare. Here
public consumption per person would be able to increase by 0.3 per
cent a year, compared with O per cent in the baseline scenario.

The change in older workers’ labour supply assumed in the al-
ternative scenario can also be expressed as a change in the actual
retirement age.” A 15 per cent increase in the labour supply of
older people would be equivalent to an increase in the actual re-
tirement age of about eight months, in comparison with the base-
line scenario, or from 62.4 to 63.1 years of age.”

The assumptions in the alternative scenario about the future la-
bour supply of older people have to be viewed as optimistic. The
assumptions mean that older people increase their labour supply
sharply, while the youth labour supply does not increase. Impor-
tant changes are probably needed to achieve such a development.
Appendix 5 of the Survey discusses the type of changes that would
be needed to achieve this increase such as relatively far-reaching
reforms of social insurance programmes. It is difficult to see how it
would be possible or reasonable to implement such extensive re-
forms aimed solely at older workers in the labour market. In that
case, it is probably more appropriate and more effective to take
more general measures that affect all groups in the labour market,
including older workers. There is also a higher percentage of people

73 The effective retirement age referred to here is the average retirement age for persons aged
50 still in the labour force.

7* Specially requested estimates prepared by Hans Olsson, Swedish Association of Local
Authorities.
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with health problems in this age group. Thus it is plausible for the
labour supply to be somewhat lower among the oldest in the labour
market than it is among the younger. The Survey therefore consid-
ers general measures that would increase the labour supply among
older people as well as other groups to be most relevant. But these
general measures could well be combined with other measures to
remove specific existing labour market obstacles for older work-
ers.”

Immigrants’ Position in the Labour Market Remains Weak’

Persons with a foreign background, ” especially those with origins
in countries outside the EU, currently have lower labour force par-
ticipation and experience higher unemployment than persons born
in Sweden, and the difference is substantial. Moreover, as Chapter
3 made clear, it is expected that in the future most of the increase
in the percentage of foreign born persons of working age will be in
the form of immigration by refugees and their relatives. If this
group continues to have the same position in the labour market
that it has now, the total labour supply in the economy will decline
up to 2020, even though the number of persons of working age will
increase. In the baseline scenario, it has been assumed that the la-
bour market position of the foreign born will improve over time.
Even with this assumption, employment among the foreign born is
estimated to be about 15 percentage points lower than among the
native born. Employment among the foreign born is estimated to
come to over 64 per cent in 2020.

If the foreign born were working to the same extent as the native
born, there would, of course, be a considerable rise in the labour
supply. However, the likelihood of such a development is ques-
tionable. Historical trends in Sweden do not provide support for

75 See Appendix 5 of this Long-Term Survey for a discussion of possible obstacles and meas-
ures. (SOU 2004:44).

76 Immigrants’ position in the labour market is discussed in Appendix 4 of this Long-Term
Survey. (SOU 2004:73).

77 A number of different concepts are used in the statistics as well as in public discussions.
Persons with a foreign background are those who have themselves immigrated or have at
least one immigrant parent. Immigrants have themselves immigrated, as has a person termed
foreign born. ‘Second-generation immigrants’ is a term sometimes used to refer to children
of persons who have immigrated — sometimes only when both parents have immigrated,
sometimes when only one parent has done so. A differentiation is sometimes also made
between persons with Swedish and foreign citizenship.
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much optimism. The labour market position of persons with a for-
eign background has been especially weak, not least in the 1990s,
with high unemployment and the exclusion of a large proportion of
this group from the labour force. As well, persons born in Sweden
with parents from other countries and persons with a Swedish edu-
cation but a foreign background have a weaker position in the la-
bour market. Persons with a background in countries outside the
EU also have a weaker connection to the labour market than do
other immigrants. At the same time, the majority of immigrants in
the past decade have come from such countries. In the population
projections that are the basis of this Long-Term Survey, it is also
assumed that most of the future immigration will come from coun-
tries outside an enlarged EU. The population projections assume
that the entire net addition of persons of working age in the popu-
lation come from these countries.

The reasons for the low level of employment among the foreign
born have been studied and several explanations have been put for-
ward on both the supply and the demand sides. On the supply side,
education, proficiency in Swedish, time spent in Sweden and
networks in Sweden may have an impact. However, there are con-
siderable differences between various groups having a foreign
background; therefore, it is not possible to make generalisations on
the supply factors for the whole group. It also seems that the de-
mand side is an important component in explaining the labour
market establishment of persons with a foreign background. The
existence of discrimination in the labour market that makes it more
difficult for persons with a foreign background to get a fast foot-
hold in the labour market must not be ignored. Because of this dis-
crimination, it is not enough to strengthen individuals’ financial
incentives to work in order to boost the labour supply. It also re-
quires measures that encourage the labour market demand for vari-
ous groups of persons with a foreign background. It is possible that
the demand will increase in the future in the event of a labour
shortage. Possibly one can hope that this will reduce the incidence
of discrimination and other factors that in the long term affect the
labour market demand for persons with a foreign background.

In the light of historical trends, it is difficult to see how the po-
tential labour supply that exists among persons with a foreign
background can be fully realised. It will probably require changes
in legal instruments as well as attitudes in the labour market to-
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wards these persons if employment levels are to increase more than
what is anticipated in the baseline scenario.

In the alternative scenario based on higher employment, it is as-
sumed that two thirds of the difference in the level of employment
between the foreign and native born will disappear by 2020. This
would increase the total labour supply measured as the number of
working hours so that by 2020 it would be 1.7 per cent higher than
it is in the baseline scenario. This can be compared with the in-
crease of 3.2 per cent in the total number of hours worked by 2020
in the alternative scenario compared with the baseline scenario. As
previously mentioned, growth in the alternative scenario is 0.2 per-
centage points higher than it is in the baseline scenario and makes
possible an increase in public consumption of 0.3 per cent a year.

However, immigration is assumed to take place chiefly in the
form of refugees and relatives, while labour force immigration will
be small, even with the expansion of the EU in the spring of 2004.
Since most countries in Europe, like Sweden, will be confronted
with a demographic trend to an ageing population, there is little
potential for any more large-scale immigration to Sweden from
countries in Europe. Instead it is more likely that people from such
regions as North Africa and East Asia may be interested in immi-
grating to Sweden and other parts of Europe.”* Accordingly, the
potential for labour immigration to Sweden is presumably highest
in groups whose compatriots have had difficulty getting a firm
foothold in the Swedish labour market.

For labour immigration to have any great importance in funding
the public sector in the future, this immigration would need to be
on a very large scale. Given that labour immigration would have to
be on a large scale and that the potential for labour immigration is
found chiefly in countries outside the EU, it is improbable that
labour immigration could play any greater part in solving the future
funding of the public sector. As shown in Appendices 1 to 2 of the
Long-Term Survey, " it is more important from the perspective of
public resources that the immigrants who are already in Sweden
can find a foothold in the labour market than it is to increase the
labour supply through labour immigration.

78 D. Rauhut [2003].
72 SOU 2004:11.
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5.3 Changes Required for a Higher Labour Supply

As this chapter has shown, higher growth means higher economic
welfare, irrespective of whether the high growth is based on in-
creased productivity or on increased employment. However, only
higher growth generated by increased employment is able to help
increase real public resources in any material way. However, the
potential for a larger labour supply drawn from all sources is not so
great that it would be able in the long term to increase public re-
sources in line with the increase in the demand for welfare services
when incomes rise.

The higher employment anticipated in the alternative scenario
will not emerge of its own accord. On the contrary, there appears
to be a general trend to a smaller labour supply. The Survey’s base-
line scenario can therefore be considered relatively optimistic, as
labour force participation and absenteeism are anticipated to re-
main at their current levels and not drop any further.*®* The em-
ployment rate for immigrants is assumed to increase. To achieve
more positive results in the labour supply beyond those assumed in
the baseline scenario would require changes that mean a reversal in
the downward trend in the labour supply. The conclusion in this
chapter is that measures to increase the labour supply should first
be general in nature, rather than focusing on individual groups in
the labour market. This includes continued tightening in the social
insurance systems. Such tightening would, in addition to promot-
ing a higher labour supply, also reduce public expenditures. A lar-
ger labour supply would increase growth and improve the public
sector’s prospects of funding welfare services.

More general measures also need to be supplemented by meas-
ures that are primarily aimed at individual groups. The trend to
young persons’ increasingly later labour market entry should be
countered by such measures as streamlining education and thus
shortening study time. However, there is a trend to longer study
times. In addition there is good reason for measures to help per-
sons with a foreign background get a stronger foothold in the la-
bour market; there appear to be serious problems on the demand
side for this group.

% In the baseline scenario, it is assumed that average working hours will continue to decline.
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6 Higher Productivity in Public
Activities

The possibility of improving productivity in the production of wel-
fare services is a factor that could counteract the heavier burden on
public sector finances in future. As Chapter 3 makes clear, the na-
tional accounts are based on the assumption that productivity
growth in the public sector is null. This means that production in
the public sector can increase only if the input of resources in-
creases.

In the scenarios in the Long-Term Survey, which are based on
the national accounts, the same assumption is made. Estimates of
productivity growth in all or part of the public sector indicate that
productivity growth here is weaker than in other parts of the econ-
omy.

This chapter discusses the arguments for and against the possi-
bilities of productivity improvement in the public sector. Special
attention is given the experience gained from the increased expo-
sure to competition that has occurred in public sector activities in
recent years.

6.1 Productivity in Public Activities

A rise in productivity means that for a given resource input, it is
possible to produce more services or improve the quality of the
services already being produced. As discussed in Chapter 3, the
conditions for productivity growth differ from one activity to an-
other. In certain activities, it is simply more difficult to raise pro-
ductivity through rationalisations or in other ways. This is often
the case in labour intensive services, for example social services or
education, where it has proved difficult to reduce the time-
consuming labour required without a decline in the volume and/or
quality of that being produced. This indicates that the potential for
future productivity improvements is limited for many of the wel-
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fare services that the public sector in Sweden to a large extent
funds and produces.

At the same time, there are other factors that indicate that there
should also be a potential for productivity improvements in the
production of welfare services. The technical developments in such
fields as medical technology and information technology that have
improved treatment methods and administrative processes are one
such factor.

6.1.1  Weak Productivity Growth in Public Activities

A productivity increase in private production is often expressed in
the form of a lower price on a good of a certain quality. This pro-
ductivity increase can also be expressed in the form of an im-
provement in the quality of the good at a given price. Productivity
is estimated by relating the value added to the resources used in
making the good or producing the service. For welfare services
funded by public money and not priced in a market, there is no
market price to help in estimating the value added of what is being
produced. In the national accounts, the value added in the public
sector is assumed to be equal to the costs of the resources used. In
addition, productivity growth in the public sector is assumed to be
null. In attempting to estimate the actual productivity growth in
public activities, the change in costs is related to some form of
measure of what is being produced. Some measure of volume is
often used, for example, the number of students per teacher or the
number of operations. Progress in the quality of the service is less
often taken into account. The statistics needed for this are fre-
quently lacking. As a result, measures of the change in productivity
of welfare services are based either on assumptions or on measures
in which the change in costs is related to volume measures. Conse-
quently, the best one can get is approximations of the growth in
actual productivity.

The Few Existing Studies Point to Weak Productivity Growth in the
Public Sector

Studies of the actual productivity growth up to the early 1990s in-
dicate that the assumptions in the national accounts have not been
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entirely wrong. The measurements, which also have weaknesses,
show that productivity growth up to 1992 was low in the public
sector and in certain cases, it was even negative.”'

There are no analyses of productivity growth anywhere in the
public sector in the 1990s and early 2000s. The Swedish Agency for
Public Management (Statskontoret) in 1998 estimated productivity
growth between 1990 and 1997 in a number of central government
activity areas.” The productivity of the public authorities examined
increased by an average of 0.8 per cent a year during the period
studied. However, the Agency’s study cannot be used to assess the
growth of the public sector as a whole, as the activities that are in-
cluded comprise a limited part of central government activities. The
central government sector, in turn, makes up only one part of the
total public sector; municipal authorities and county councils are
responsible for large parts of public sector activities.

Cost Savings in the 1990s — Uncertain Impact on Productivity

A large part of public production takes place in municipalities and
counties, which are responsible for healthcare, schools and social
services. In the first half of the 1990s, there was extensive downsiz-
ing in these areas. This downsizing led to a fall in the cost per child,
student or elderly person. This may have had an impact on the
quality of the activities, but there is no measure of quality for mak-
ing such an assessment.

As the cost reductions that occurred in the early 1990s were
achieved primarily through lower staff ratios, it is possible that the
quality suffered. A study by Bjérklund et al. (2003) concluded that
on average a higher teacher ratio helped improve pupils’ results and
that it had the most effect on pupils with a disadvantaged family
background.

Assembling a picture of productivity growth of the welfare ser-
vices in the 1990s, one finds that the knowledge of how productiv-

1 Ds 1994:24.

82The following central government authorities were included in the study: Swedish National
Labour Market Administration [Arbetsmarknadsverket or AMV (employment offices)], the
Swedish Immigration Board (Invandrarverket), colleges and universities (undergraduate
studies, post-graduate studies), the Swedish Enforcement Administration (Kronofogde-
myndigheten), the Swedish Police (Polisen), the Tax Authority (Skatteférvaltningen), the
National Courts Administration (Domstolsvisendet), the Swedish Prison and Probation
Service (Kriminalvirden), the social insurance administration and the public prosecutors.
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ity in healthcare, social services and schools grew in the past ten
years is very inadequate. This in itself is remarkable. This means
that knowledge is lacking about the impact of downsizing and
other changes, such as changes in responsibility, on efficiency and
quality in a considerable part of the Swedish economy and major
parts of the public welfare systems.

Improved Statistics on Public Activities

Work is under way to improve measurement of production vol-
umes in the public sector in the national accounts. When the new
methods are used, they will affect the estimates of growth and pro-
ductivity in the public sector. The new volume estimates, planned
to be introduced in the Swedish national accounts by 2006 at the
latest, do not solve all the measurement problems, but the long-
term goal is to develop methods that can satisfactorily measure
quantity and quality changes.”

Weak Productivity Growth in the Public Sector in Other Countries

International efforts are also under way in both the OECD and the
EU to improve productivity measurements for services, especially
for public services. Like Sweden, most countries still have a fixed
assumption in the national accounts about productivity growth in
the public sector. In most countries, productivity growth is as-
sumed to be null. However, there are exceptions. For example, in
Norway and Germany productivity growth in the public sector is
assumed to be 0.5 per cent a year.** Denmark and the United King-
dom are well on the road to introducing productivity estimates for
the public sector.”

In Denmark the estimates that have been made indicate that
productivity growth in the public sector in the 1990s has been
negative, but that the negative trend was broken in the last years
included in the study (see diagram 6.1). Estimates in the United
Kingdom indicate a weak negative productivity growth in the pub-

80U 2002:118.

# SOU 2002:118. In Norway, defence is not included in the assumptions.

% In Appendix 6 of SOU 2002:118, there is a description of the methodological develop-
ment work in these countries.
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lic sector between 1995 and 2001.% The estimates in both Denmark
and the United Kingdom are based on volume measures only. This
means that no consideration has been given to possible improve-
ments in the quality of what is being produced. For example, it is
the cost per pupil in schools that is used as a measure of productiv-
ity. Whether students learn more or less is not taken into account.

Diagram 6.1 Productivity Growth in the Danish Public Sector, 1990-
1999
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Source: The Danish Ministry of Finance [2001].

Weak Productivity Growth in the Production of Private Sector Ser-
vices

Productivity growth in the private service sector could give an indi-
cation of the possible potential for productivity improvement in
the production of welfare services. Statistics can shed light on the
growth of productivity in the service sector generally in relation to
the goods sector, as well as provide information on the growth of
productivity in the private production of welfare services.

8 A. Pritchard [2003].
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Unfortunately the statistics for services that are privately pro-
duced are also inadequate, especially at a more detailed level, a
situation that makes this type of comparison more difficult.

The statistics for the production of services in other countries
also suffer from serious measurement problems. Consequently it is
difficult to do any meaningful cross-country comparisons of the
productivity growth in individual service industries.

Despite these difficulties, one possible way of getting an idea of
productivity growth in services that are similar to those produced
in the public sector or at least are similarly labour intensive, such as
social services, is to study price developments in certain private
services. The idea is that in the long term, price developments pro-
vide a good indication of relative productivity growth between
various parts of the economy. Given a functioning competition,
price developments in the long term will reflect the differences in
productivity growth between various parts of the economy. Prices
of goods and services with lower productivity growth will grow
more rapidly than prices in sectors with more rapid productivity
growth. Diagram 3.3 shows how prices for private services rose by
over 30 per cent more than prices for goods, or at about 1.5 per
cent a year between 1980 and 1998. This difference indicates that
productivity growth was clearly weaker in the production of ser-
vices than in the production of goods.

Similarly, price developments for an individual service can be
compared with general price trends. Here there are also measure-
ment problems that include changes in measurement methods and
price changes that can be attributed to tax and other changes. De-
spite these problems, diagram 6.2 presents one such comparison of
an individual service. Hairdressing is a labour intensive service with
few possibilities of increasing efficiency. It requires direct contact
between the producer and consumer. These are conditions that also
can be found in the social services, for example, even though condi-
tions are otherwise dissimilar. As diagram 6.2 shows, since 1980
prices for hairdressing services have risen at twice the speed of the
general price level measured by the consumer price index, or a dif-
ference of about 3.2 per cent a year. This clearly indicates that pro-
ductivity growth in this type of labour intensive service is fairly
limited in relation to other production.
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Diagram 6.2 Price Trends for Hairdressing Compared with Trends in
the Consumer Price Index
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Note: The price refers to men’s haircuts; trends in the prices of women’s haircuts are generally the same,
although the increase in prices is marginally higher.
Source: SCB and own estimates.

6.1.2  Difficulties in Measuring Quality Improvements

As discussed previously, statistics for productivity growth in the
public sector are inadequate. This is true, not least of developments
in the past ten years. From the existing basic data, it is difficult to
draw general conclusions about whether productivity growth in the
public sector is particularly high. Nor is there any historical basis
for maintaining that future changes in technology and organisation
would result in a higher, measured productivity as a matter of
course.

By way of example, one possible explanation why technical and
pharmaceutical developments in healthcare and social services are
not reflected in the productivity statistics is that these changes
make it possible to treat illnesses and patients that previously could
not be treated. New methods of treatment may reduce costs and
increase productivity, but at the same time may mean that more
people can be treated and therefore the total cost of healthcare
rises. As a result, the productivity increases that actually take place
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owing to technological change are not always seen in the more gen-
eral statistics. New methods of treatment may also be expensive
and thus increase medical costs. However, these costs should be
weighed against the positive impact of these improved treatments
on patients’ quality of life.

In eldercare, technological developments can make it possible
for more people to continue to live at home and manage on their
own, with little or no help. The percentage of elderly receiving help
has also fallen in the 1990s. This could indicate that technological
innovation has contributed to higher productivity in the economy
as a whole. It could also mean that other factors such as the econ-
omy, changes in means tests, and so forth have been significant.

Those elderly currently receiving help from the public sector
have a more extensive need of help than was previously the case.
The average cost for elderly persons receiving care may therefore
increase without necessarily meaning that production has become
less efficient. The services now being provided are simply more ex-
tensive, often involving a considerable element of medical treat-
ment. Various aids can alleviate the need for more staff to care for
the elderly, but a continually increasing need of healthcare by those
elderly receiving help prevents any such result from appearing in
the statistics. In this case, the measured cost per person rises rather
than falls and this rise can be interpreted as falling productivity. In
the economic statistics, only this result will be seen, not the im-
provement that takes place in the form of more elderly being able
to manage on their own.

Another reason why productivity growth appears weak or might
even become negative is that existing statistics are not able to de-
scribe the quality improvements that actually take place. It is pos-
sible that the same resource inputs may have yielded the same vol-
ume of services, but that the quality of these services has improved
over time. For example, improved teaching methods in the schools
could give students more knowledge for a given resource input.
While the cost per child, pupil or recipient of care has changed, the
quality may also have changed accordingly. However, this effect is
not reflected in existing measurements of productivity and there
are not any very good alternatives at present.
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6.2 Changes in the Forms of Production with Unclear
Results

Different ways of increasing efficiency in the public sector have
been tried, not least since the early 1990s when the economic crisis
made extensive downsizing in public activities necessary. The aim
of the changes in most instances was to reduce the costs and in-
crease the efficiency of the activities, but certain reforms have also
aimed at increasing individuals” options.

Efforts to reduce costs and improve efficiency and freedom of
choice have taken various forms. These have concerned changes in
the division of responsibilities between public actors and changes
in budget processes and in other steering instruments. More com-
petition and private producers to promote efficiency and develop-
ment of production methods have also taken on greater impor-
tance.

6.2.1 Division of Responsibility and Governance Systems

Division of Responsibility between the Central Government, the Mu-
nicipalities and the County Councils

The division of responsibility between the central government, the
municipalities and the county councils can, in certain instances,
bring ambiguities and the risk of economic inefficiency. Changes
elsewhere can also make a division of responsibility that previously
had functioned well become less relevant. Consequently, the divi-
sion of responsibility between the central government, the munici-
palities and the county councils has changed over time. Two exam-
ples of the production of welfare services from the early 1990s are
municipalisation of schools and the “elderly reform”, which shifted
services for the elderly from the health to the social sector. No sys-
tematic evaluation of these reforms has been made.”” Thus there is
insufficient knowledge of the effects of changes in the division of
responsibility on costs, quality and productivity in these areas.

The division of responsibility needs to be reviewed regularly in
line with changes in the external conditions for the activities. At
present the issue of the future division of responsibility between

87 A review is currently being conducted of the elderly reform”, with the focus on the or-
ganisation of healthcare and social services (Dir 2003:40).
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the central government, the municipalities and the county councils
is being examined by the Committee on Public Sector Responsi-
bilities.*® The Committee’s mandate is far reaching: it is to examine
current civil society organisations’ chances of meeting their public
welfare commitments. In its first report,” the Committee ex-
plained and generally analysed the social changes that affect and
could bring about changes in the structure and division of tasks in
the relation between the central government, county councils and
municipalities.

The Budget Process and Other Governance Systems

The budget process is a key element in the governance of public
activities. It is political decisions that decide how large a part of
common resources are to be used for various purposes. At the
same time, the design of the budget process is important in making
budget decisions.” The design of the budget process affects how
politicians respond to demands for resources for public administra-
tion and thus how costs are managed.

Amendments to the budget law have changed the conditions for
the central government budget process and improved the prospects
of controlling total costs and establishing priorities among areas.”
The law requiring municipalities to have balanced budgets has cre-
ated restrictions on cost developments in the municipalities. How-
ever, in certain situations, the State has provided extra funding to
the municipalities. As a result of the body of rules and regulations
and the actions of the State, the municipalities do not always have
the incentive to keep to the budget. ”

In addition to the design of the budget process in general, vari-
ous administrative systems for improving governance and for
monitoring activities have an impact on efficiency. Developments
in information technology have facilitated the use of new systems
of governance. In the 1990s, a number of experiments with differ-
ent types of governance systems were carried out, further devel-
oped, and in some instances, discontinued. No comprehensive

8 Dir 2003:10.

8 SOU 2003:123.

%0 J.Rattsd [2002].

° For an evaluation of the new budget law, see SOU 2000:61.
2 Ds 2002:18.
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evaluation of the experience gained from the various systems tried
in different areas and their impact on productivity has been made.
However, healthcare studies show that an organisation with inter-
nal markets, divided, for example, into service purchasers and ser-
vice providers, definitely increases efficiency and productivity.”

Insufficient Adaptability when Age Groups Vary in Size

The demographic trend to an ageing population and the relatively
large variations in the size of the different age groups are factors
that have to be taken into account in the planning of local govern-
ment activities. In the scenarios in the Long-Term Survey, it has
been assumed that local governments will adroitly transfer re-
sources from the area where, for demographic reasons, need has
fallen to areas with increasing needs. That is not so easy to do in
practice. It would mean that the resources for schools, for example,
would be cut when the number of pup1ls declines and instead, the
number of recipients in another service increases, for example, so-
cial services, only to increase again later in schools when the num-
ber of pupils increases. However, historical trends in schools,
where the size of age groups varies relatively sharply from one
group to another, point to difficulties experienced by municipali-
ties in cutting costs when the number of pupils declines. Instead
there is a tendency for the total resources to remain relatively un-
changed while the number of pupils varies; thus, resources per pu-
pil vary over time. A comparison between the number of teach-
ers/headmasters and pupils shows a similar picture. Sandstrém
(2002) comes to the conclusion that a school’s size is not adjusted
to suit a declining number of pupils and when the number of pupils
increases, it takes several years before resources are increased.” If
the assumptions made in the Long-Term Survey are to be realised,
there needs to be a better way of adjusting the scale of various ac-
tivities to match the demographic trends.

% M. Tambour & C. Rehnberg [1997] and U.G. Gerdtham, C.R. Rehnberg, & M. Tambour
[1997].
** F.M. Sandstrém [2002].
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Development by Comparison

With the aid of information technology, it has become easier to
compare developments in one’s own municipality with develop-
ments in other municipalities or in other public authorities. In re-
cent years, several Internet based services with the aim of facilitat-
ing comparative analyses between the various municipalities and
county councils have appeared.” These systems collect statistics
from various municipalities and county councils, but the qualitative
variables collected so far are relatively few. According to a study
from the Swedish Association of Local Authorities,” there is un-
used potential in the information currently available. According to
the authors, the information, if correctly used, could lead to better
forms of governance and better results for local government activi-
ties. Among the key factors needed for benchmarking to work well
at the local level, the study names committed purchasers at the po-
litical level, comparisons that are conducted on a regular basis, con-
fidence in the quality and relevance of the information, integration
into the activities, and perceived usefulness among politicians, sen-
ior civil servants and representatives of those engaged in the activi-
ties.

Roseveare (2002) points out that the decentralised healthcare
structure makes some county councils more innovative than oth-
ers. However, it takes time before their experience spreads to the
rest of the country. Better and more serious evaluations and moni-
toring of the changes that have been carried out would make the
process of learning from others’ experience easier.

6.2.2  Exposure to Competition and Private Producers

Since the beginning of the 1990s, exposure to competition and the
use of private actors in the production of welfare services has in-
creased in extent and forged a path in the work to reduce the costs
to the public sector by improving efficiency.

% Examples are the Municipal Database (Kommundatabasen), the database of the Swedish
Association of Local Authorities called WebOr, the database of the Federation of County
Councils (Landstingsférbundet) New Healthcare Data in Focus (Nya Sjukvirdsdata i fokus)
and the database for the Swedish National Agency for Education called SIRIS.

% Swedish Association of Local Authorities [2001].
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Different Forms of Exposure to Competition

Exposure to competition can take different forms. One possibility
is to initiate comparisons between different entities in the public
sector or create competition between public service providers in
different buy/sell systems. A second alternative is competition that
occurs in the form of public procurement, when several actors
compete for the job of producing a certain service. A third alterna-
tive is to introduce some form of customer choice giving the user
of the service the option of choosing between different private or
public producers.

The competition should be designed based on the type of service
intended. The first way is the most suitable for different forms of
exercise of public authority, such as the police and services of a le-
gal nature, for which it is not reasonable to have competing private
actors to any great extent. Competition by public tenders is practi-
cable, for example, for more technical services such as refuse col-
lection, cleaning and snow clearance. These services are less com-
plex, and thus it is simpler to write a contract. It is also easier to
verify that the contract is observed. In addition if the service is
standardised, the requirement that it be adapted to an individual’s
needs is limited. Public tenders are also relevant when the aim is to
guarantee service in sparsely-populated areas or in certain narrow
user segments where other forms of competition are not possible.
Public tenders are also relevant when other systems cannot be ex-
pected to provide any competitive pressure or if there is consider-
able risk that the systems themselves will lead to an increase in de-
mand. If public entities participate in the procurement, it is of
course important that the public entity ordering the service is dif-
ferent from the public service provider. One factor that has to be
considered in public procurement is the transaction costs in the
form of drawing up contracts, monitoring and so forth.

Exposure to competition via some form of customer choice sys-
tem may be relevant for services in which significant individual ad-
justment is important and the customer can also make an active
choice between different alternatives. A customer choice system
involves adjusting the service to individual needs and creating in-
centives for the producer to increase efficiency. At the same time,
it assumes that the competition is functioning, that there are sev-
eral options to choose from and that the individual can make a ra-
tional choice. This assumes, in turn, that there is information on
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the alternatives and that the individual is able to choose (this is not
always obvious, for example, those needing special housing under
eldercare services). In addition, it is preferable that it be possible to
change one’s choice if one is not pleased with the service, a change
which is not always easy (for example, for an old person in special
housing, for whom the strain of another move may be too much).
The system must also avoid a situation in which the producer, to
improve efficiency, tries to choose the customers that are “cheap-
est” when the payment is based on an average cost. Finally, the sys-
tem should be constructed so that the competition does not result
in an increase in the total demand and thus increase the cost to the
public purse (increased demand is not in itself a problem if it is fi-
nanced privately, but it is a problem if it increases the cost to the
public sector). The potential problems with customer choice sys-
tems for complex welfare services make careful design of the legal
structure governing the activity necessary. With this form of com-
petition, it is also important to consider the transaction costs when
assessing the system’s impact on total costs and efficiency.

Yet another possibility of changing the production of welfare
services is privatising both their production and their funding, in
combination with some form of regulation. A complete privatisa-
tion would increase efficiency in production, but it assumes that
functioning markets will indeed emerge. The emergence of such
markets is not a foregone conclusion and the reason for the public
activity in the first place is often the occurrence of various types of
market failures. Income redistribution objectives are an additional
reason for the public activity. For a total privatisation of the public
activity to lead to greater efficiency, there must be no market fail-
ures or such failures must be manageable by regulation or in an-
other way. Moreover it is a condition that any changes in income
distribution that arise are acceptable or can be taken care of by
other measures. A complete privatisation also assumes a public sec-
tor regulatory system that may be associated with administrative
costs, which are to be taken into account when the costs to society
are calculated.

In a number of countries, there is a much greater element of pri-
vate funding of welfare services than there is in Sweden. When the
services are mostly privately funded, the arguments in favour of
their public production are weaker. One reason for retaining public
production in such a situation is that it might make it easier to
monitor the activity. Another argument might be that it would cre-
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ate conditions needed for the activity actually to take place. There
are examples of combined public and private services in Sweden as
well. Refuse collection is entirely funded by private means, but in
many municipalities the service is performed by the public sector
(or by private companies commissioned by the municipality). Here
it is the existence of natural monopolies, combined with the exter-
nal effects of an absence of garbage collection that make public
control over the activities warranted. For welfare services, the oc-
currence of both market failures and income distribution policy
objectives can affect the potential for improving efficiency by a to-
tal privatisation of the activities. The situation probably varies from
one welfare service to another.

The conditions for competition may thus differ for different
types of welfare services, and such differences may warrant various
forms of competition. The regulatory regime in Sweden also varies
from area to area and public tenders and customer choice occur in
varying degrees for different welfare services. Public tenders are
used for procurement in such services as eldercare whereas cus-
tomer choice is uncommon in this service. In childcare and schools
the situation is reversed. Parents have many options from which to
choose and public tenders are rarely used.

More Private Sector Participation in Production

As a result of the expansion of the public sector, which boomed in
the early 1970s, many welfare services today are mostly produced
in the public sector. However, since the beginning of the 1990s,
there has been a trend to more private actors in the production of
welfare services, and the percentage of privately produced services
has steadily increased for over a decade.

According to Statistics Sweden, there were about 765,000 per-
sons employed in public authorities and about 105,000 employed in
various firms producing welfare services, a small portion of whom
were employed in publicly owned companies in 2001. Public em-
ployees, including employees in publicly owned companies, made
up 88 per cent of those employed in welfare services in 2001, com-
pared with 93 per cent six years earlier.”

7 SCB [2002]. In the report, welfare services are defined as preschool activities, care for
school children, compulsory school, upper secondary school, municipal adult education,
healthcare and care for the elderly and disabled and individual and family care and healthcare.
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Since the early 1990s, the private element has grown in most ar-
eas”®, but the differences between various welfare services are still
considerable (see diagram 6.3). The percentage of users receiving a
privately produced service was low in compulsory schools, while
well over half of visits to physiotherapists were to private produc-
ers.

Diagram 6.3 Percentage of Persons Using Privately Produced Welfare
Services in 2002
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Note: Per cent of children registered in preschool activities, the number of pupils (nine-year compulsory and
upper secondary schools), the number of students at post-secondary institutions, retired persons receiving
healthcare/social services (home-help service, special housing), the number of patient visits (primary health-
care, specialised healthcare, physiotherapy). Primary healthcare, specialised healthcare and physiotherapy
information is for 2001.

Sources: For the preschool, preschool class, compulsory school and upper secondary school: Swedish National
Agency for Education (Skolverket) [a]. For post-secondary institutions: the home page of the National Agency
for Higher Education (Hogskoleverket): www.hsv.se. For home-help service, special housing, primary health-
care, specialised healthcare and physiotherapy: the National Board of Health and Welfare (Socialstyrelsen)
[2003].

% For developments since the beginning of the 1990s, see, for example, G-B.Trydegdrd
[2001].
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In 2002, 17 per cent of children were registered in privately oper-
ated preschool facilities, compared with 12 per cent in 1994.” The
number of pupils in independent compulsory schools has increased
continuously over the past ten years and in 2002, 5.7 per cent of
pupils attended independent compulsory schools. The number of
students in independent upper secondary schools has risen sharply
in the past ten years and in 2002, 8.2 per cent of upper secondary
school students attended independent schools (see diagram 6.4).
According to a study by the National Agency for Education, par-
ents more commonly choose another municipal school over the
one that is closest than they choose an independent school.'

Diagram 6.4 Number of Pupils in Independent Schools, 1993/94-
2002/03
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Note: Also includes pupils in Sami schools, international schools and National Boarding Schools.
Source: Swedish National Agency for Education [a].

In eldercare, public production is definitely the most common, but
the percentage of elderly receiving care from private actors has
risen. In 2002, 8.5 per cent of the elderly received home-help ser-
vice and 12.5 per cent special housing supplied by private actors.

% Swedish Association of Local Authorities [2003a].
1% The National Agency for Education [2003a]; the study refers to the choice of the nine-
year compulsory school.
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In 2001, private healthcare providers were responsible for the
operation of 24 per cent of community healthcare centres/doctors’
surgeries. One year earlier, it was 14 per cent. However, in several
counties there are only public community healthcare centres. In
2001, 27 per cent of visits to doctors in primary healthcare and 31
per cent of visits for specialised healthcare were made to private
healthcare providers.””" The public sector dominated institutional
care, but there are also private elements present there. Private pro-
ducers have long been common in physiotherapy; in 2001, 66 per
cent of all visits to physiotherapists were made to physiotherapists
working under private management. In 2001 over 40 per cent of
dentists were privately employed.

6.2.2  Experience with Private Production

The empirical research on private production and competition in
welfare services in Sweden, or under conditions similar to those in
Sweden, is limited. There is no comprehensive evaluation of the
changes that have taken place in the production of various welfare
services. Moreover, the evaluations of changes in individual areas
are in many instances inadequate. It is therefore not possible to get
an overall picture of what impact the changes that have taken place
in the public sector since the beginning of the 1990s have had on
costs, productivity, quality, customer satisfaction and work envi-
ronment. This lack of systematic evaluation of the reforms that
were implemented is in itself noteworthy, not least when it con-
cerns areas both of substantial economic importance to the public
sector and of considerable importance to the individual concerned.

There is some knowledge of the effects of competition on tech-
nical services such as refuse collection, cleaning and snow clear-
ance. A review of the international studies conducted in these areas
shows positive effects in most instances.'” The distribution is
large, but in many instances the cost savings amount to 10 to 30
per cent. One conclusion that can be drawn is that the competition
itself brings about lower costs. It does not depend on whether the
activities were carried out by a public or private actor. Swedish
studies referred to by the Competition Authority (Konkurrens-

191 The National Board of Health and Welfare [2003].
192 The studies are summarised in box 1 in J. Lundsgaard [2002].
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verket) in 2002 indicate cost savings dependent on competition of
0 to 10 per cent. However, according to the Long-Term Survey,
these results are not directly transferable to the production of wel-
fare services. Welfare services are considerably more complex and it
is also considerably more difficult to measure their quality. For
some services, the difficulties of writing contracts and monitoring
their observance may be so substantial that the transaction costs
will be high. The transaction costs for certain complex services may
also be unreasonably high for small municipalities and as a result,
they may be more apt than other municipalities to choose to pro-
duce these services themselves.

The Competition Authority (2002) and Andersson (2002) refer
to a number of studies on the impact of competition on welfare
services. According to these studies, the quality has not been de-
pleted and no major segregation tendencies have been observed.
The costs have been forced down somewhat. Misgivings that profi-
teering would undermine activities appear not to have been veri-
fied.

There are few studies of how the quality of the services has
evolved when participation by private producers increases. The
Swedish Quality Index (Svenskt Kvalitetsindex) is a system for col-
lecting and analysing information on customers’ expectations, the
quality experienced and the valuation of goods and services.'” As
Table 6.1 shows, customer satisfaction is generally higher in private
activities than it is in public activities. The exception is eldercare.
Here public care (special housing) shows somewhat higher cus-
tomer satisfaction, but the difference is not statistically significant.
Eldercare also differs from childcare and compulsory school in that
public tenders are most commonly used to procure private produc-
tion. Thus arrangements for eldercare are in most instances made
not by an active customer choice to use a private producer, but as a
result of local government procurement.

1% Swedish Quality Index.
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Table 6.1 Differences in Customer Satisfaction with Welfare Ser-

vices in 2002
Customer satisfaction with private versus public production
Childcare Very much more satisfied
Compulsory school Much more satisfied
Eldercare Slightly less satisfied
Healthcare Very much more satisfied

Note: The result for eldercare is not statistically significant.
Source: Swedish Quality Index, www.kvalitetsindex.org

The use of procurement and external providers has led to increased
competence on the part of the authorities purchasing the service
because they are now compelled to formulate clearer objectives for
the activity. Public production has also benefited; that is, public
procurement has caused public production to become more effi-
cient. Competent public procurement officials are indispensable if
competition in the production of welfare services is to function
well. To maintain proficiency in public procurement and be able to
write good contracts, it may be necessary to keep some production
under public management. At the same time, it is important that
the procurement process does not favour public production and
thus eliminate the competition.'**

As mentioned, competition and private producers can increase
the administrative costs and these higher costs must be taken into
account in assessing the total impact of competition. It is difficult
to find any information on the past and present costs of contract-
ing out welfare services in Sweden.'”® Owing to this lack of infor-
mation, it is not possible to assess the total impact that competi-
tion has on the costs of producing welfare services.

No Dramatic Effects in Any One Area

There are studies in individual areas that can contribute to the
knowledge about the effects of the changes. Moreover, greater

1% F. Andersson [2002].
1% Two foreign studies estimate the costs for technical services to be a few per cent of the
contract’s total value, J. Lundsgaard [2002].
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competition and private production of various welfare services
form the subject of several current studies and inquiries.'®

Of the studies made in individual services, most concern the in-
creasing participation of private producers in schools.

Bjorklund et al. (2003) draw four conclusions about the impact
of the growing number of independent schools. First, they point
out that the increase in the number of independent schools has
contributed to increased segregation between schools. Second, they
found no connection between the percentage of pupils in inde-
pendent schools and the costs per pupil. Third, they concluded that
there was a positive connection between learning achievements in
the ninth form and the percentage of independent schools, but that
this effect was relatively small. Fourth, they found no connection
between academic achievement and the proportion of private
school pupils who were foreign-born or had parents with little edu-
cation.

Ahlin (2003) concluded that more competition from independ-
ent schools at the compulsory school level improves pupils’ grades
in mathematics, but has no significant impact on achievement in
English and Swedish. In addition, the study indicates that the
grades of children of immigrants and children with special needs
tend to gain more by increased competition from independent
schools than other children do, but children having a mother with
little education showed some tendency to do less well. A study of
upper secondary school results that took into account such factors
as students’ backgrounds indicates that the independent upper sec-
ondary schools are better able to improve students’ results than the
municipal schools.'”

Misgivings have been expressed that more independent schools
would lead to increased segregation. Before the number of
independent schools began to grow, the Swedish school already
had many different and separate educational and cultural milieus.
Studies have shown that 80 per cent of the children whose parents
were professionally employed and/or were university graduates

1% The National Board of Health and Welfare is currently studying competition and its
impact on eldercare. The Competition Authority (Konkurrensverket[2004]) has studied the
competition in dental care. A public commission of inquiry has recently analysed the private
operation of hospital emergency departments (SOU 2003:23). The Competition Authority
(Konkurrensverket [2002]) has described the incidence of competition and private produc-
ers in eldercare and healthcare. The National Social Insurance Board (Riksforsikringsverket)
has been instructed to study the independent pricing of dental services (Riksforsikrings-
verket [2003c¢]).

17 Ds 2001:24.
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professionally employed and/or were university graduates were
enrolled in classes that were not attended by 80 per cent of the
children whose parents were labourers.'” Bjérklund et al. (2003)
concluded that the increase in the number of independent schools
has contributed to greater segregation between schools because
foreign-born children and children of the well-educated attend in-
dependent schools in greater numbers. Andersson (2002) points
out that existing studies do not indicate that students or parents
from certain groups systematlcally make unwise choices even
though the degree of active choice may vary between different
groups.

There are no studies about the effects of parents’ choice of a
municipal school other than the closest one, even though this
choice is more common than choosing an independent school.

There is a relatively large element of private production in child-
care, but there do not appear to be any studies on how this may
have affected costs, quality or productivity.

There is relatively little private production in eldercare and even
less individual freedom of choice. Swedish studies indicate that
public procurement may have contributed to stopping the trend to
relatively large cost increases.'” The largest impact on the growth
in costs seems to occur in the first year of exposure to competition.
Another conclusion is that contracting out has given an impetus to
quality consciousness and greater interest in following up on activi-
ties. The National Board of Health and Welfare has been given the
task of analysing the effects of competition in eldercare.

There is also inadequate knowledge of the effects that a greater
number of private producers and more freedom of choice for pa-
tients have had on healthcare costs and productivity. Even though
no definite conclusions can be reached, it appears from the statis-
tics that have been gathered thus far that few exercise the right to
choose healthcare providers and knowledge of that right is inade-
quate. Even so, many appreciate that freedom of choice exists. '

1% The National Agency for Education [1998].

199 See, for example, M.Svensson & P.G.Edebalk [2001], and the Competition Authority
[2002] , which has a compilation of various studies and an appendix with a special study of
eldercare.

19 P Blomgpvist & B.Rothstein [2000].
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6.3 Potential for Greater Productivity

As discussed earlier in the chapter, the available, albeit inadequate,
statistics on productivity growth in the public sector do not pro-
vide any basis for a particularly optimistic view of the potential for
improving productivity in the public sector. There are arguments
both for and against improved productivity growth in the future.
In addition to the factors already discussed about labour intensive
services with limited potential for rationalisation and technological
improvements to productivity, there are a number of other factors
that may affect future productivity growth.

6.3.1  Exploiting Municipal Experience
Municipal Cost Differences

The municipalities are responsible for a considerable part of the
welfare services. A comparison of the costs of various activities in
different municipalities gives some indication of whether or not
there is any potential for more efficient production in some mu-
nicipalities. This comparison shows, for example, that the cost of
upper secondary school in the municipality with the highest costs
is almost twice that of the municipality with the lowest cost; for
compulsory school, the difference is more than 60 per cent.'"

However, simple cost comparisons of this type have to be made
with some care, as they do not take into account such factors as
structural differences or differences in the level and standard of
service between municipalities. The Swedish Association of Local
Authorities makes regular comparisons of the costs between dif-
ferent municipalities that take into account structural differences
between the municipalities, such as differences in age structure or
the cost of school premises. Even when structural factors are taken
into account, there are still substantial cost differences between
individual municipalities.

There are various explanations for these cost differences. One
possible explanation is that not all structural differences are cap-
tured in the measurements used. An example of one such differ-
ence that has not been taken into account is that wage levels are

" Swedish Association of Local Authorities [2002b].
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generally higher in some areas than in others, the Stockholm area
being one example. A second possible explanation is the differences
in level and standard of service in various municipalities; that is,
some municipalities deliberately choose to expend more (or fewer)
resources on a specific activity to achieve a good quality.

A third possible explanation for the cost differences is the dif-
ferences in efficiency from one municipality to another. Unfortu-
nately there is little in the way of data for assessing how large a part
of the proven cost differences depends on differences in efficiency
between municipalities.

Learning from Others

As previously mentioned, the potential for development found in
the available statistics is not fully exploited. Improved use of the
comparative method could upgrade both municipal and secondary
local government authority activities. However, this requires
committed purchasers at the political level, ongoing work to get an
anchorage in the activity, and perception of usefulness among vari-
ous actors.

Better and more serious evaluations and follow-ups of the
changes implemented in various activities would make a learning
process easier.

The Commission of Inquiry on Innovative Processes
(Utredningen Innovativa processer)'"” has presented proposals on
how municipalities and county councils can systematically make
better use of research and development (R&D) and other knowl-
edge to modernise and improve their work. The proposals are
based on a survey of the extent to which municipalities and county
councils use R&D to modernise and improve their own work.
Among the five proposals submitted by the Commission was the
establishment of a new broadly based and high-quality database of
local government experience. Such a database would improve local
governments' ability to learn from each other and from past experi-
ence.

R&D in welfare services may possibly increase in line with
higher relative costs for many of these services. With higher rela-
tive costs for welfare services, the relative return on investment in

11250U 2003:90.
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R&D will increase in these areas. This increase could lead to more
research and thus more rapid development of these services.

6.3.2  Lower Productivity after Large-Scale Recruitment

As Chapter 3 made clear, large-scale recruitment of staff for the
public service will be needed in the future as a result of the in-
creased volume of activities and retirement. With the current low
volume of students in certain education programmes such as social
services, it might be necessary to recruit persons who have no
training in the area in which they are to be employed. This will
mean that experienced staff will be replaced by less experienced
persons and to some extent, by persons without the relevant train-
ing.

Such a development will very likely affect productivity in the
production of welfare services. New employees will need a learning
period before they can work as efficiently as those with more ex-
perience and experienced staff will have to set aside a larger part of
their working time to train the new employees. Both these factors
will mean that production will be lower, for a given input of re-
sources; in other words, productivity will fall during the transition
period. The extensive recruitment needs in the production of wel-
fare services can thus reduce or eliminate any potential that may
exist for productivity growth in the public production of welfare
services.

One special problem that will need to be addressed is how to es-
tablish good service in sparsely populated areas with a large per-
centage of elderly in the population. In future certain regions will
have a much higher percentage of elderly and persons needing vari-
ous forms of care. This problem is examined in more detail in Ap-
pendix 3 of the Long-Term Survey. In some smaller regions, over
40 per cent of those working will be employed in the public sector
in 2020, compared with about one third in the country as a whole.
In Appendix 3 of the Survey, there are estimates of the shortage of
certain types of labour in various regions. The analysis indicates a
significant shortage of trained medical personnel in many regions,
including northern Sweden. In these regions, the impact of a short-
age of available staff on production could be substantial.
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6.3.3  More Competition in the Production of Welfare
Services

Experience thus far with competition, private producers and more
freedom of choice points to a number of areas in which the regula-
tory structure and conditions would need to be changed for com-
petition and customer choice systems to function well and thus to
be able to contribute to higher productivity.

For a customer choice system to bring about a well-functioning
competition, there must be both a good basis for decision-making
and active choice by individuals. More needs to be done in both
respects to achieve better functioning customer choice systems.
Greater competition and customer choice also requires well-
functioning systems for oversight and follow-up to guarantee
equivalence in the services provided and counter tendencies to limit
competition through market concentration.

Improved Access to Information

An individual’s access to good information about the quality of a
service is a basic prerequisite for a customer choice model if it is to
lead to the desired competition. There needs to be some independ-
ent party who puts together reliable information about different
actors. However, this may be difficult in practice. In such cases, a
first step is to take the initiative in research or in development lead-
ing to the design of a ratio that quantifies the quality of the activi-
ties. However, one risk with various ratios is that the actors elect to
concentrate on achieving good results in the areas for which there
are ratios. Other equally important areas that are more difficult to
quantify receive less attention. This has been discussed in the
schools where it is considerably easier to measure quantitative re-
sults with the help of various tests, while other objectives may be
more difficult to measure. The issue is discussed in Bjérklund et al.
(2003).

The National Board of Health and Welfare is pursuing work to
develop follow-up procedures for activities in healthcare and elder-
care.'” The work should result in better means of follow-up and
evaluation in the long term.

'3 The National Social Insurance Board [2001].
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Despite the difficulties that exist in finding objective, well-
functioning indicators of the quality of the available alternatives, it
is nevertheless better for the individual to have access to informa-
tion before making a choice. Therefore, the aim in all areas where
some form of customer choice exists should be for the public sec-
tor to be responsible for putting together the relevant information.

Promoting Active Choices

If customer choice is to promote competition, the individual must
make an active choice. This cannot always be taken for granted.
With the choices that now exist respecting schools, it is possible
that some groups may be more active than others when it comes to
a choice of school. It is important to follow developments in this
area so that no group of pupils is at a disadvantage because their
parents have been less active in the school selection process. In the
event that a trend showing significant differences in the utilisation
of ex1st1ng options becomes discernible, a major effort to inform
certain groups may be appropriate. It is also important to follow up
so that freedom of choice does not lead to greater segregation in
society. However, having all schools under public management is
no guarantee against this happening.

Elderly who need care may have difficulty in making an active
choice themselves. The cost to a person in special housing of
changing providers may be considerable in the form of the incon-
venience involved. In those municipalities where different options
exist, few elderly appear to make an active choice.'* Therefore, for
customer choice in eldercare to function well, measures are proba-
bly needed to encourage active choices. A first step would be to
examine the reasons why so few make an active choice. Subse-
quently it may be appropriate to proceed with measures, for exam-
ple, in the form of concerted information efforts or independent
individual advice and help at the time that the choice is made.

"4 The Competition Authority (Konkurrensverket[2002]).
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Better Monitoring and Follow-up

With more private providers, the need for supervision, follow-up
and evaluation increases since the possibilities for direct control of
the activity decrease. Furthermore, it is important that all provid-
ers, both public and private, are monitored in the same way in or-
der to uphold the objective of equivalence in the services provided.
Supervision, follow-up and evaluation are also important for it to
be possible to provide objective information in connection with
individual choices. For supervision to be effective, some form of
sanction is also required. The sanctions system should be similar
for both private and public actors. However, it has to be taken into
consideration that the municipalities have ultimate responsibility
for seeing that the activities are carried out, so it is hardly possible
to close down a public provider unless there is an alternative.

One potential problem that may need to be faced is what one
can do for users of a service when the provider, for various reasons,
cannot supply the service in its entirety or whose activity is ulti-
mately discontinued.

Assessing the Need for Care

From a resource allocation perspective, the effectiveness of a cus-
tomer choice system in eldercare depends on how well the elderly
person’s healthcare and other needs can be defined and measured,
and whether or not the resources needed at that particular level can
be defined. If the payment for the care provided does not cover the
provider’s costs, there are consequences not only the provider, but
also for the elderly person. If, for example, the provider is only
paid for the inputs defined in the decision granting aid, there is a
risk that the provider will not give sufficient priority to activities
that indirectly affect the care recipient, for example, healthcare
planning or co-operation groups. With more use of competition in
eldercare, it is important to take into account various types of po-
tential problems.

Preventing Market Concentration

It is also important to see that there is not too much concentration
among the private firms so that there is no risk of reduced compe-
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tition. Greater concentration increases the risk of weakening com-
petition in a given area, which is not good for either cost or quality.
The risk is potentially greatest in the activities having the largest
element of big profit-driven firms, which currently is true in elder-
care and healthcare. In childcare and the schools, current private
alternatives are predominantly not-for-profit small actors and
hence, the risk of concentration is not especially high at present.
Countering concentration tendencies that risk leading to a deterio-
ration in competition should be a task of the Competition Author-
ity within the framework of competition law.

The design of the competition system is also an important factor
in how the market will function. Public tenders in some instances
have tended to be on such a large scale that only big, established
companies have been able to submit bids. Such a development may
in the long term result in less competition owing to increased mar-
ket concentration. Customer choice systems in which the public
sector approves producers based on certain criteria but does not
guarantee any production volumes, but gives the individual the
right to choose the provider, can make it easier for small companies
to compete.

6.4 Greater Productivity in Public Activities: Important
but Not Enough

For public consumption at a given level of taxes to be able to grow
at the same rate as private consumption, the productivity growth
required in the public sector appears unattainable in the light of
historical trends in productivity in Sweden and in other countries.
A growing proportion of public sector production in future will
consist of healthcare, social services and education, areas in which
the prospects for steady productivity growth are limited since these
activities are, and most likely will remain, labour intensive, with
few opportunities for rationalisation. Technological developments
in this area can also create the conditions for higher productivity
growth, but not to the extent found in large parts of the produc-
tion of goods.

The cost differences found between municipalities indicate that
there is some potential for more efficient production. This is
probably also true of county council (and central government) re-
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sponsibilities. This means chiefly that there is some potential for
raising the level of productivity, rather than the rate of growth.

Obviously all possibilities for higher productivity should be used
to advantage since doing so means more or better services are ob-
tained using the same resources. This is so even if increased pro-
ductivity alone is not sufficient to finance public sector growth in
future. Therefore systems need to be developed for providing wel-
fare services in such a way that it is possible to take advantage of
any existing potential for productivity improvements in the short
and long term.
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/ More Alternative Funding for the
Welfare System

One of the main points made in the Long-Term Survey is that
there will be a demand for more and better welfare services and it
will be difficult to fund this demand with more tax increases. The
potential for productivity improvements is limited as well. The
productivity improvements that are possible are not expected to be
adequate to meet the higher demand for welfare services that in the
long run results from steadily rising incomes.

This chapter focuses on the possibilities of increasing alternative
financing of the welfare systems. The chapter begins with a brief
survey of the reasons for collective funding of welfare services and
the types of insurances that are to provide protection against loss
of income. Next there is a discussion of different ways in which
more alternative fundmg could take place: instituting higher fees
for the welfare services, incorporating a greater element of private
solutions into the social insurance systems, no longer giving prior-
ity to certain activities, or setting a basic level for the tax-funded
service with the possibility of supplementing it with private pay-
ments.

7.1 What Taxes Fund and Why

There are several reasons for the high level of tax-funding of wel-
fare services. One of the main arguments is that these services
should be provided as needed, not according to capacity to pay.
Another reason for tax-funded welfare services is that these ser-
vices contribute to a higher labour supply and thus to a larger tax
base. As well, tax funding of these services affects the scope for
consumption distribution between households. With tax funding,
those having the greatest need of welfare services have more money
left over for other consumption. As taxes are levied according to
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ability to pay, there is also a redistribution from high-income to
low-income earners.

Subsidisation of the welfare services is also linked to their con-
sumption in that this consumption is in many instances perceived
as a worthy aim. In a good many cases, the services are considered
to give rise to various positive external effects. This is especially
true of education and healthcare.

Consequently a number of desirable effects can be achieved with
tax funding. However, these gains must be weighed against the
economic losses that may arise. One risk is that welfare services
may be provided on a larger scale than what households are actually
willing to pay for and what is justified from the standpoint of effi-
ciency. The chances of detecting such a misuse of tax funding are
few when the services are free or the price is low from the users’
perspective. An overproduction may also occur if the resources
appear barely to meet the demand generated by the absence of fees.
Another problem is the negative impact that taxes may have on the
labour supply and thus the prospects of funding the welfare ser-
vices and other measures (section 4.1.1).

Why Publicly Funded Social Insurance?

A fundamental task of every society is to find solutions to the
problem of providing for those individuals who do not have suffi-
cient capacity to provide for themselves. The chief aim of social
insurance is to contribute to citizens’ income security. The protec-
tion covers loss of income in the event of illness, unemployment
and childbirth and in retirement. Parallel public and private solu-
tions can be found within the family and on the market, for exam-
ple, labour market agreements.

Social insurance is normally obligatory. Another characteristic is
that it is usually uniform. Irrespective of risk, a set premium is
paid, often a certain percentage of income. The insurance is funded
by payroll taxes, social insurance contributions by self-employed
persons and taxes. For the individual, there is a considerable con-
nection, up to a certain income level, between the fees levied and
the benefits available. In this respect, social insurance calls to mind
similar private insurance solutions.

Even though the principal reason for social insurance is not to
level out social differences, there is an element of this in the pre-
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sent design. One factor influencing social insurance in this respect
is that fees are also levied on incomes that exceed the income level
that is covered by the insurance. Another factor is that the premi-
ums are set without taking into account that the risk of loss of in-
come is unequal for different income and occupational groups.
Such a differentiation would have been inevitable if the insurance
had instead been voluntary. One important criterion for the solu-
tion chosen is that income security is to be obligatory and the same
for everyone.

7.2 The Possibility of Increasing Fees for Welfare
Services

Increased alternative funding of public activities can, in principle,
be achieved in two ways. One possibility is for the private element
to increase side by side or in place of the public activity, that is,
privatisation. The other possibility is to fund the public systems by
making more extensive use of fee-based funding instead of tax
funding.

The difference between what constitutes a tax and what consti-
tutes a fee is not always obvious. A tax is usually defined as an
obligatory payment that is not associated with a benefit of an
equivalent value. A fee may be obligatory, but in that case, the fee
must not exceed the price that the individual would voluntarily pay
for the benefit. If it does, the fee must be regarded partly as a tax.

This section analyses the possibility of creating room for the
welfare services to continue to grow under public management by
using more fee-based funding for these services. The fees provide
additional revenue, but mean that demand is kept in check also.
Therefore the introduction of fees can also be a way of checking
demand that otherwise over time would grow more rapidly than
the public sector’s capacity to deliver.

Increased fee-based funding has several advantages over privati-
sation. One advantage is that even in the future, it will be possible
to affect in a political way the design of the services; where, when
and how the services are distributed; and if any form of rationing
and needs assessment is to guide their provision. With politically
established fees, it is possible to design the fees in such a way that
the appropriate balance is found between efficiency and income
redistribution. With funding remaining a political decision, it
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should also be easier in principle to preserve the objectives of a
universal and equal welfare for everyone.

Despite the advantages of fee-based funding, introducing fees in
practice is not without problems. Even though it is easy to perceive
the need for higher and additional fees, it is much more difficult to
decide which fees should be raised and in what new areas fees can
be levied.

Another part of the picture is that the answers to these ques-
tions have to be modified over time. For fees to generate steadily
growing resources, these fees must gradually be extended. This
means not only higher fees, but also the need for the subsequent
introduction of new fees. What today can be funded by taxes may
not be possible to fund in the same manner tomorrow. For provid-
ers of welfare services to be given access to growing resources, new
decisions regularly need to be made on what is no longer, or to a
lesser degree, to be tax funded.

This will be an extremely difficult balancing act between redis-
tribution principles, various efficiency arguments and the rationing
effect that the fees will have on demand. It is difficult as a rule to
weigh the various distribution considerations against each other,
but even more difficult when these considerations are to be recon-
ciled with a number of other considerations. It will be an equation
with many uncertain parameters. And an equation that will need
modifying over time.

7.2.1 Current Fees Are Few and Modest

At present, there is relatively little use of fees to fund public wel-
fare services. This is also true of services that are individualised and
that have relatively high marginal costs. That fees contribute so
little to the funding of welfare services is not only a result of the
low fees, but also the consequence of many services having no fee
at all. This is especially true of basic education and healthcare.
Table 7.1 shows the extent to which fees contribute to funding a
number of municipal activities. The activities selected are to some
extent funded by fees, but are not public utilities. In 2002 the total
revenue in the form of taxes and fees for proper municipal activities
(that is, activities that are not public utilities) amounted to
SEK 13 billion. At the same time, the cost of this part of municipal
activities came to about SEK 350 billion. In other words, revenue
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from fees accounts only for just under 4 per cent of the total cost
of proper municipal activities.

Table 7.1 Municipal Revenues from Taxes and Fees in 2002

Revenue from fees, Costs, Fee-based funding

SEK billions  SEK billions  as a per cent of cost

Childcare 43 44.0 9.7
Eldercare 3.5 75.7 47
Care for the disabled 0.4 34.6 1.1
Sports and leisure 0.7 9.6 6.8
Streets, roads and parking 1.2 9.1 13.6
Other (e.g. schools) 2.9 176.4 1.6
Total proper activities 13.0 349.3 3.7

Note: Revenue from rent is not included in fee-based revenue from eldercare and care for the disabled. If
revenue from rent is included, the percentage of fee-based revenue increases to 8.8 per cent of the cost of
eldercare and to 3.2 per cent of the cost of care for the disabled.

Source: SCB [2003d].

The baseline scenario in the Long-Term Survey assumes that the
current level and design of the welfare services will be retained. The
changes in the services offered in the future will principally be a
result of changes in the size and age composition of the population.
Resources for welfare services in this projection are thus largely
unchanged, calculated on a per user basis.

More resources will be needed to enable the municipalities and
county councils to meet the demands caused by demographic
changes. The baseline scenario assumes that tax rates do not
change. Instead resources are supplemented by increased central
government grants. In the calculations, the percentage of the costs
of production that revenue from fees is assumed to account for is
unchanged.

Income from fees increases both because more welfare services
are being provided and nominal fee rates are higher. Since fee rates
are assumed to grow at the same pace as production costs, the in-
creases will not provide any real additional resources. However, as
a result, fees for welfare services will increase more rapidly than
consumer prices in general. This relative rise in fees does not result
in any change in the percentage of household disposable income
spent on welfare services. This is true even though in practice
households do not have access to more or better welfare services.
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More fee-based funding aimed at producing real additional re-
sources for the production of welfare services means fee increases
higher than those assumed in the Survey’s scenarios. This is the
basis for the discussion of the conditions for increased fee-based
funding in this section.

Fewer Preschool Groups Funded by Higher Childcare Fees

The expansion of fee-based funding assumed in the Survey’s sce-
narios does not conform to current regulations on pricing in all
areas. For example, childcare and eldercare — areas with a relatively
high percentage of fee-based funding (table 7.1) — are activities for
which a regulatory structure has been created that controls the
maximum fee that can be levied. In childcare the objective is for the
maximum fee to remain nominally unchanged, while the ceiling on
the fee for eldercare is to follow the consumer price index. In both
cases, this means that these fees tend to grow at a slower rate over
time than the cost of the activities does. Consequently the fees for
these activities gradually decline in importance as funding sources.
The assumptions made in the Long-Term Survey can be construed
to mean that current regulations will be changed or alternatively,
that in time new fees will be introduced in both these areas.'”
Diagram 7.1 shows calculations for childcare that illustrate this
phenomenon. The middle curve reflects the extent to which the
maximum charge for childcare needs to be raised after 2004 for fees
charged to grow at the same pace as the costs of the service in ac-
cordance with the assumptions made in the Survey. The lower
curve shows a nominally unchanged maximum charge. The upper
curve shows the fees that would need to be levied to be able to
fund much smaller groups of children. All three fee levels are ex-
pressed in terms of 2004 consumer prices. This means that deduc-
tions have been made for future changes in the general price level.

5 According to current rules, the preschool fee must not exceed 3 per cent of a household’s
income up to a maximum of SEK 1260 a month for the first child, 2 per cent up to a maxi-
mum of SEK 840 kronor a month for the second child and 1 per cent up to a maximum of
SEK 420 a month for the third child. There is no fee for the fourth child.
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Diagram 7.1 Maximum Charge for a Child in Preschool, lllustrative
Calculation
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The lower curve, labelled reduced fee-based funding, reflects the
highest charge, nominally unchanged, for a child in preschool. The
downward slope of this curve is a result of the decline in the pre-
school fees in relation to consumer prices in general. In the calcula-
tions done for the Long-Term Survey, the consumer price index is
assumed to increase by two per cent a year. With rising household
income, a growing number of households reach the nominally un-
changed ceiling. This means that more and more households will all
pay the same fee, that is, the nominally unchanged maximum. Fu-
ture differences in the childcare fee will increasingly be the result of
differences in the number of children rather than differences in in-
come.

The middle curve, labelled unchanged fee-based funding, means
that the fees are raised at the same pace as the increase in the costs
of providing the childcare. Thus childcare fees will be raised at ap-
proximately the same rate as the rise in household disposable in-
come, but more rapidly than prices for other consumption. The
fees levied will differ between households with different incomes in
the future as well. Income from fees in this alternative is in line
with the calculations in the Long-Term Survey, unlike the alterna-
tive with a nominally unchanged maximum childcare fee.
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The upper curve, labelled increased fee-based funding, is in-
tended to illustrate a hypothetical case in which the fees are raised
to the extent necessary for these increased fees alone to fund in its
entirety a gradual decline of 25 per cent in the size of the groups of
children by 2020. With this improvement in available resources, it
would be possible to spread the same amount of resources in the
form of school premises and staff among 15 children that was pre-
viously spread among 20 children. This change is assumed to take
place gradually, beginning in 2005. Group size will first reach the
size referred to in 2020. In 2010 group sizes will have dropped by
10 per cent, a decrease which means that the same quantity of
premises and staff will then be used for 18 children instead of 20
children, the size in 2004.1¢

Relatively substantial fee increases are required if fees alone are
to contribute to a resource improvement of this extent. In 2010 it
is estimated that the maximum charge for a child will need to come
to over SEK 3,600 kronor, or almost three times as much as in
2004. The new fee in 2010 when discounted to 2004 consumer
prices is SEK 3,200 as compared with the actual maximum charge
of SEK 1,260 in 2004. In 2020 the maximum charge for one child in
childcare will need to be SEK 11,700. In current kronor, this charge
would come to SEK 8,500. With three children, the fee, like today,
would double.

Naturally, it is not only the fee ceiling that is assumed to be
raised, but also the limits on the fees that can be levied in relation
to household income. As table 7.1 shows, childcare fees in 2002
made up almost 10 per cent of the total costs. The percentage for
preschools was a little lower (about 8 per cent). In the calculation
of the example with higher quality, this percentage needs to be in-
creased to 38 per cent. Likewise, the fees have to be raised in rela-
tion to household income. Currently, the fee for the first child
must not exceed 3 per cent of household income before tax. In the
projections, this limit needs to be raised to 15 per cent. With the
same shift in the limits for the second and third child, a family with
three children in preschool would pay a maximum of 30 per cent of

116 Tn the illustrative calculation, it is assumed that costs for premises and staff amount to 90
per cent of total costs. A reduction in the size of the groups of children by 25 per cent re-
sults in a cost increase of 30 per cent.
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gross income in childcare fees compared with 6 per cent today (ta-
ble 7.2).'"

Table 7.2 Fees for Children with Higher Quality Preschool Care, lI-
lustrative Calculation

Per cent of household income

2004 2010 2020
One child 3 7 15
Two children 5 12 25
Three children 6 14 30

Note: The figures refer to the rates charged for households with incomes below a fixed cut-off point In 2004
this cut-off point was at a monthly gross income of SEK 42,000 Households with higher incomes pay a lower
percentage of their income in childcare fees. In the estimates, the rise in the cut-off point is assumed to corre-
spond to the increase in household income.

Source: Own estimates.

The childcare fees in the example in table 7.2 would need to be in-
creased 500 per cent in relation to household income. Such an in-
crease would obviously limit the other consumption possibilities of
families with children. A family with three children in childcare in
2020 would have less left after paying childcare fees than a similar
family in 2004, even though real income before childcare fees is
estimated to be 34 per cent higher than it is today.

Such a high fee levy can scarcely be reconciled with the current
aim to have no one excluded owing to high fees from an early start
in learning and developing."® Another problem is the high marginal
effects for families with small children that would result. Fees as a
percentage of income as shown in table 7.2 refer not only to fees as
a percentage of total household income, but also the extent to
which the amount of the fee is affected by changes in individual
household income. For example, a family with three children in
preschool in 2020, will have to pay an additional SEK 300 in child-
care fees if the household's gross income goes up SEK 1,000. The

" The ceiling on the childcare fees refers to both the nominal amount of the fee and its
percentage of household income. In 2004 the highest fee for a child in preschool is SEK
1,260, but the fee must not exceed 3 per cent of a household’s gross income. Consequently,
households with a monthly income exceeding SEK 42,000 pay a fee (SEK 1260 kronor)
amounting to less than 3 per cent of income. In the illustrative calculation it is assumed that
the fees as a percentage of household income will be raised to the same degree as the ceiling
for the maximum monthly fee.

18 Government Bill 2003/04:1, volume 8.
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actual proceeds of a rise in income will be further reduced since
part of the increase will go to higher income tax payments. In addi-
tion there are the marginal effects that various allowances may give
rise to. With such childcare fees, the financial incentives to work
risk becoming largely nonexistent for broad groups of families with
small children.

The calculations shown should be viewed as a fictitious example,
but they do illustrate the difficulties of using higher fees to fund
higher preschool standards.

Can Higher Pensions Pay for Higher Eldercare Fees?

Eldercare fees are another area of activity where relatively substan-
tial sums are levied. Hopes are sometimes expressed that future
fees for this service will be able to contribute more to funding it
than they do today. Underlying these hopes are expectations that
retired persons as a group will have increasingly better incomes and
thus in time, they will be better able to pay for healthcare and so-
cial services out of their own pocket.

In recent decades, retired persons as a group have experienced
considerably better income growth than other groups in society.
The reason is not that the incomes of individual pensioners have
increased very much. The improvement instead stems from the
“replacement” over time of retired persons with low incomes by
retired persons with better incomes. These shifts in the composi-
tion of this group are the main reason for its favourable average
income growth.

There are generally risks in drawing too far-reaching conclusions
from trends. Past trends do not always continue unchanged. This
circumstance is especially true of retired persons’ average income.
The improvement in retired persons’ incomes to such a great ex-
tent in recent decades is largely a result of the national supplemen-
tary pension system (ATP-system) introduced in the early 1960s.
Since then, a great many retired persons with no or only a small
national supplementary pension have died, and at the same time
new retired persons with substantially better benefits have been
added. This process is now largely completed, and as a result, aver-
age incomes of retired persons from now on will grow more in line
with general income developments.
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One factor limiting these prospects is the new pension system
that has been introduced. An important plank in this system is the
strong connection between what is paid into the pension system
and what is paid out. A gradually rising average life span means that
there will be more retired persons. For this reason, the accumu-
lated pension funds that have been earned will have to be divided
among an increasing number of people. The increase in the average
life span being predicted will therefore have a significantly negative
impact on the future size of pensions.

Between 2002 and 2020, the average life span after 65 years is ex-
pected to increase by two years. This means that the average num-
ber of years remaining in the life of someone aged 65 will increase
from 16.9 to 18.9 years, or almost 12 per cent. At the same time the
risk of dying before aged 65 will continue to fall. In total, the aver-
age lifespan will increase by more than three years between 2002
and 2020. As well, the increase in the average lifespan connected
with the lower risk of death at a younger age contributes to limit-
ing the size of average pensions in future. With an increasing num-
ber of retirement-aged people, more will have to share the accumu-
lated pension funds.

The gradually rising lifespan means that retired persons as a
group will have to tolerate a poorer income growth than other
groups, assuming that people will start drawing on their retirement
pensions at the same age as they do today. Between 2003 and 2020,
retired persons’ average taxable income after deducting taxes is es-
timated to increase by 7 per cent less than the average incomes of
those in the 20 to 64 year age group. The corresponding figure for
those 80 and older 1s minus 14 per cent (diagram 7.2).
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Diagram 7.2 Average Incomes of Older People, 2000-2050, Com-
pared with Those Aged 20 to 64
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Note: The information refers to taxable earned income after income taxes paid have been deducted. Included in
income are wages, public taxable transfers, and benefits from occupational pension schemes.
Source: Own estimates.

For eldercare fees to be able to cover a greater part of the activity,
the fees will have to use progressively more of retirees” incomes. In
the estimates in the Long-Term Survey, this shift is assumed to
take place just when the fees for care of the elderly are rising at a
considerably faster pace than retired persons’ average incomes. The
fees for eldercare (including rent) are assumed to increase an aver-
age of 3.9 per cent a year. However, pension incomes for those 80
years of age and older will only increase by 3.1 per cent a year on
average. Over 17 years (that is, between 2003 and 2020), this de-
velopment means that the fees for care of the elderly will increase
markedly in relation to older people’s incomes.

In this case, prospects for fee increases in addition to those esti-
mated, have to be based on the assumption that retired persons as a
group will have a considerably greater ability to make do on less
income than other groups in society. The fact that older people’s
incomes will fall significantly in relation to other age groups makes
it even more difficult to raise the fees on services that are used pri-
marily by retired persons.
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Another factor that limits the possibilities of a more substantial
increase in fees in this area is the relatively high costs that are asso-
ciated with eldercare. On October 1, 2002, 125,200 retired persons
had home-help service in their own homes. At the same time, ap-
proximately the same number lived permanently or temporarily in
special housing. The cost per recipient of care in one’s own resi-
dence came to SEK 182,400, while the corresponding cost for those
in special housing came to SEK 445,700 kronor. '’

The high average costs are a result of a gradual shift in the main
focus of eldercare to those requiring more care. There are still eld-
erly persons who get significantly less care than the average re-
ported above. However, it is important to point out that these
more limited measures have only a small impact on the budget for
eldercare. Given continued growth with scant resources and grow-
ing needs, the average cost of caring for the elderly tends to con-
tinue rising. Less can be spent on expanding and improving services
and more has to be spent on those elderly requiring substantial re-
source inputs in the form of nursing care.

This continuing shift in activities is a contributing factor in lim-
iting future prospects for more substantial fee-based funding. This
is due to the fact that the costs per person receiving care will be so
high that only a limited part of the costs can be funded by fees and
that the service for which the fees are levied will increasingly have
to do with nursing care and to a lesser extent with social services.

More Fee-Based Funding Requires More Fees

The possibilities of increasing the fees have been discussed in two
areas in which the fees already contribute to the funding to some
extent today, namely childcare and eldercare. One conclusion that
can be made is that increased fee-based funding is not without
problems. With a fee of 5 to 10 per cent, as in preschool and elder-
care today, it is not surprising that relatively substantial fee hikes
are required to achieve a significant improvement in the total re-
sources. Such a rise in fees conflicts with the current aim of re-
straining fees charged for childcare and eldercare.

These restrictions will naturally not lessen if the aim is for fee
increases in areas such as childcare and eldercare to provide addi-

"9 The Swedish Association of Local Authorities (Svenska kommunférbundet [2003b]).
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tional resources to other areas of activity. The fees charged for
childcare and eldercare constitute the major part of the income
from fees that the municipalities have at their disposal, but at the
same time account for only 2.2 per cent of the municipalities’ total
costs. A doubling of these fees would mean that the municipalities’
resources would only increase by 1.2 per cent'®.

In the baseline scenario for the Long-Term Survey, household
private consumption per person is reckoned to increase by 40 per
cent between 2003 and 2020, or an annual average increase of
2 per cent. The real resources for the services funded by taxes, cal-
culated on a per capita basis, do not change during this period. A
doubling of fees for childcare and eldercare may represent a rela-
tively drastic fee increase, but even so it would only make room for
a few percentage points more in municipal activities. If higher in-
come from fees for childcare and eldercare is to contribute to
county council medical services and to central government activi-
ties, such as improvements in education and the police, the relative
importance of the additional resources will be even more limited.
Considerably higher fee increases are required if public activities
are to be able to keep in step with the services demanded that peo-
ple are paying for with their own money.

Clearly, there are significant restrictions on increased fee-based
funding for childcare and eldercare. There are probably similar and
even stricter limitations in other activities that receive very little or
none of their income from fees. Proposals for fees in new areas put
forward in the debate usually do not result in any major addition to
income."!

7.2.2 Fees Reduce Demand

Increased fee-based funding means that users pay for a greater part
of welfare services. Increased fee-based funding may have several
aims. The preceding section discussed the possibilities of obtaining
more public revenue with the help of higher fees. Another reason
for raising fees is to keep demand in check.

120 The addition of resources is limited by the fact that the government grants paid to the

municipalities as a compensation for the maximum childcare fee are stopped. If these gov-
ernment grants were to continue being paid the additional resources would be 2.2 per cent.
121 See Appendix 7 for a more detailed discussion about fee-based funding in different areas
(SOU 2003:57).
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Taxes and a very modest income from fees currently fund a con-
siderable part of welfare services. This means that the welfare ser-
vices receive relatively little of their funding from those who use
them. Taxes differ from fees in that they are not linked to receiving
a specific service in return. For a payment to be defined as a fee,
something has to be obtained in return. From the user’s perspec-
tive, the value of the service received in return for the payment of a
fee must not be less than the fee. If others, in addition to those us-
ing the service, are obliged to make the same payment, that pay-
ment has to be considered a tax.

The choice between a tax and a fee determines who in the end
will pay and thus is significant for demand. When taxes make up all
the funding, demand will be greater than if the activity is partially
or completely paid for with fees.

Some Examples of Demand Control Fees

Fees today are already being used to control demand. In many
counties, there are differentiated patient fees that make it more ex-
pensive to visit an emergency department than a primary healthcare
centre. In this way, one tries to steer patients to the proper institu-
tion for care and reduce the strain on the more expensive form of
healthcare provided by a hospital emergency department. Studies
of the impact of the design of the fee on the demand for healthcare
show that fees clearly have a moderating effect on demand. This
moderating effect is weaker for hospital treatment than for primary
care and pharmaceutical treatment.

In some municipalities, the charge for childcare previously was
designed in such a way that it was relatively more expensive for
children to be in childcare early or late in the day. The intention in
doing so was to control the number of children present at various
times of the day in such a way that the staff available could be used
as efficiently as possible. With the introduction of the maximum
charge, this type of charge has declined markedly in importance in
childcare. The use of different forms of time-related charges has
declined after the reform, and the alternatives now available are
chiefly for full- or part-time care.

A third area with demand control fees is dental care benefits.
There is a special subsidy for dental checkups for persons between
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the ages of 20 and 29 intended to promote preventive dental care
by making it relatively inexpensive.

Even though there are relatively few examples and their effects
are difficult to assess, it is important to use the fees as a means to
achieve greater efficiency in the production of welfare services and
especially to avoid designing fees in such a way that they result in
inefficiencies.

Free services may lead to excess demand and to queues that
make the service less accessible to those with the greatest need.
Fees that are too high may result in less care at an early stage, with
higher costs to society at a later stage. For example, there has been
a discussion about whether higher fees for home-help service in
eldercare reduce the demand, and thus in the long term, lead to in-
creased demand for special housing, which is considerably more
expensive for society. The introduction of a maximum charge in
eldercare has reduced the importance of this issue and probably the
municipalities’ decision on the right to subsidised help in the home
is a greater restriction than the design of the fees.

Distribution Considerations Set Limits on the Fees

The chances of designing fees to improve efficiency without the
emergence of undesirable distribution effects are fairly limited. The
same can be said of the prospects for a marked increase in funding
these services with fees instead of taxes, as well as the possibilities
of achieving a noticeable reduction in demand with the help of fees.
There is little prospect of achieving significantly higher efficiency,
higher revenue or lower demand without also having unwanted dis-
tribution effects.

One important argument for tax-funded welfare services is that
these services will be available to everyone in need of them. To
continue to improve and develop welfare services will require con-
siderable additional resources in the long term. There is little
chance of bringing this about under the current fee system without
important distribution policy consequences. Households with
weak finances are especially at risk of being affected.

One way to avoid these negative distribution effects would be to
confine the fee increases to groups with relatively good incomes.
For example, this would involve more income related charges and
protection against high costs. Proposals of this sort can be found in
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Appendix 7 of this Survey.'”? However, there are a number of prob-
lems with such limits. One is that the additional resources gener-
ated by the fee increases would in that case be even scanter. An-
other problem is the increasing marginal effects, and thus the asso-
ciated economic costs on (not least) the labour supply that would
be the consequence of such a differentiation.

To summarise, it does not appear possible to use fees to fund an
extensive expansion of public activities without profound conse-
quences for the distribution of these services.

7.3 Alternative Funding Possibilities

Section 7.2 analysed the prospects of generating greater resources
for publicly provided welfare services with higher fees. This section
analyses the possibilities of instead trying to get additional re-
sources by including more private solutions. This refers especially
to an increased element of private activity in two areas. In the first
instance, it refers to the inclusion of more private solutions in the
social insurance systems and in the second instance, to more pri-
vately funded welfare services.

7.3.1  Alternative Solutions in the Social Insurance Systems

As mentioned earlier, social insurance systems have a number of
characteristics that distinguish them from other public activities.
The systems are funded by fees to a greater extent than by taxes,
and primarily bring about a lifetime income redistribution rather
than a redistribution between different income groups. The pur-
pose of social insurance is to insure against loss of income. As the
premium payment is linked to the wage size, the systems’ revenues
and expenses tend to develop in a relatively similar fashion. Rising
real wages means that both premium payments and the incomes to
be insured will gradually rise over time. However, for the insurance
systems to maintain an equilibrium between income and costs, eve-
ryone's prospects of earning a living by working must be relatively
stable over time. If the risks of a loss of income change, the premi-
ums and/or the benefit terms will need to be reviewed.

250U 2003:57.
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Real Changes Assume Changes to Terms and Regulations

A fundamental feature of the social insurance systems is that the
insurance is to be not only obligatory, but also the same for every-
one. The systems do not take into consideration the different risks
of a loss of income that may exist between different groups in the
labour market. Therefore everyone pays the same percentage of
their earnings in premiums.

The foremost reason for public management of these insurance
systems is that the design chosen is difficult to achieve using pri-
vate solutions. Even if it were possible to maintain current princi-
ples in an insurance system entirely under private management, the
question of what then had actually been achieved would remain. It
is difficult to see that resources would automatically be freed up to
be used for other tax-funded activities.

For a privatisation of the social insurance systems to lead to sig-
nificantly lower costs, the shift in responsibility would have to be
combined with an adjustment of the terms and benefit levels.

A basic principle of the current insurance system is the principle
of uniformity, that is, everyone who is insured is to pay the same
premium irrespective of risk. If responsibility for the insurance
systems is to be transferred to social partners, the chances of dif-
ferentiating premiums between different contractual sectors will be
higher. In the event, it would mean that groups in the labour mar-
ket having a higher risk of unemployment, illness and parental
leave would have to pay higher premiums than they do today. Irre-
spective of whether the employer or employee paid the higher
premium, there would be less left in the wallet of someone in a
high risk group.

In recent decades, social insurance systems have been modified
on a number of occasions, most often becoming more restrictive.
Benefit levels have been lowered and qualifying periods have been
introduced. A sick-pay entitlement period has been made part of
health insurance. These changes mean that the individuals must pay
some of the cost themselves. If the trend in this direction contin-
ues, it may free up more tax revenue for use in another activity.
Premiums would thus fund the social insurance systems to a
greater extent. One possible potential savings is for the social in-
surance systems to fund themselves without the aid of tax revenue.

Less insurance protection could thus free up some room for
other public activities. Whether or not shifting responsibility for
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the schemes would have the same result is less clear. In that case,
the transfer would have to be accompanied by changes in the
terms, regulations, and instruments of control. It is difficult to see
how much advantage could be gained without a reduction in the
financial provisions for groups in the labour market that run a high
risk of illness and unemployment. Strong income redistribution
policy arguments can be made against such a change.

In 2002 households received a total of SEK 126.4 billion in sick
pay and unemployment benefits.'” This corresponds to not quite
20 per cent of the costs of public consumption, that is, the costs of
publicly provided services that are exclusively financed by taxes.
Relatively substantial reductions in insurance benefit payments are
therefore required to achieve a more pronounced increase in public
consumption.

In this connection, it should also be pointed out that the tax
revenues freed up in this way are of a one-off nature. A gradual in-
crease in the demand for welfare services requires resources that
grow over time. A shift to more self-funding of social insurance
can, however, only be made once.

Current Trends Have to Be Halted

In the baseline scenario in the Long-Term Survey, the burden on
the social insurance systems (with the exception of the pension
system) is assumed to be relatively unchanged in the years to come.
The assumptions in the calculations respecting greater labour force
participation among immigrants and older people involve some
limitations on social insurance liabilities for these groups. A trend
showing no change in the burden placed on the social insurance
systems as assumed in the baseline scenario is the opposite to the
developments thus far. Instead an increasing percentage of the
population, including those of working age, have come to rely on
the social insurance systems for their principal source of income.
This trend would have to be reversed in order for resources to be
redistributed from the general insurance systems to the production
of welfare services.

12 The amount includes central government payments for health insurance, occupational
injury insurance, early retirement pensions, unemployment insurance, labour market educa-
tion (AMU) grants, activity support and other forms of labour market support.
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The economic crisis in the early 1990s brought with it a marked
reduction in employment. The number of unemployed increased
and a large number of persons also ended up completely excluded
from the labour market. A subsequent improvement in economic
conditions and a gradual increase in the demand for labour have
resulted in an increased number of employed persons and fewer
unemployed. However, the number of persons excluded from the
labour market has not declined. In 1993 21 per cent of those aged
16 to 64 were completely excluded from the labour market. In 2002
this percentage had increased to 22 per cent. Thus more are outside
the labour market today than in the year that the economic crisis
was at 1ts Worst.

The expansion of the education system accounts for some of the
increase in the number of persons not in the labour force. The
number of places in university and the opportunities for regular
and supplementary upper secondary school education have in-
creased substantially in the past ten years. These education pro-
grammes are the main cause of the continued decline in the labour
force participation in younger age groups.

In older age groups (25 to 64 years of age), the drop in labour
force participation is largely explained by an increase in perceived
ill-health. There has been a considerable increase in those who state
in Statistics Sweden’s Labour Force Survey that they are not in the
labour market due to inability to work (see diagram 7.3).
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Diagram 7.3 Persons Not in the Labour Force as a Percentage of the
Population Aged 25-64
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The increase in the percentage of those unable to work has been
especially widespread among those who are older. For those aged
55 to 64, the percentage has increased from about 5 per cent at the
end of the 1980s to 20 per cent for women and 15 per cent for men.
For women and men aged 25 to 54, the percentage of those unable
to work has increased from 1 to 5 per cent. Even among young
people, there is a relatively sharp increase in the percentage regis-
tered as unable to work.

At the same time that an increasing number of people are giving
inability to work as a reason for being out of the labour market,
fewer older workers (aged 55-64) are saying that they are giving up
income from work of their own free will. Among women in the 55
to 64 age group, this percentage has fallen from 32 per cent in 1987
to 10 per cent in 2002. For men in the same age group, a drop from
20 to 10 per cent has been recorded. In other words, there has been
a marked shift in the reasons given by persons in older age groups
for not being in the labour market. There has been a parallel in-
crease in the burden on the social insurance systems.
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In addition to the higher percentage of persons who are unable
to work, there has been an increase in recent years in absences due
to illness among those that have a job. During an average week in
1997, 2.4 per cent of those employed, according to Statistics Swe-
den’s Labour Force Survey, were absent from work the entire week
because of illness. In 2002 this percentage had increased to 4.1 per
cent. In relative numbers, this means an increase in this category of
absence due to illness by almost 70 per cent.

In this Survey, it has been assumed that increased productivity
and rising real incomes lead to an increased demand for leisure. In
the calculations, this is expressed in the form of a steady decline in
the gainfully employeds’ working hours (0.2 per cent a year).
However, the percentage of employed persons in the working age
population is assumed in the calculations to remain unchanged.
The increased demand for leisure is thus entirely met by gradually
shorter contractual working hours.

Appendix 5 of the Long-Term Survey has a discussion about
how demands for a better working environment seem to increase in
line with improvements in the material standard of living. Given
this development, it may be increasingly difficult to maintain the
incentive to work when there are various types of functional im-
pairments or discomfort working. If the working environment in
this respect cannot keep pace with increasing demands, the labour
supply might consequently decline. In the calculations made for
the scenarios in the Long-term Survey, this factor and its possible
consequences for the labour supply have not been taken into con-
sideration.

Changes Probably Needed

The main issue in section 7.3.1 has been what resources privatisa-
tion could free up from the social insurance systems with the aim
of improving the conditions for the production of welfare services.
One conclusion is that a privatisation of the current social insur-
ance systems cannot solve the public sector’s long-term funding
problems. The possible gains that can be made are of a one-off na-
ture and do not provide the scope for the steadily growing addi-
tional resources that are necessary.

However, changes in the insurance systems may need to be made
irrespective of the issue of the future funding of the welfare sys-
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tems. The demands made of the social insurance systems have con-
tinued to grow. The systems are the principal means of support for
an increasing number of people. In the past 10 to 15 years, there
has been a clear trend to more perceived ill-health. This has re-
sulted in increasingly longer certified sick leave among the em-
ployed and an increase in the number of persons who have retired
on a disability pension.

To strengthen the incentive to work, the Survey estimates that
the social insurance systems would need further tightening. A con-
tinuation of the upward trend in the number of working age per-
sons having the social insurance systems as their principal source of
income could make it much more difficult to fund these systems as
well as to safeguard other public activities.

7.3.2  Funding Alternatives for the Welfare Systems

The high degree of tax funding of welfare services is the result of
policy decisions. The ultimate aim of this policy is to allocate wel-
fare services such as healthcare, social services and education ac-
cording to need, not ability to pay. This section describes a possi-
ble future development that goes in the opposite direction, that is,
welfare services are funded to a greater extent with the users” own
money.

If revenue for public activities cannot be improved, there are in
principle two possibilities remaining to bridge the gap between
demand and supply. One possibility is for the public sector to
choose to stop providing certain activities. Another possibility is
that the tax-funded service is redefined to offer a basic package of
services and people will have the option of using their own money
to supplement this basic supply with their own voluntary pay-
ments.

Further Priority Reductions

The first possibility means that tax revenue would be re-allocated
from certain activities that have been assigned a lower priority to
benefit other areas that are to be funded by taxes in future. Thus
room would be created for improvements and further develop-
ment. However, for these areas to be able to continue to grow, ad-
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ditional activities will, in time, need to be assigned a lower priority.
In this way, the same tax revenue will fund fewer and fewer activi-
ties than it does today.

Such a trend can already be discerned, not least in the central
government budget. The expenditure areas that have experienced
large cuts are central government support for housing construction
and the military. Another activity in which private solutions have
become all the more prominent is surveillance and security. Today
security firms are responsible for tasks that previously were con-
sidered police undertakings. Infrastructure projects are also being
increasingly funded by means other than taxes. A general lack of
resources is making the funding of projects that only a certain part
of the country or a certain group in society is expected to benefit
from more difficult. Several infrastructure projects have therefore
been financed on the understanding that in the future, users will
pay a fee. In a situation in which there are limits to what can be
funded with taxes, this may be the only possible way of proceeding
with urgently needed investments.

Municipalities and county councils have also been forced to reas-
sess their priorities. Eldercare is one example that was discussed
previously. Fewer and fewer retired persons will be provided with
less lighter services in the form of home-help service. Resources
will have to go more to those elderly needing extensive care. Pa-
tients will be required to pay for certain medical treatments and
operations. Dental care is another area in which private funding has
assumed a larger role as public subsidies have declined.

Scant resources and growing needs mean that in time additional
reductions will be necessary. In this process, there will gradually be
fewer and fewer areas that can be funded only with taxes. Thus in
future, there will be progressively fewer possibilities of reducing
services.

During the next twenty years, household income is estimated to
increase substantially. Rising incomes will improve the chances of
funding a greater percentage of the welfare services privately. But
even though households will be more able to pay, there are impor-
tant areas in which it may be difficult for several reasons to recon-
cile a clawback of public undertakings with the aims of preserving a
welfare society. A society in which it was not possible for all chil-
dren to be provided with a basic education or the seriously ill could
not get help because they lacked the financial resources could
hardly be described as a welfare state. There is a common commit-
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ment to core welfare services and this commitment simply cannot
disappear.

The problem is that these core services are quite extensive.
Medical care, basic education, childcare and eldercare are responsi-
ble for the majority of the tax-funded services produced. In these
areas, it is easy to understand why public commitments should be
extensive. The same is true for other important, but somewhat less
cost intensive services such as the police, the public prosecution
system and social services. If so, this means that continuing to re-
duce public services would rather have to involve finding compo-
nents within various activities that can be eliminated. However, it
is difficult to conduct “simple” reductions that have economic sub-
stance. It seems to be most difficult to make cuts in the areas that
have the highest costs.

In healthcare, there is constant discussion of priorities in line
with the appearance of new methods of treatment. This discussion
of public sector priorities is likely to continue and in future, more
areas may be taken out of the public sector services if there are in-
sufficient resources.

In schools it is more difficult to discern any development that
would mean eliminating parts of the activity. Another possibility is
the introduction of special fees for services ancillary to teaching.
One indication of such a trend is that more municipalities have
started charging for school meals in upper secondary school. In
many other countries where tuition is free, parents pay for both
school meals and teaching materials.

In preschool and childcare, there are important efficiency rea-
sons arguing in favour of publicly funded childcare so that a large
labour supply can be maintained. However, the extent to which
childcare should be subsidised is an issue on which there can be
many different views.

Even in eldercare, a rearrangement of priorities in the past ten
years has given greater priority to individuals needing more exten-
sive care and sometimes even medical care. The percentage of the
elderly provided with less intensive services at home has gradually
declined. This trend is likely to continue if resources are scant in
future.
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Supplementary Funding — An Alternative

One possibility for achieving a more lasting solution to this di-
lemma of assigning priorities may instead be to limit public com-
mitments vertically. In principle this means that for each activity, a
ceiling is established on what should be a shared commitment
funded by taxes. Individuals may arrange their own supplements
beyond this limit. Such an arrangement would mean that also in the
future, current welfare services could be chiefly funded by taxes.
However, more room is provided for supplementing this tax-
funded basic service with private funding. Thus a safety valve is
created to provide an outlet for the steadily increasing demand. In
line with rising household income and the growth of supplemen-
tary markets, money will increasingly be channelled to that part of
the welfare services funded directly by households. Such a solution
means that it will become possible for demand for and access to
welfare services to grow at the same pace.

At present, tax funding of the welfare services is mainly done by
subsidies paid to those supplying these services. For a greater de-
gree of direct funding by households to supplement the tax-funded
basic service, the subsidies should probably be partially reorganised
so that they go more directly to those entitled to these subsidies.
This involves providing households with grants earmarked for buy-
ing certain services. As before, the support can be based on need.
The difference is that even those who choose other (and more ex-
pensive) solutions will receive these subsidies. In this way it will be
easier to preserve acceptance for the taxes levied.

With earmarked grants, it is also possible to some extent to con-
trol demand that cannot be met with a purely tax-funded system.
However, elsewhere there are fewer possibilities of converting sub-
sidies to grants. The impact on income redistribution and effi-
ciency can vary. The growth of alternative solutions will be made
easier in those areas with earmarked grants.

Converting the subsidies to grants also means that positions can
be taken respecting what forms of private solutions are to be en-
couraged. With earmarked grants, the increased demand can be
steered to solutions that mean that the services will be supplied by
professional actors. Thus the prospects are better for preserving
the tax base and the quality of the services that are increasingly
funded using private means.
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However, one obvious problem is that the room for greater pri-
vate demand will not be the same in all households. Those house-
holds with better finances will have a greater chance of buying
more and better additional services than those households that are
worse off. However, such a development can hardly be avoided if
the additional resources are to come about in a private and volun-
tary way. This is true irrespective of whether these additional re-
sources are realised through increases in fees, elimination of activi-
ties, or the encouragement of private supplementary solutions.

However, a publicly funded basic level of services that can be
supplemented with privately paid services does not need to be in
conflict with the principles of general welfare policy. In parts of the
social insurance systems, a division of funding into private and
public components is now accepted. The public commitment given
pensions is clearly limited, but at the same time, those who want to
supplement their public pension with their own pension savings
may do so. In most cases there are also supplementary services
provided through contractual agreements in the labour market. The
majority of employees are also covered by supplementary health
and unemployment insurance agreed by the social partners in the
labour market.

The advantage with a vertical limitation is the establishment of a
permanent ceiling on the costs to be allowed for shared commit-
ments in various areas. In other alternatives, these limitations have
to be changed over time. However, experience from earlier reforms
shows that it requires extensive work to achieve the changes that
create this long-term stability.

7.4 New Funding Requires New Objectives

Under existing principles, welfare services are to be provided in
case of need and paid for according to capacity to pay. For these
reasons, the welfare services are tax funded to a considerable extent
and largely provided by public authorities such as the central gov-
ernment, the municipalities and the county councils.

In line with rising household income, it is likely that demands
for more and better welfare services will increase. For welfare ser-
vices to be able to grow at the same rate as other demand and pro-
duction while upholding the declared objectives requires greater
resources with the current objectives.
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If the tax funding of certain welfare services is partly or entirely
replaced by fees, the demand for these services will fall. Negative
effects may also result in terms of reduced efficiency as well as in
an undesirable redistribution of income. This is true irrespective of
whether or not the reduced demand is a result of a cessation of
public responsibility or if tax funding is weakened through the in-
creased use of fees in the current system.

It was noted earlier in this chapter that the base for the fees
charged today is quite limited. Raising the existing fees may thus
not generate any s1gn1f1cant increase in total additional resources
for the welfare services as a whole. A greater element of income
related fees is one possible way of limiting the demand shortfall
that may occur with more fee-based funding, but at the same time,
such a fee structure would limit the additional revenue even more.
In addition there would be the negative impact on the labour sup-
ply that increased marginal effects are bound to bring.

Another possibility is a greater element of private funding in ad-
dition to the funding provided by taxes. Such a solution means that
a limit is established on what the public undertaking may cost in
the future as well as on what the privately funded services may of-
fer in addition to the basic package of services. A definition of the
tax-funded activities as a limited basic package with the option that
anyone who so wishes may supplement this package with private
funding creates a safety-valve for an increased demand in addition
to the tax-funded services. One advantage of this alternative is that
the level of public welfare services currently provided can be main-
tained across the entire line of services. This alternative entails less
risks for recurring reviews than a strategy of entirely or partly re-
placing taxes by fees in one area after the other.

But an increased element of voluntary payments means that the
demand for welfare services will be determined by the contents of
the individual’s wallet to an increased extent. This would be in con-
flict with the fundamental objective that welfare services are to be
provided according to need, irrespective of ability to pay, and
equality of access and equivalence in the services provided are to be
guaranteed. This conflict is unavoidable, if an increased demand for
welfare services is to be satisfied in the long run. This holds true
irrespective of whether taxes are gradually replaced by fees or if
voluntary payments are allowed to supplement a tax-subsidised ba-
sic service.
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The Welfare Systems — A Future Challenge

The aim of the Long-Term Survey is to provide a basis for eco-
nomic policy and to generate a debate on how the policy should be
designed. This time the Survey focuses on the future possibilities
of preserving a well-functioning public welfare system. One critical
issue is how the demand for welfare services such as education,
healthcare and social services is to be met in the coming years.

The welfare systems were primarily developed for reasons of in-
come distribution: to make life better for the most disadvantaged,
to reduce income disparity, to provide protection in case of too
great a loss of income. The goal of the welfare services is to guaran-
tee everyone access to these services when needed and irrespective
of their ability to pay. For these reasons, the welfare services are
chiefly tax funded.

Security for everyone and the absence of large gaps in incomes
are objectives that have broad support in Swedish society. One im-
portant task of this Long-Term Survey is to shed light on alterna-
tive actions that can contribute to the preservation of the principles
of the general welfare policy.

Developments up to 2020 - Tight Limits for the Welfare
Systems

The scenarios prepared by the Long-Term Survey are the starting
point for its analysis of the conditions for continued public fund-
ing of the welfare systems. The scenarios provide a picture of eco-
nomic development, primarily up to 2020. The Survey’s baseline
scenario is based on economic developments that are mainly in line
with developments in recent decades.
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In the baseline scenario, GDP grows an average of 1.8 per cent a
year between 2002 and 2020, compared with an average growth of
2.0 per cent a year between 1970 and 2002. The lower growth
results when the increase in the number of working age persons
ends, a result which contributes to a decline in the number of hours
worked.

Household disposable incomes and consumption expenditures
will grow more rapidly than GDP. One reason contributing to this
favourable trend is that the tax levy does not increase because the
tax rates in the calculations are assumed to remain unchanged. That
household consumption expenditures are growing faster than in-
comes means that household savings are declining, a decline that is
a result of future shifts in the age composition of the population.

In the baseline scenario, that part of consumption that is tax
funded is assumed to change in line with the demographic devel-
opments. This means that resources for public consumption, of
which welfare services are a considerable part, grow at approxi-
mately the same rate as the number of people in various age groups.
The basis chosen thus means a modest requirement, namely that
the resources for public activities such as education, healthcare and
social services will be unchanged on a per capita basis between 2002
and 2020.

One striking feature of the projections is the change that will
take place in the growth of private versus public consumption. In
the next few decades, private consumption will grow to an extent
not seen since the 1950s and 1960s. At the same time, the public
sector is expected to continue to grow at approximately the same
rate as it did in the 1990s, a period that many associate with savings
and cost cutting.

That the economic growth does not provide room for a greater
increase in that part of consumption that is tax funded is due to the
considerably faster rate at which the cost per service produced is
growing compared with the unit costs of other production. This
relative rise in the cost of public activities is a consequence of the
relatively limited prospects in this part of the economy for con-
tinuing productivity improvements, that is, that more can be pro-
duced with a given amount of resources.

A fundamental problem is that as a rule, more public activities
imply more staff. Production in other activities can grow without
the need for a corresponding increase in the size of the staff.
Higher productivity in the business sector, and thus higher wages
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in the labour market generally, will certainly give rise to increased
tax revenue, but will also lead to higher wages for public employees
and hence greater costs to the central government, the municipali-
ties and the county councils. The economic growth consequently
does not provide automatic scope for more public activity. To in-
crease the scale or the quality of public services therefore generally
requires a tax increase. Another possibility is an increase in the
hours worked in the private sector. However, historically the trend
has gone in the opposite direction, which makes tax increases even
more necessary.

Growing Demands for Healthcare, Social Services and
Education

One question posed by the Survey is whether it is reasonable to
expect that people will be content with no change, generally speak-
ing, in the consumption of welfare services when the consumption
of other goods and services is growing in quality and scale. The
Survey has not found any support for such an assumption. On the
contrary, historical experience and comparisons with developments
in other countries indicate that it is reasonable to expect that the
demand for education, healthcare and social services increases
when material welfare improves.

In this context, the growth in the baseline scenario can be de-
scribed as an extremely moderate increase in the services that are
tax funded. In the short term, such a development may be possible,
but in the long term, problems will appear. In time, the demand for
welfare services will increasingly exceed what can be supplied with
no changes in taxes. After 2015 demographic changes make the
problem even more acute. At that time, the number of people
above the age of 64, and especially those in the over 80 age group,
will rise sharply in relation to the working age population. As a re-
sult there will be a growing need for health- and eldercare There-
fore, with very limited room for raising the standard of service, the
problematic growth that is anticipated in the next 10 to 15 years
will become still more difficult in the long term.

For the welfare services to be able to grow in line with the de-
mand, either more public welfare services must be produced with a
given amount of resources, or the resources for this production
must be allowed to increase. According to the Survey, there is

165

Summary



Summary

The Long-Term Survey 2003/04

some potential for productivity improvements in public activities,
but this potential is not large enough to enable the welfare services
to grow at the rate required with the help of productivity im-
provements alone.

For the welfare services to be able to grow in line with other
consumption, those providing the services must be supplied grow-
ing real resources. One of the main messages in this Survey is that
it will become increasingly more difficult to supply these additional
resources using taxes. Future improvements in the welfare services
will have to be linked to alternative funding possibilities to a
greater extent.

The Survey examines a few alternatives for funding the further
expansion of the welfare services. In principle, there are four alter-
natives available:

higher taxes

higher growth

higher productivity in public activities

more alternative funding for the welfare systems

Deferring or foregoing measures that could boost the funding for
the welfare systems would lead to a growing unsatisfied demand
for welfare services. This, in turn, would lead to the further growth
of solutions parallel to the established welfare systems. In the long
term, such a development could reduce confidence in the public
systems and the will to fund the welfare systems with taxes.

The following sections describe the four alternatives examined
by the Survey.

Higher Taxes

In the baseline scenario, tax rates are assumed to remain unchanged
in future. As a result, tax revenue will in principle be sufficient to
maintain the current quality and quantity of services in public ac-
tivities up to 2020. Under the first alternative discussed, the tax
levy would gradually rise and consequently increase public sector
resources.

However, most taxes are associated with costs to society in that
they give rise to tax wedges. The costs of tax revenue need to be
weighed against the benefit to society that the public expenditures
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give rise to. A tax increase is efficient as long as the marginal utility
of increased public expenditure is greater than the marginal cost of
the tax revenue.

The economic costs of taxes change over time. The continuing
internationalisation is one factor that helps increase the cost of
taxes. This relationship applies especially to tax bases such as the
consumption of goods and services and the taxation of capital.

The largest tax source in Sweden is the tax on labour. This tax
base is not particularly mobile internationally, but raising taxes on
labour in order to generate tax revenues for the welfare system is
by no means without problems. An increase in taxes tends to lead
to an increase in leisure (or in unpaid housework). Such a devel-
opment has a negative impact on various tax bases, not least on the
taxation of earned income.

The increased demand for welfare services has thus far been
managed to some extent with higher municipal and county council
taxes. The municipalities and county councils together have raised
taxes an average of one krona in 2003 and 2004. The tax increases
have been carried out at a time of relatively favourable demographic
developments.

In future the demographically driven demand will grow at a
faster rate. Under these circumstances, funding through additional
tax increases cannot be ignored. Residents of a municipality may
accept tax increases in line with increases in their own income. The
opposite is also possible if residents instead feel that the public sec-
tor is not delivering what is expected of it. In that event, they may
be less willing to pay taxes.

A broader local government tax base cannot make much of a
contribution to funding the welfare services. There are, in princi-
ple, no unused tax bases in Sweden. Therefore, such a measure
would only mean a redistribution of central government tax reve-
nues to local governments. A broader local government tax base
may be desirable for other reasons, for example, if its aim is to in-
crease the local governments’ tax base in order to reduce their de-
pendence on central government grants.

Allin all, it is the Survey’s judgement that continuing to raise the
tax levy cannot fund the growth of the welfare systems in the long
term. However, there is a risk that this is what will happen in the
next few years. The local governments have the greatest responsi-
bility for welfare services but bear only a small part of the eco-
nomic costs of local tax increases.
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Higher Growth

The possibility of making it easier to fund the welfare systems
through higher growth is the second alternative examined in the
Survey. Two scenarios with higher growth help illustrate this pos-
sibility.

In one scenario, higher growth is realised through more rapid
productivity growth in the private sector. The higher growth helps
boost public sector revenue owing to the positive growth in wages,
and thus tax receipts. However, the higher growth also leads to in-
creased expenditures on the part of the public sector. Two different
factors contribute to this.

First, public employees” wages represent a large part of the costs
in the public sector. Faster productivity growth in the business sec-
tor creates scope for higher wages in this part of the economy.
Wages also have to be raised in the public sector to enable it to re-
cruit and retain labour in the future too. The faster wage growth in
the business sector therefore gives rise to faster wage growth in the
public sector as well.

Second, the major part of the public sector’s other expenditures
are to varying degrees automatically linked to growth and the gen-
eral wage development. Monetary transfers to households are in
many cases firmly linked to wage developments. These payments
also increase when wages rise.

Higher growth through more rapid productivity growth in the
business sector cannot therefore solve the public sector funding
problem in the long term. The total net effect for the public sector
is positive, but it is not especially large. However, economic
growth means that society's total resources grow. The conditions
for improved welfare in the broader sense are thus strengthened.

In the second alternative scenario, higher employment will result
in higher growth. This type of growth has a much more positive
impact on the public economy. The advantage of an employment-
led growth is that it does not generate any increases on the public
sector’s cost side. On the contrary, expenditures may be reduced if
the higher employment brings with it lower payments in the form
of unemployment support and sickness pay. Growth has two posi-
tive effects in this case. It improves the public sector’s income side
and reduces its expenditures.

Higher employment in the business sector may thus make some
contribution to increasing the scope for tax-funded welfare ser-
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vices. The better the labour supply, and thus the growth in em-
ployment, the more scope there will be to improve welfare services.
At the same time, it must be pointed out that the potential for em-
ployment-led growth in the form of unused labour has a limit. In-
creased employment in the business sector may make a significant
contribution to funding the welfare services, but in the long term,
other solutions to the public sector’s funding problem will also be
needed.

To achieve the growth in employment described in the alterna-
tive scenario will require measures that will lead to an increase in
the labour supply and higher employment. The current trend is
towards a smaller labour supply. To some extent, this decline is due
to the decrease in the average working hours but in the past decade,
the most important explanation has been that an increasing propor-
tion of the population for various reasons has ended up outside the
labour market. It is also due in part to an increase in the percentage
of the population that is studying. Another large and growing
group consists of those who are unable to work.

There is a clear trend to a declining labour supply even for the
group usually considered the labour market’s core group, namely
men between 25 and 64 years of age. The percentage of students in
this group has risen and an increasing number are not participating
in the labour force because they consider themselves unable to
work. At the same time, an earlier trend in the female labour sup-
ply to approach the male labour supply appears to have come to an
end.

The Survey notes that there should be a potential for increasing
the labour supply. This finding refers particularly to youths and
persons with a foreign background. Measures to increase these
groups’ labour supply include better integration and greater effi-
ciency in the education systems. However, measures directed at
individual groups are not enough to halt the trend to working less.
Instead general measures in the form of better incentives to work
are needed.

Higher Productivity in Public Activities

A third possible way to increase the tax-funded production of wel-
fare services is an improvement in the productivity of these activi-
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ties. Such a development would mean that future resource require-
ments could be restrained.

There is no clear and coherent picture of productivity improve-
ments in public activities during the 1990s. The principal reason is
the extensive measurement problems, not least when it comes to
estimating how the quality of the public services has changed over
time. Consequently, there is a lack of proper knowledge on the ef-
fects that downsizing and other changes have had on the quality of
welfare services. The lack of information and analyses of historical
trends means that there is very little possibility of making forecasts
for the future.

In recent decades, there has been a change in the forms of pro-
duction of welfare services. There has been a trend to more compe-
tition and more private actors in the production of education,
healthcare and social services. There is very little empirical research
on private production and competition in welfare services in Swe-
den or under conditions similar to those in Sweden. What research
there is indicates that the results have not been especially dramatic.
The costs appear to have been pressed down a little, but this does
not appear to have led to lower quality or segregation. The manner
in which the increase in competition has affected administrative
costs is, in principle, an unexplored area. Owing to this lack of in-
formation, it is not possible to assess the total impact of competi-
tion on productivity.

Even if there is no clear picture of the productivity develop-
ments in the welfare sector, there are arguments for improved pro-
ductivity in future. Technical development, increased competition
and better forms of governance and work are factors that may con-
tribute to higher productivity. But the large element of direct con-
tact between the individual and the provider of the service and the
high degree of adaptation of the service to the individual are obvi-
ous limitations. It should be added that an extensive recruitment
need, combined with a pronounced lack of trained staff, may
weaken productivity, at least for a transitional period.

The Survey concludes that all in all, there is some potential for
improving productivity in the public sector. This potential should
be used to the greatest extent possible, but it is not large enough to
solve the long-term funding problem of the public sector by itself.
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More Alternative Funding for the Welfare Systems

The fourth alternative examined by the Survey is more elements of
alternative financing. There are in principle two ways of achieving
such an increase. The first possibility is making more extensive use
of fees instead of taxes to fund the public systems. The other pos-
sibility is an increased element of private funding. Both possibilities
are discussed in the Survey.

The fees currently charged for public services contribute rela-
tively little to their financing. The importance of fees as a funding
source varies between different services. The contribution from
fees is in general significantly smaller in education and healthcare
than in childcare and eldercare. The Survey examines the potential
for additional fees in the latter two services. The Survey concludes
that the potential is fairly small. The additional resources that can
be freed up in this way are only sufficient for marginal improve-
ments in the current activities. In particular, this is the case if fu-
ture increases in fees for childcare and eldercare are to create room
for additional resources for other public activities too.

The basis for the fees currently levied is strictly limited. Increas-
ing the existing fees may thus not generate any significant total ad-
ditional resources for the welfare services as a whole. To be able to
provide any significant additional room for more and better welfare
services, fees would also have to be levied on services that currently
are free.

If the tax funding of certain welfare services is partly or entirely
replaced by fees, there may be reduced demand for these services.
This could give rise to undesirable distribution effects. A greater
element of income related fees is one possible way of limiting the
demand shortfall that may occur with more fee-based funding. The
problem is that such a limitation might substantially reduce the
additional resources that the higher fees are intended to provide.
Moreover, a differentiation of the fees will result in increased mar-
ginal effects and thus costs to society.

The Survey also examines the consequences of increased private
funding of the social insurance systems. One conclusion is that
such a change in the current social insurance systems cannot solve
the public sector’s long-term funding problems. The possible gains
that can be made are of a one-off nature and do not provide the
scope for the steadily growing additional resources that are neces-
sary for the continuing development of the welfare services.
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But there are other reasons speaking in favour of changing the
current social insurance systems. The demands made of the social
insurance systems have continued to grow. In recent years, both
the number of those absent due to long-term illnesses and the
number of early retirees have increased. A continuation of the
trend whereby the social insurance systems are the principal source
of income for an increasing number of working age persons could
make it much more difficult to fund these systems as well as to
safeguard other public activities.

Another way of improving economic conditions is for the public
sector to discontinue providing some welfare services completely.
In that case, these services would be privately funded. However, it
is difficult to conduct “simple” priority reductions of matters hav-
ing more economic substance. It is most difficult to eliminate ser-
vices in the most costly areas without compromising the funda-
mental objectives of the welfare state.

Another possibility that is examined is that the tax-funded ser-
vice is limited to offering a basic package of services and people will
have the option of using their own money to supplement this basic
supply with their own voluntary payments. Such a differentiation
would mean that the welfare services currently provided would be
tax funded in the future also. However, more room is provided for
supplementing this tax-funded basic service with private funding.
Thus a safety valve is created to provide an outlet for the steadily
increasing demand.

One problem with this solution and other solutions based on al-
ternative funding is that the room for increased demand differs
among households. Those households with better finances will
have a greater chance of buying more and better additional services
than those households that are worse off. Such a change could be
perceived as being in conflict with the fundamental objective that
welfare services are to be provided according to need, irrespective
of ability to pay, and equality of access and equivalence in the ser-
vices provided are to be guaranteed.
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Welfare Systems in Transition

In the short and medium term, the central challenge is to achieve
an increase in the labour supply and employment in the private sec-
tor. In this way, scope will be created to improve public services. It
is the Survey's assessment that there is scope for a relatively sub-
stantial increase in the supply of labour and thus in employment.
Measures to increase productivity should also be taken. The Survey
concludes that there is some potential for improving productivity
in the public sector. Higher economic growth stemming from in-
creased productivity growth in the business sector could
strengthen the basis for increased welfare through higher house-
hold income.

Broad-based efforts in a number of areas are required to make it
possible to satisfy increased demand for public welfare services in
the coming years. It is also urgent to continue deepening the analy-
sis and the discussion of how the welfare services could continue to
develop in the long run.

In the baseline scenario of the Long-Term Survey, economic
growth is relatively high up to 2020. It makes rapid growth in
household disposable income possible. Historical developments
give reason to believe that people will continue to demand more
and better welfare services in healthcare, social services and educa-
tion. Favourable economic developments and increased ability to
pay will strengthen the demand for increased quality in the welfare
systems.

The Survey makes the assessment that in the long term, it would
take changes in the welfare systems if they are to continue to meet
increased and changed demand for welfare services in a system that
is basically publicly funded, includes all individuals and has high
ambitions for income distribution. For the welfare services to be
able to grow in line with other consumption, those providing the
services must be supplied growing real resources. For many rea-
sons, it is likely to become increasingly difficult to fund increased
demand by higher taxes without negative effects on the labour
supply in particular and thus on economic growth.

To meet future challenges in welfare policy, the relatively fa-
vourable period in the next few years needs to be used for a broad-
based political discussion about how to design alternative funding
solutions: solutions that satisfy everyone’s demands and values
with respect to justice and quality while contributing to high em-
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ployment and good economic growth. There are no simple and
ready-made solutions. Therefore, analyses and preparations need to
start now.
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