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Denmark’s Convergence Programme 2009

Summary

Denmark’s Convergence Programme for 2009 (CP09) desctibes the outlook for pub-
lic finances and takes stock of the 2015 Plan in light of the global crisis and eco-
nomic policy measures since Convergence Programme 2008!. Moreover, the Con-
vergence Programme illustrates the policy requirements necessary to meet the targets
in the 2015 Plan and an expected recommendation from the EU Economic and Fi-
nancial Affairs Council (ECOFIN) under the Stability and Growth Pact. The short-
term cyclical outlook presented in the Convergence Programme is based on Economic
Survey, December 2009.

The global crisis which escalated in the autumn of 2008 has magnified the challenges
in economic policies. In Denmark, GDP has fallen on the order of 472 per cent in
2009 and unemployment has been rising since the summer of 2008. At the same
time, the record-high fiscal surpluses during 2005-2008 have given way to substantial
deficits. The public debt — and interest payments on the debt — is therefore growing
and will rise further through 2015 in the absence of new policy measures. The aim in
the 2015-strategy to bring down public debt and interest payments — thereby helping
to provide scope for financing pensions etc. for an increasing number of eldetly citi-
zens going forward — has thus come under pressure.

Opverall, the fiscal balance is expected to swing from a surplus of 3%2 per cent of
GDP in 2008 to a deficit of 5”2 percent in 2010. Part of the deterioration is cyclical
and essentially transitory in nature. But the structural balance? has also weakened
markedly from a surplus of almost 2 per cent of GDP in 2008 to an expected deficit
of around 1.7 per cent in 2010, mainly due to the expansionary fiscal measures taken
to cushion the effects of the crisis on activity and employment. Meanwhile, the pri-
mary structural balance (i.e. the structural balance excluding net interest rate expendi-
tures) is expected to be in deficit for the first time since 1990.

The structural deficit is projected to rise slightly from 1.7 per cent in 2010 to 1.8 per
cent of GDP in 2015 in the absence of new initiatives. This is because rising interest
payments on higher debt, adverse demographics and falling North Sea revenues are
projected to offset the budget improvement from withdrawing temporary fiscal sup-
port. At the same time, gross public debt (EMU definition) may rise from around 27
per cent of GDP in 2007 to around 50 per cent of GDP in 2015.

! The Convergence Programme is prepared in accordance with the Stability and Growth Pact. Under the EU regula-
tions, euro-area member states are required to prepare stability programmes, while other countries prepare conver-
gence programmes. The Council issues an opinion on each national programme based on a recommendation from
the Commission and discussions in the Economic and Financial Committee (EFC). The Danish convergence pro-
gramme and the Council’s opinion are considered by the Danish parliament (Committee for European Affairs).

2 The structural balance is an estimate of the underlying position of public finances, i.c. adjusted for the impact of
cyclical and other temporary factors, ¢f. for example Economic Survey, December 2009.
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On this basis, the fundamental challenge is that debt is rising while public expendi-
tures more permanently are projected to exceed revenues. Cyclical normalisation will
not eliminate the deficit and it is therefore necessary to strengthen public finances.

The structural balance in 2015 is projected to be weaker than in Convergence Pro-
gramme 2008 (in the absence of new measures) due to higher public debt and inter-
est payments as well as higher public consumption spending, ¢f. box 7. The tax re-
form in Spring Package 2.0, which is under-financed initially in view of the weak cycli-
cal position, is estimated to strengthen public finances in 2015, partly reflecting the
phasing-in of the financing elements of the reform. Moreover, the tax reform is es-
timated to strengthen public finances over the long term (the fiscal sustainability in-
dicator) by around 5%z billion DKK, mainly due to higher labour supply. The tax re-
form therefore dampens public debt in the longer term and yields a positive contti-
bution to meet the fiscal targets in the 2015 Plan.

The fiscal sustainability indicator is estimated at -1.3 per cent of GDP in the absence
of new initiatives. This is 0.5 per cent of GDP weaker than in Convergence Pro-
gramme 2008, despite an estimated strengthening of around 0.3 per cent stemming
from the tax reform in Spring Package 2.0. The downturn following the financial crisis
(implying higher interest payments) and higher public consumption expenditures
have weakened the sustainability indicator by some 0.8 per cent of GDP, cf. box 1.

The Convergence Programme targets balance by 2015 - and fulfilling the
expected Council recommendation will be an important step on the way

The key fiscal policy target in the Convergence Programme is to ensure (structural)
balance in public finances by 2015 in accordance with the 2015 Plan from 2007. Bal-
ance in 2015 will halt debt accumulation and allow fiscal policy to fulfil the long-term
requirement of fiscal sustainability included in the 2015 Plan.

Structural balance in 2015 is therefore also the Convergence Programme’s Medium-
Term Objective (MTO). This entails a margin compared to the MTO-requirement of
the Stability and Growth Pact, which implies that Denmark’s MTO cannot be lower
than -2 per cent of GDP. This lower limit for the structural balance reflects the
Pact’s requirement that the actual deficit should not exceed 3 per cent of GDP in a
normal cyclical downturn. The lower limit should be seen in conjunction with Dan-
ish public finances being more sensitive to the cycle than in most other countries.

The target in the 2015 Plan of structural balance in 2015 requires substantial fiscal
consolidation. As mentioned, in the absence of further initiatives the structural fiscal
balance is expected to show a deficit of some 1.8 per cent of GDP in 2015, . fable 1.
This implies a total consolidation requirement of around 31 billion DKK in the years
up to 2015 in order to ensure balance by 2015. The precise requirement is uncertain,
but the challenge is at any rate considerable.

Denmark’s Convergence Programme 2009 - February 2010
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Box 1

The global crisis and higher public consumption spending have weakened public finances

In Convergence Programme 2008 (CP08) the fiscal challenge in terms of securing long-term fiscal
sustainability (a sustainability indicator of 0) was estimated at around 0.8 per cent of GDP or around
14 billion DKK, cf. table a. Hence, the policy requirement was that new initiatives to raise employ-
ment etc. through 2015 should strengthen public finances by that amount.

The tax reform in Spring Package 2.0from 2009 strengthens fiscal sustainability by around 0.3 per
cent of GDP, thus meeting close to half of the requirement in CP08.

Meanwhile, the fiscal challenges have increased, for two reasons in particular:

e Theinterest burden on higher debt (15-20 per cent of GDP higher net debt) incurred during the
years of weak cyclical conditions after the financial crisis weakens fiscal sustainability by slightly
more than 0.3 per cent of GDP.

e  Public consumption expenditures are higher than expected. This weakens sustainability by
around 0.3 per cent of GDP. Moreover, expenditures make up a larger share of GDP as potential
GDP is estimated to be lower following the crisis. Lower structural GDP and higher real expendi-
tures raise the expenditure share by around ¥ per cent of GDP and weakens sustainability corre-
spondingly.

By the same token, the structural balance in 2015 is 0.8 per cent of GDP lower than projected in Con-
vergence Programme 2008 (excluding the reform requirement in CP08). This also reflects rising in-
terest expenditures and higher public consumption spending as a share of GDP, cf. table a. The tax
reform is estimated to strengthen the fiscal balance by some 0.4 per cent of GDP in 2015.

Table a
Weakening of long-term sustainability and structural balance in 2015 (excl. required reforms)

Sustainability Balance in
Per cent of GDP indicator 2015
CP08 excluding required reform-contribution -0.8 -1.0
- Contribution from tax reform in Spring Package 2.0 0.3 0.4
- Weakening due to the global crisis and increased expenditures -0.8 -1.4
- of this interest rate burden on increased debt from 2015 -0.3 -0.9
- of this higher public consumption expenditures -0.3 -0.3
- of this contribution from lower structural GDP -0.2 -0.2
- Other factors(North Sea revenues etc., net impact) 0.0 0.2
CP09 in the absence of new initiatives -1.3 -1.8

Note: The sustainability indicator indicates the magnitude of the permanent improvement of public finances
as a share of GDP needed to ensure a stable net debt relative to GDP in the long term, cf. chapter 2.

With the prospect of a deficit of 5%2 per cent of GDP this year, Denmark is expected
— in line with the Stability and Growth Pact — to become subject to the excessive
deficit procedure and receive a recommendation from the EU’s Council of Ministers
(ECOFIN) recommending that the deficit is brought below the 3 per cent of GDP
reference value within a few years.

Denmark’s Convergence Programme 2009 - February 2010
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Table 1
Actual and structural deficits in absence of new initiatives

2009 2010 2011 2012 2013 2014 2015
Balance (bn. DKK 2010-level) -50 -94 -79 -71 -56 -42 -31
Balance (per cent of GDP) -3.0 -5.5 -4.4 -3.9 -3.1 -2.3 -1.8

Structural balance (per cent
of GDP) -0.6 -1.7 -1.3 -1.6 -1.4 -1.6 -1.8

Note: The structural balance corresponds to the actual balance adjusted for estimated effects on public fi-
nances from cyclical fluctuations and other temporaty factors.

Judging from the rules and practices of the Stability and Growth Pact and especially
the ECOFIN Council recommendations that other countries have received until
now, the recommendation to Denmark is likely to call for a strengthening of the
structural balance by a total of 1%2 per cent of GDP by 2013, i.e. by Y2 per cent of
GDP per year on average in the years 2011-2013. The expected recommendation
does not specify how the tightening should be distributed over the years, and the
recommendation may be changed subsequently if the economy develops less fa-
vourably than expected.

In that case, the recommendation will be in line with the one Germany received in
December 2009, and with the benchmark requirement for annual efforts in the Sta-
bility and Growth Pact for countries with excessive deficits. Moreover, the required
consolidation will in that case be smaller than for other EU member states subject to
the procedure. This reflects that Denmark has a lower deficit (both actual and struc-
tural) than most other countries, relatively low debt and less extensive future sustain-
ability challenges. In part, this is because the surpluses in the good years from 2005-
2008 were higher in Denmark than in other EU member states.

Adhering to the expected recommendation implies that the structural deficit must be
reduced from 1.7 per cent of GDP in 2010 to 0.2 per cent of GDP in 2013. That will
be an important step on the way towards the primary objective of fiscal balance in
2015. Hence, the structural deficit will be reduced from around 1.8 per cent of GDP
in the absence of new measures to around 2 per cent of GDP when the expected
recommendation is complied with (given that the tightening is permanent). The
longer-term technical projections, however, indicate that the deficit will rise again for
a period of 20-30 years after 2015 due to, primarily, adverse demographics and de-
clining tax revenues from the North Sea.

The objective of fiscal balance by 2015 dampens the debt accumulation and provides

a better basis for handling these longer term challenges. Even so, public finances will
remain under pressure after 2015 and further measures may well become necessary.

Denmark’s Convergence Programme 2009 - February 2010
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Against this background, the expected recommendation from the ECOFIN Council
does not imply a heightening of the overall level of ambition, or that consolidation
now has to be implemented which would otherwise not be necessary. The timing in
the overall process means that the debt accumulation can be dampened relatively
quickly, and that fiscal room of manoeuvre can be restored, which may be needed in
case of subsequent serious setbacks.

A credible restoration of sustainable finances within the framework of the EU’s
overall efforts to ensure sound finances can also engender lower interest rates than
otherwise and reduce vulnerability to renewed financial turmoil. At the same time,
however, the consolidation challenge will require rather extensive measures, which
relatively quickly and directly improve public finances.

Policy assumptions in the Convergence Programme and the future process
Concrete decisions on consolidation measures or their phasing-in have not been
taken in the CP. Over the next years, however, the adjustment will be on the expen-
diture side, including public consumption expenditures. The Danish tax level is still
among the highest in the world, and higher taxes can dampen growth potential and
employment. At the same time a number of taxes and indirect taxes are set to go up
over the coming years as part of the financing of the tax reform.

Moreover, public consumption spending has increased more than expected in the
medium-term plans since 2001 and makes up a larger share of GDP (and cyclically-
adjusted GDP) than ever before. With the expenditure growth towards 2015 that
was planned up to now, public consumption would by 2015 be a good 1 percentage
point above the benchmark in the 2015 Plan of 26"z per cent of (cyclically adjusted)
GDP. In 2010 public consumption expenditures are approximately 13% billion
DKK higher than expected in the 2015 Plan from 20073.

The second pillar in addressing the fiscal challenges is to implement initiatives that
strengthen growth and employment in the longer term, thereby strengthening public
finances. The tax reform in Spring Package 2.0, the pension reform in the Welfare
Agreement (2006) and the series of adjustments in labour market policies since the
beginning of the decade strengthen labour supply and employment and thereby pub-
lic finances. In the longer term, the pension reform in the Welfare Agreement (20006)
offsets the fall in the employment rate that would otherwise occur, especially since
the age limits in the retirement system are linked to the life expectancy of 60 year
olds. The agreement is therefore a key condition for being able to handle the chal-
lenges of financing health cate and elderly care over the longer term.

3 Real public consumption expenditures in 2010 are approximately 36%2 billion DKK higher than in the 2010 Plan
from 2001, where real growth was assumed to be 1 per cent per year in 2001-2005 and 0.5 per cent per year in 2006-
2010. The planned real growth was adjusted upwards to 1 per cent per year from 2007 due to the Globalisation
funds in the Welfare Agreement from 20006, cf. chapter 2.
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Reforms that raise employment may relieve pressure on fiscal policy towards 2015,
since higher employment increases tax revenues and lowers public expenditures. Re-
forms that strengthen public finances in the longer term cannot, however, contribute
to fulfil the expected Council recommendation towards 2013. In the cutrrent situa-
tion with a fairly urgent need to strengthen public finances, the most immediate task
is therefore to prepare changes that have a relatively quick impact on public finances.

The Convergence Programme incorporates consolidation of public finances so that
structural fiscal balance is achieved by 2015 and the expected EU recommendation is
complied with. Thus, the economic projection is in line with the guidelines for the
Convergence Programmes and the key fiscal objectives set out in the 2015 Plan.

The policy assumptions in the Convergence Programme incorporate consolidation
of public finances by around 31 billion DKK (2010-level) towards 2015. The projec-
tions include a reduction in total public expenditures of 24"2 billion DKK compared
to the expenditure growth path in Convergence Programme 2008. The expenditure
reduction is, as a technical assumption, distributed proportionally between public
consumption spending and other public expenditures.

Real growth in public consumption expenditures is set (technically) at 0 in 2011-2013
(and ¥4 per cent per year in 2014 and 2015). This corresponds to a 13%2 billion DKK
reduction in expenditures (around 2% per cent of total public consumption) com-
pared to the real growth assumed in CP08 for 2011-2013. The expenditure profile
should be seen in light of public consumption expenditures being 13%4 billion DKIK
higher in 2010 than assumed in the 2015 Plan from 2007. In the Convergence Pro-
gramme, public consumption expenditures amount to just over 26% per cent of (cy-
clically adjusted) GDP by 2015, which is a little above the benchmark in the 2015
Plan and higher than in every year from 1984 to 2007.

Furthermore, it is assumed that the remaining part of the reform requirement in the
original 2015 Plan (i.e., the share of the reform requirement that has not yet been
implemented) will be implemented by 2015. It is thus technically assumed that new
initiatives increase employment on a scale that strengthens public finance sustainabil-
ity by an additional 7 billion DKK (0.4 per cent of GDP).

The projection also includes a rolling-back of the temporary fiscal stimulus imple-
mented in 2009 and 2010. Public investments will be reduced from the high level in
2010, while the financing elements in Spring Package 2.0 are phased in as planned. The
consolidation requirements and their contribution to meet key fiscal targets are sum-
marised in box 2.

Denmark’s Convergence Programme 2009 - February 2010
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Box 2

Requirements for consolidation of public finances in order to achieve central objectives

The consolidation projection in CP09 has been built on the following fiscal objectives:

e  Maintaining the key objective in the 2015 Plan of structural balance in 2015, with which fiscal
policy fulfils the requirement of long-term fiscal sustainability- including adhering to the ex-
pected recommendation from the ECOFIN to bring the deficit below 3 per cent of GDP and en-
sure an improvement of the structural balance by 1% per cent of GDP from 2010 to 2013.

e  Consolidation will take place on the expenditure side and public consumption spending will be
kept stable in real terms. The benchmark for public consumption expenditures of 262 per cent
of (cyclically adjusted) GDP is maintained. Furthermore, it has been technically assumed that the
part of the reform requirement in the 2015 Plan that has not been implemented, will be fulfilled
up to 2015.

e  The tax freeze will be continued.

The withdrawal of temporary fiscal stimulus during the downturn- i.e. phasing in the financing ele-
ments in Spring Package 2.0and bringing public investment back down again - will strengthen the
structural balance up to 2013 and 2015, but these gains are largely offset by rising interest expendi-
tures on higher debt, falling North Sea revenues and the retirement of large cohorts. In sum, an im-
provement of the structural balance by 1.5 per cent of GDP from 2010 to 2013 is estimated to require
new initiatives improving public finances in 2013 by 1 per cent of GDP. This requires new initiatives
corresponding to around 24" billion DKK (2010 level).

This would also mean that the long term sustainability indicator is approximately -0.2 per cent of
GDP. In the projection there is still a deficit in 2015 of almost ¥ per cent of GDP, cf. table a.

Structural balance in 2015 requires, based on current calculations, a further improvement in public
finances via new initiatives for approximately 7 billion DKK.

Overall, the consolidation needs amount to some 31 billion DKK in order to fulfil the target of balance
in structural public finances by 2015.

Table a
Consolidation requirements to ensure target compliance

Consolidation |Balancein Sustainability |Balancein
Per cent of GDP requirement 2015 indicator 2025
No-policy change - -1.8 -1.3 -4.5
Around 24 bn.
Expected recommendation 2013 DKK -0.5 -0.2 -2.5
Around 31 bn.
~ Structural balance 2015 DKK 0.0 0.2 -1.8

Even though the budget is in balance in 2015 and fiscal sustainability is fulfilled in the Convergence
Programme there is likely to be downward pressure on public finances for a couple of decades after
2015. The sustainability indicator is weakly positive (0.2 per cent of GDP) in the projection due to pri-
mary surpluses in the distant future - after 2050 - and also assumes tighter expenditure control than
in the last 15-20 years. The long term improvement in the projection reflects shifting demographics
in conjunction with estimated effects of the pension reform in the Welfare Agreement, cf. chapter 5.

Denmark’s Convergence Programme 2009 - February 2010
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The economic projection on which the fiscal assessment is based requires tight ex-
penditure control and a successful recovery after the financial crisis with relatively
high growth towards 2015, so that the currently rather large output gap gradually clo-
ses. It has been assumed that the recovery now under way in the world economy,
and tentatively also in Denmark, will continue even as countries embark on the nec-
essaty fiscal consolidation. The recovery is supported by the current very expansion-
ary monetary policies and lower market interest rates that support investment and
consumption, including via the housing markets.

In most countries fiscal consolidation will have to start while the output gap remains
quite significant. This is necessary in order to avoid a negative spiral of rising debt
and interest expenditures, and to avoid the risks of weakened confidence and higher
interest rates.

Fiscal consolidation will in itself dampen demand growth, but without consolidation
there would be quite significant risks that interest rates could go up and contidence
could be undermined, including through expectations of future (larger) tightening
measures and this would also dampen demand growth, cf. chapter 1.

With the assumptions that form the basis for the projection, changes in fiscal policy
since 2008 as well as the effects from lower interest rates are estimated to increase
the activity level in 2010 and 2011 by up to around 4”2 per cent of GDP, ¢f table 2.
The moderating effect of the consolidation assumed for 2011 is therefore on these
estimates largely offset by the impact of earlier fiscal and monetary easing that is still
feeding through with increasing force into 2011. In the years 2012 to 2015, however,
the partial contribution from the assumed consolidation and gradually rising interest
rates is estimated to reduce demand growth. The assumption of rising interest rates
notably reflects the assumption that global growth is increasingly self-sustainable.

The prospects for the real economy are uncertain both concerning the short-term
outlook — partly in light of the substantial need for fiscal consolidation in many
countries and the effects on exports from reduced competitiveness — and more fun-
damentally as to whether the downturn after the financial crisis leads to a permanent
reduction in potential GDP and possibly employment compated to the expectations
in previous years’ Convergence Programmes. It has been assumed that, as of 2015,
the unemployment rate can be held at 3.6 per cent of the labour force on average
over the business cycle, which requires a well-functioning labour market. Moreover it
is difficult, especially in the current situation, to make an accurate estimate of the un-
derlying position of the public finances (the structural balance).

The longer-term projections in the Convergence Programme — i.e. for the period af-
ter 2015 — should primarily be seen as a consistency check on whether there is broad
balance between public revenues and expenditures in the longer term. It has been
assumed that growth in total public consumption expenditures up to 2015 and there-
after — including what follows from the demographic pressures and technological
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development etc. in the health sector — is financed within an overall expenditure
growth path that is lower than in the past 20 years. Possible effects on public fi-
nances from the objective of achieving independence from fossil fuels in the longer
term, beyond the energy and climate targets in the Energy Agreement from 2008,
have not been taken into account.

Table 2

Contributions to economic activity towards 2015 (the contribution from fiscal policy is
excluding any dampening effects on interest rates from consolidation)

2009 2010 2011 2012 2013 2014 2015

Per cent of GDP

Multiannual fiscal effect (GDP level) 1.0 2.0 1.9 1.4 0.7 0.3 0.0
Special Pension scheme (SP)

disbursement etc. 0.3 0.6 0.3 0.1 0.0 -0.1 -0.2
Fiscal policy since 2008 and SP etc. 1.3 2.7 2.2 1.5 0.7 0.2 -0.2
Changes in interest rates since 2008 0.4 1.8 23 2.0 1.5 0.8 0.1

Total contribution, fiscal effect,
interest rates etc. 1.7 4.5 4.5 3.5 2.2 1.0 -0.1

Contribution to annual growth 1.7 2.8 0.0 -1.0 -1.3 -1.2 -1.1

Note: The multiannual effects on activity are calculated as the effects on activity from fiscal policy and chan-
ges in interest rates since 2008 and are quite uncertain.

It should also be stressed that it is the ECOFIN council that, on the basis of a rec-
ommendation from the European Commission, adopts the deadline for bringing the
deficit below 3 per cent of GDP and the required improvement in the structural bal-
ance. The assessment of what is needed to comply with the recommendation also
relies primarily on the Commission’s estimate of the structural balance (and not the
Ministry of Finance’s estimate) and may also depend on the concrete implementation
of the rules in the coming yeats. It can not be ruled out that the recommendation
will be more demanding (for example %4 per cent of GDP per year or a deadline of
2012 instead of 2013), while the probability that Denmark does not become subject
to the excessive deficit procedure is currently considered to be minimal.

The need for consolidation may therefore be revised and updated over time in light
of new information including on public finances and new policy decisions, as well as
the specific content of the expected EU recommendation to Denmark.

Given the overall magnitude of the challenges, the Government has initiated a proc-
ess preparing fiscal policy consolidation, aiming for balance in structural public fi-
nances in 2015, including adherence to the expected recommendation. The adjust-
ments will take place on the public expenditure side as well as fulfilling the remaining
reform requirement stemming from the original 2015 Plan. In order to reach the tar-
gets it is central that total public consumption expenditure is held broadly stable. The
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fiscal stance and measures in 2011 will be determined more concretely during the ne-
gotiations on the municipalities’ economy in May-June and the process leading to the
Fiscal Bill in the autumn, taking among other things the economic situation into con-
sideration.

The Government will also initiate the preparation of a comprehensive plan towards
2020 which will outline key structural and fiscal policy requirements and initiatives to
ensure consistency between public revenues and expenditures in the longer term.
This should be seen in light of the expected requirement that Denmark by the end of
this year — i.e. in the Convergence Programme for 2010 — should clarify further how
the recommendations will be complied with. The plan will also put emphasis on how
to secure favourable growth conditions after the global and financial crisis.

| Table 3
Actual and structural deficits with new initiatives - the CP09-projection

| 2009 2010 2011 2012 2013 2014 2015
| Balance (bn. DKK, 2010-level) -50 -94 -75 -57 -33 -15 approx. 0
| Balance (per cent of GDP) -3.0 -5.5 -4.2 -3.2 -1.9 -0.8 0.0
|

Structural balance

(per cent of GDP) -0.6 -1.7 -1.0 -0.7 -0.2 -0.1 0.0

Note: The structural balance corresponds to the actual balance adjusted for estimated effects on public fi-
nances from cyclical fluctuations and other temporaty factors.

Denmark’s Convergence Programme 2009 - February 2010



Chapter 1. Challenges and requirements in fiscal policies

1. Challenges and requirements in fiscal policies

1.1 The global crisis has increased fiscal policy challenges

The global downturn following the financial crisis has been significantly deeper than
expected in the Convergence Programme 2008 and has increased the economic pol-
icy challenges. The key priority in 2009 and 2010 has been to stem the negative ef-
fects from the crisis on financial stability, production and employment. A wide range
of initiatives have been implemented, ¢f. zable 1.1 and annex A.1.

Table 1.1
Overview: the most important initiatives to stem the negative effects from the global crisis

Financial stability Bank rescue package and pension agreement (October 2008), Credit
Package (January 2009), Business Package (August 2009).

Monetary and fixed exchange  The key monetary policy interest rate has been reduced to historically

rate policy etc. low 1.05 per cent. Foreign currency reserves have increased to more than
400 billion DKK.
Liquidity support Extended credit periods for firms, access to SP-savings etc. for house-

holds, eased access to liquidity in the central bank.
Significant fiscal easing in the Fiscal Bill for 2009, the agreement on green
Fiscal policy ]Eranzs&o(;‘t policy, the tax reform in Spring Package 2.0and the Fiscal Bill
or etc.

Denmark appears to be among the OECD countries that have eased fiscal policy the
most in 2009 and 2010 in order to support growth and employment. The fiscal
stimulus over the two years has a budget impact of around 60 billion DKK in 2010
(3Y2 pet cent of GDP measured by the direct budget impact, i.e. compared to an un-
changed fiscal stance from 2008). Expansionary measures include planned growth in
public investments by 30 per cent over two yeats and significant cuts in taxation es-
pecially in 2010. Growth in public consumption is also relatively high, cf. chapter 4.
Since interest rates have also fallen to historically low levels since autumn 2008, eco-
nomic policies provide a significant contribution to activity and employment in 2010,
of table 1.2.

The temporary fiscal easing in the shape of frontloading of public investments and
the tax reform in Spring Package 2.0, which is underfinanced the first years, does not
weaken long term fiscal sustainability. The tax reform is estimated to strengthen pub-
lic finances in the longer term, mainly due to increased labour supply, cf. chapter 2.
Moreover, the initiatives to ensure financial stability are not expected to affect fiscal
sustainability, but have led to higher exposure of public finances to risks in the pri-
vate sectot, especially the financial sector.

The sizeable fiscal expansion should be seen in light of surpluses on the structural

fiscal balance of just under 2 per cent of GDP in the period 2005-2008, in line with
the target in the 2015 Plan. Moreover, the favourable cyclical situation and related

Denmark’s Convergence Programme 2009 - February 2010



16

Chapter 1. Challenges and requirements in fiscal policies

factors contributed to large fiscal surpluses in Denmark. The average surplus in these
years was higher than in other EU member states, ¢f figure 1.1a.

Table 1.2
Effects on activity and employment from expansionary policy measures in 2009 and 2010

The expansionary policy measures in 2009 and 2010 - including the disbursement of Special Pen-
sion (SP) savings etc. - are estimated to increase the activity level by 2% per cent in 2010 under nor-
mal circumstances. The employment level in 2010 may therefore be around 50,000 persons higher
than if the fiscal policy setting had been neutral (134 per cent).

If the effects from lower interest rates since 2008 are included, the contribution would under nor-
mal circumstances lift GDP by around 4% per cent in 2010 and increase employment by up to
80,000 persons (slightly more than 2' per cent).

The structural fiscal balance is estimated to weaken from a surplus of around 1.9 per cent of GDP in
2008 to a deficit of around 1.7 per cent of GDP in 2010.

On average for the years 2005 to 2008 the planned fiscal policy stance in each yeat’s
budget was estimated to have a neutral impact on activity as measured by the fiscal
effect, while the realized outcomes point to an average first-year growth impact of
0.1 per cent of GDP per year in the period. This is primarily because public expendi-
tures have grown faster than planned, especially in 2006. Meanwhile, the very high
surpluses reflect also the operation of automatic stabilizers that have had a dampen-
ing effect on economic activity during the cyclical upswing.

| Figure 1.1a | Figure 1.1b
Fiscal surplus or deficit in EU member sta- Gross public debt (EMU definition): 2010
tes, 2005-2008 Plan and now
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Source: European Commission, Statistics Denmark, Eurostat and own calculations.

The large surpluses before the financial crisis brought down public debt. Up to 2007
the debt reduction (gross public debt) was therefore ahead of the target in the origi-
nal 2010 Plan from 2001, ¢f. figure 1.7b. The rise in gross debt in 2008 — when the
budget balance was still in surplus — mainly reflects the issuing of 30-year govern-
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ment bonds for almost 90 billion DKK in the autumn, as part of efforts to restore
financial stability. This has reduced borrowing requirements in the following years!.

The gross public debt (EMU definition) is used in relation to the Stability and
Growth Pact requirements. The gross public debt is still below the 60 per cent
benchmark and is lower than in most other EU member states, ¢f figure 1.2a. The net
public debt, which includes both public financial assets and liabilities, declined up to
2008 when net debt turned into net assets, cf. chapter 4.

| Figure1.2a | Figure1.2b
Gross public debt in EU member states, Actual and structural balance, 2001-2011
2008
Per cent of GDP Per cent of GDP Per cent of GDP Per cent of GDP
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Source: European Commission, Statistics Denmark, Eurostat and own calculations.

The global crisis and the measures taken to cushion its effects have led to a signifi-
cant deterioration of public finances. In just one year Denmark has gone from a sur-
plus of 3%2 per cent of GDP in 2008 to an estimated deficit in 2009 of 3 per cent of
GDP, i.e. on the bordetline of the EU’s reference value for excessive deficits. The
deficit is expected to grow to 52 per cent of GDP in 2010, ¢f figure 1.2b. Gross pub-
lic debt may therefore rise from 27 per cent of GDP in 2007 to just over 40 per cent
of GDP by the end of 2010.

Just over 1/3 of the weakening of public finances from 2008 to 2010 is estimated to
reflect expansionary policy measures, while the remainder (almost 2/3) primarily re-
flects the direct budgetary impact from the economic slowdown, including the op-
eration of automatic stabilisers that also help to dampen the loss of income in the
private sector and thereby support demand.

Extraordinarily low interest rates in many countries and temporary contributions
from fiscal measures have helped bring about renewed growth after the sharp set-
back in late 2008 and early 2009. In Denmark growth is expected to be relatively
moderate at 1.3 per cent in 2010 and 1.6 per cent in 2011. This is less than in previ-
ous recoveries, reflecting adjustment pressures in the housing market and the finan-

!'The proceeds were deposited into the government’s account in the central bank and have subsequently been used
to finance capital injections in financial institutions, among other things.
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cial sector. Growth is supported by the easy monetary stance both at home and
abroad, to which comes the expansionary fiscal measures in 2009 and 2010, ¢f figure
1.3a. Prospects remain uncertain, however, including as to whether the global recov-
ery is sufficiently self-sustaining when the expansionary fiscal measures are rolled
back. In the same vein, there is uncertainty as to how quickly monetary policy will be
normalised, which over time is necessary to prevent any build-up of new potential
imbalances, for example in the financial markets.

| Figure1.3a | Figure1.3b
GDP growth with and without expansion- Unemployment now and since last trough
ary economic policies in selected countries
Per cent Per cent Per cent of labour force Per cent of labour force
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Note: In figure 1.3b’DK’ shows unemployment measured by the EU harmonized unemployment definition, whi-
le ‘DK (reg.)’ shows the registered unemployment as calculated by Statistics Denmark.
Source: Statistics Denmark, Eurostat and own calculations.

In Denmark unemployment has risen quite significantly after reaching an unusually
low level in summer 2008, but it remains lower than in most other countries, ¢f. figure
1.3b. The registered unemployment is expected to rise for some time yet, due to the
fall in production that has taken place. Hence, registered unemployment is expected
to rise at a lower pace until the end of 2010, reaching the same level as during the
previous cyclical downturn (eatlier in the decade). Eventually, growth in production,
which has picked up since summer 2009, is expected to feed through to the labour
market and unemployment is expected to level off around the turn of the year
2010/2011 and then to decline slightly through 2011.

The most recent indicators confirm that Denmark is coming out of recession. GDP
grew by 0.6 per cent in the 3t quarter 2009 and both car sales, debit card (dankort)
sales and confidence indicators for the service sector and manufacturing sector have
improved in the last part of 2009, while the fall in industrial production has slowed.
The economic outlook is subject to considerable uncertainty, ¢f Economic Survey, De-
cember 2009 and chapter 3.
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Economic policy challenges in Denmark and abroad

The global downturn following the financial crisis may have drawn-out implications,
both in terms of public finances and the challenge of ensuring renewed growth and
lower unemployment.

Most countries are facing a major challenge in phasing out the extensive financial
sector measures without weakening financial stability. Moreover, the exceptional fis-
cal measures implemented in order to mitigate the crisis need to be rolled back.
However, this will not be sufficient. Public finances are under great strain in many
countries and extensive consolidation is needed in most Western countries, ¢f box
7.1. The challenges are enhanced by the growing demographic pressures on public
finances stemming from an increasing number of eldetly, longer life-spans and rela-
tively fewer in the most active working ages.

In order to finance high deficits, many countries will have to issue large amounts of
government bonds over the next years. This may lead to upward pressure on interest
rates not least in small countries and especially if confidence in fiscal policies weak-
ens. Moreover, most countries have become more exposed to developments in the
financial sector due to guarantees and capital injections etc. These have increased
borrowing needs and may potentially affect public finances if conditions in the fi-
nancial markets again deteriorate.

The consolidation task is especially challenging because many countries will have to
tighten fiscal policy at the same time and to an extent which has hardly been seen be-
fore and in many cases consolidation needs to be started when considerable uncer-
tainty remains as to the sustainability and robustness of the recovery.

In most countries the required consolidation is larger than in Denmark, partly be-
cause many countries had considerable deficits and high debt also under the last cy-
clical upturn. A number of countries are facing consolidation needs of up to 10 per
cent of GDP over the next years and in many cases the consolidation will start al-
ready in 2010, cf. box 1.1. This is necessary in order to prevent a negative spiral of
high deficits, rising debt and increased interest payments.

For all countries it is key to ensure high credibility in handling the fiscal challenges,
not least to underpin low interest rates. The potential effects on economic activity
from fiscal tightening must be seen in relation to the risk of significantly higher in-
terest rates if consolidation is not implemented. That would also have negative ef-
fects on activity and reinforce interest payments and debt dynamics.

Given the very expansionary stance of monetary policies and sizeable public deficits,
the room for stabilization policies has been exhausted, and consolidation is therefore
necessary also in order to secure room for manoeuvre in case of new setbacks at a
later stage. The need for policy credibility is particulatly strong in small countries
which, like Denmark, are not part of the euro zone.
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Box 1.1

Examples of planned fiscal consolidation in different countries

The economic crisis has led to a sharp deterioration in public finances in the OECD area and many
countries are now facing significant multi-annual consolidation challenges. According to the OECD,
gross public debt in the OECD area could rise by around 40 per cent of GDP over a decade (from
around 73 per cent of GDP in 2007 to 113 per cent of GDP in 2017), even if public finances are con-
solidated by 1 per cent of GDP per year for seven years in the countries facing the highest challenges,
including France, the UK and the US, and over three years in countries with more moderate chal-
lenges, including Germany'.

In the EU, fiscal consolidation is coordinated within the framework of the Stability and Growth Pact,
cf. box 1.2. Some examples of other EU countries’ consolidation plans based on the countries’ stabil-
ity programmes for 2009/2010 are described below.

The Netherlands strengthened public finances in the years before the crisis and therefore had room
for expansionary fiscal policy both in 2009 and 2010 in light of the crisis. As a consequence the fiscal
deficit exceeded 3 per cent of GDP in 2009 and is expected to be just above 6 per cent of GDP in 2010.
The Netherlands have therefore received an ECOFIN Council recommendation to bring the deficit be-
low 3 per cent of GDP by 2013, to start the consolidation in 2011 and to implement fiscal tightening
of % per cent of GDP on average per year in 2011-2013. The Netherlands intend to comply with the
recommendation and has decided on measures that are considered consistent with the average con-
solidation requirement in 2011, including reductions in transfers to municipalities and regions. Dur-
ing the summer of 2010 the Government will present further proposals to consolidate in order to
bring the deficit below 3 per cent of GDP by 2013. The Government has set up 20 working groups to
draw up a catalogue of proposals on how expenditures could be reduced to match the new economic
situation.

Austriaalso had some room to ease fiscal policies in both 2009 and 2010. As a result of the expan-
sionary policy and the economic situation etc. Austria’s deficit exceeded 3 per cent of GDP in 2009
and is expected to be 4.7 per cent of GDP in 2010. Austria has therefore received an ECOFIN Council
recommendation to bring the deficit below 3 per cent of GDP in 2013 by an average annual tighten-
ing of ¥ per cent of GDP. Austria intends to comply with the recommendation and to bring the deficit
down to 2.7 per cent of GDP by 2013. It is Austria’s plan that the tightening will primarily be imple-
mented via lower expenditures and that around half of the spending cuts (0.9 per cent of GDP) will be
implemented by dampening public consumption, including primarily the public payroll. The concrete
initiatives have not yet been specified.

Irelandis one of the EU member states that have been hit hardest by the crisis. The public finances
have deteriorated from roughly balance in 2007 to a deficit of almost 12 per cent of GDP in 2009. Ac-
cording to the ECOFIN Council recommendation, Ireland shall bring the deficit below 3 per cent of
GDP in 2014 and implement average annual consolidation of 2 per cent of GDP in 2010-2014. How-
ever, Ireland has, due to the sizeable fiscal deficits and acute pressure on the interest rate spread,
started consolidating already in 2009 with a tightening of around 5 per cent of GDP. In the stability
programme for 2010 Ireland intends to comply with the recommendation and bring the deficit below
3 per cent of GDP in 2014, including by a 2% per cent of GDP tightening in the 2010-budget and
planned tightening of 1%5-2 per cent of GDP in both 2011 and 2012. The consolidation is mainly im-
plemented on the expenditure-side in the 2010-budget, where budget improvements include 1 bil-
lion euro in public salaries (that are reduced by 6 per cent on average and 15 per cent for employees
with salaries exceeding 200,000 euro), 760 million euro on transfers etc. (especially by reducing un-
employment benefits to unemployed between 20 and 24 years of age), 980 million euro on public
expenditures (including efficiency measures in e.g. the health sector) and around 960 million euro on
investment projects. In addition, some measures on the revenue side have been implemented, in-
cluding a new carbon tax on fossil fuels. In the 2008 and 2009-budgets consolidation has to a higher
degree been implemented on the revenue side, including via higher taxes, particularly for the highest
incomes.

1) OECD Economic Outlook 86, Preliminary Edition, November 2009.
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The economic crisis is also likely to lead to a lasting reduction in potential output in
Denmark and in other countries compared to eatlier expectations. Both the EU, the
OECD and the IMF as well as national authorities in a number of countries have re-
vised down expectations for structural or potential GDP on the order of 2 per cent
and often more, since the crisis could weaken both productivity and increase struc-
tural unemployment. This increases the challenges, both in terms of ensuring pros-
perity and high employment after the crisis and regarding the public finances, since
lower GDP weakens the base for funding public expenditures.

For Denmark the challenges include in particular:

1) Underpinning a reinforcement of the incipient cyclical recovery and allowing it to gradually become
more self-sustaining. In the short term demand growth is primarily driven by the very
expansionary fiscal policy in 2009 and 2010 and the fall in interest rates, which has
been underpinned by the initiatives in the financial sector. The fiscal policy stance
has been balanced with a view to avoid unduly large consolidation needs after the
crisis, and with a view to the competitiveness, which has been weakening since the
turn of the millennium. In this regard it is important that wage developments help to
sustain Danish companies’ market shares as demand picks up at home and abroad.
The transition to a more self-sustaining recovery can also be strengthened by sup-
porting an increase in labour supply and by avoiding initiatives that hamper structural
change in the business sectot.

2) Consolidating public finances so that the budget is in broad balance by 2015 (structurally). On
current projections, this requires a strengthening of the structural balance on the or-
der of 1.8 per cent of GDP compared to the previous assumptions in the 2015 Plan,
including via lower expenditures or measures that increase employment and
strengthen public finances over a relatively short number of years, cf. section 1.3.
Such a consolidation would significantly dampen debt accumulation and reduce fu-
ture interest payments — in 2020 by around 10 billion DKK in 2010-level and not in-
cluding the risk of rising interest rates in the absence of consolidation.

3) Exit from the extraordinary measures to restore financial stability. Conditions in the finan-
cial markets have improved since the autumn of 2008, partly due to the extensive
measures taken in Denmark and in other countries. It is a key challenge to withdraw
and phase-out the initiatives without weakening financial stability. Especially phas-
ing-out the guarantees for unsecured creditors requires international coordination.
These guarantees as well as other measures aiming to strengthen the capital base in
the financial sector and improve the private sector’s access to liquidity are either
temporary or contain incentives for exit when conditions normalise. There are still
challenges in the financial sector related to a high number of bankruptcies, relatively
high leverage in parts of the business sector as well as the adjustment that has taken
place in the property and housing market, cf. chapter 2.
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4) Ensuring the basis for growth after the crisis. Since the mid-1990s productivity growth
has been lower in Denmark than in a number of comparable countries, even though
the conditions for growth are normally considered to be relatively good. Despite a
strong tise in labour supply and employment, GDP growth has been relatively mod-
erate. In the next years the labour force is set to decline, and a central challenge is to
take further measures to strengthen growth conditions. In this vein, a Growth Fo-
rum has been established, which in the course of 2010 will bring forward ideas and
suggestions on how to enhance growth conditions in Denmark, cf. chapter 2.

5) Permanently lower growth in public expenditures and financing the ambition of a society inde-
pendent of fossil fuels. Public consumption expenditures constitute a larger share of the
economy than ever before, and real growth in public consumption has exceeded ex-
pectations for a number of years. At the same time, in international comparison
Denmark has a high tax level and a tax freeze has been in force since 2001. It is
therefore a central challenge to ensure a more moderate growth in expenditures, in-
cluding in the years after 2015, where the rising number of elderly increases the need
for care, nursing and health services. At the same time, funding will need to be cre-
ated to cover the loss of revenue which may result from the long term ambition that
Denmark eventually will be independent of fossil fuels like oil, coal and gas. The cur-
rent revenues from energy taxes (around 40 billion DKK) relates primarily to fossil
fuels. The Convergence Programme incorporates the effects from the energy and
climate targets in the Energy Agreement from 2008, cf. annex A.5, but possible ef-
fects on public finances from the objective of achieving independence from fossil
fuels in the longer term have not been taken into consideration. Assumptions regard-
ing public finances after 2015 are reviewed in chapter 5.

1.2 Fiscal challenges in the medium and long term

As in the Convergence Programme from 2008 the key fiscal targets remains to
achieve structural balance in public finances by 2015 and long term fiscal sustainabil-
ity. In CPO8 the state of play was that measures for example in the labour market
should strengthen public finances by around 14 billion DKK (0.8 per cent of GDP)
in order to meet the fiscal targets. The 2009 tax reform fulfils close to half of the
structural policy requirement? In the autumn of 2008 proposals were put forward to
reform unemployment benefits also in order to meet the requirements, but the pro-
posals failed to achieve a majority.

In the meantime, the fiscal challenges have increased significantly due to the financial
crisis. The prospect of rising public debt and interest payments is in contrast with
earlier convergence programmes, where debt and interest payments were falling as a
share of GDP towards 2015. The strategy of saving (i.e. bringing down debt and in-
terest payments) in the years with fairly large North Sea revenues and relatively fa-

2 Around half of the original reform requirements of 0.8 per cent of GDP/14 billion DKK in the 2015 Plan has been
met by the introduction of the tax reform in the Spring Package 2.0 and the Job Plan from 2008 etc.
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vourable demographics — to finance pensions etc. for an increasing number of eld-
erly in the coming decades — has thus come under pressure.

Meanwhile, spending on public consumption has for some time incteased mote than
planned, also as a share of GDP. This primarily reflects higher growth in public con-
sumption than planned. In addition, potential GDP has been adjusted downwards.
This gives rise to funding challenges, if planned real growth in public consumption is
kept unchanged in a situation where growth in production and thus in the public
revenue base more permanently have been weakened, cf. annex A.2.

As mentioned, the structural fiscal balance is projected to show a deficit of around
1.7 per cent of GDP in 2010. In the absence of new initiatives (i.c. given the ex-
penditure assumptions etc. from 2010 to 2015 in the 2015 Plan and the Economic
Survey from December) the structural balance is projected to deteriorate slightly to-
wards 2015 to around 1.8 per cent of GDP, ¢f. fignre 1.4a. The weakening from 2010
to 2015 primarily reflects falling tax revenues from the oil and gas extraction in the
North Sea, increasing pension expenditures due to an increasing number of elderly
and the interest burden from rising public debt. These factors more than offset the
improvement in public finances that comes from the gradual withdrawal of the tem-
porary fiscal stimulus as the extraordinary high public investment level is brought
down again and the financing elements of the tax reform are phased in, ¢ box 71.2.

| Figure 1.4a

| Figure 1.4b

Structural fiscal balance in CP08 and CP09
without new initiatives

Structural primary balance in CP08 and
CP09 without new initiatives
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Source: Own calculations.

Compared to the Convergence Programme from 2008 (without required structural
reforms) the structural balance in 2015 is weakened by around 0.8 per cent of GDP.
This reflects the effects of higher net interest payments, while the structural primary
balance is broadly unchanged compared to last year’s programme (excluding contri-
butions from non-implemented reforms), o Zable 1.3 and figure 1.4b. This is mainly
because the positive contributions from the tax reform etc. offset higher public ex-
penditures as a share of GDP.
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Box 1.2
Factors contributing to underlying weakening of public finances towards 2015

The structural fiscal balance is estimated to be around -1.7 per cent of GDP in 2010 and is weakened
slightly to -1.8 per cent of GDP in 2015 in the absence of further initiatives.

The reduction in public investments from the high level in 2010 and the phasing in of the financing
elements in the tax reform etc. strengthen the fiscal balance from 2010 to 2013/2015 by around 1%-
1% per cent of GDP, cf. table a.

However, a number of factors pull in the opposite direction:

e (Net)interest payments are increasing with rising debt.

e North Searevenues are expected to fall in line with lower production in the North Sea.

e  Rising expenditures for example to pensions, as the number of elderly is rising.

e  Fewer persons in the most employable ages and the up to now assumed real growth in public
consumption.

In the absence of new measures the structural balance is strengthened by around V4 per cent of GDP
from 2010 to 2013. An improvement of the structural balance by 1.5 per cent of GDP from 2010 to
2013 will therefore require new initiatives that strengthen the structural balance in 2013 by around
14 per cent of GDP.

Table a

Primary contributions to changes in the structural balance from 2010 to 2013/2015 (in the
absence of new measures)

Per cent of (cyclically adjusted) GDP 2010 2013 2015
Structural balance (without new measures) N -1.4 -1.8
Changes 2010-2013 2010-2015
Change in structural balance 0.3 -0.1
-of this change in (net) interest payments -0.4 -0.4
-of this change in primary balance (structural) 0.6 0.3
Contributions to change in primary balance 2010-2013 2010-2015
Contributions to improved primary balance 1.3 1.5
Reduction in public investments 0.6 0.6
Spring Package 2.0(including labour supply etc.) 0,7 0.9
Contributions to weakening primary balance -0.7 -1.2
North Sea revenues -0.3 -0.2
Pensions -0.2 -0.4
Other” -0.2 -0.6

1) Due to a higher estimate for the structural level of net interest payments, the structural balance is estimated
to -1.7 per cent of GDP compared to -1.6 per cent of GDP in the Economic Survey, December 2009.
2) Fewer in the labour force, real growth in public consumption as in CP08 etc.

The expected fall in tax revenues from oil and gas extraction in the North Sea to-
wards 2015 is smaller than in CP08 (almost 0.2 per cent of GDP). This primarily re-
flects that the expected oil price has been adjusted upwards after the incorporation
of the International Energy Agency’s oil price projection from November 2009. As
mentioned, the revenues from the North Sea are expected to gradually taper off as
the reserves are depleted.
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Table 1.3

Public finances in 2015 (without new initiatives)

CP08 CP09
(withoutnew  (without new

Per cent of GDP initiatives) initiatives ) Change

Structural balance -1.0 -1.8 -0.8

Net interest payments 0.2 -1.0 -1.2

Structural primary balance -1.2 -0.8 +0.4'

Change in primary balance from: Contribution

Tax reform (including timing shifts in revenues) 0.4

Higher revenues from the North Sea than ex-

pected in CP08 0.2

Higher real public consumption than expected

in CP08 -0.3

Lower GDP (effect on consumption share) -0.2

Other contributions (net) 0.3'

1) Higher net debt increases net interest payments by around 0.9 per cent of GDP. Moreover, in CP09
a distinction is made between the yield on government assets and liabilities, and the expected interest
rates in 2015 are lower than in CP08. In total, the effects of these changes in the interest rate as-
sumptions since the CP08 leads to an increase in net interest payments in 2015 by around 0.3 per
cent of GDP, which is offset by a proportional strengthening of the primary balance. In total, the
technical changes are neutral for the structural balance in 2015 and for the fiscal sustainability indica-
tor, cf. section 4.7.

Higher growth in public consumption expenditures since CP08 weakens the primary
balance in 2015 by 0.3 per cent of GDP3. Lower potential GDP also increases public
consumption’s share of GDP. The fall in potential GDP weakens the primary bal-
ance by around 0.2 per cent of GDP, when the estimate incorporates that lower pro-
duction per employee reduce growth in both private and public wages, as well as
public transfers, up to 2015, cf. annex A.2.

Without consolidation measures the outlook is therefore for a significant increase in
debt. Gross public debt (EMU definition) will increase to just over 50 per cent of
GDP in 2015, which is roughly twice as much as in last year’s Convergence Pro-
gramme, ¢f. figure 1.5a. Net public assets accumulated during the years with high sur-
pluses will be turned into net debt. While net public assets were projected at almost 5
per cent of GDP in 2015 in last years Convergence Programme, the estimate is now
for a net debt of up to 15 per cent of GDP.

With increased debt accumulation public net interest payments will rise to around 1
per cent of GDP in 2015, from close to zero in 2008, ¢f. figure 1.5b.

3 In 2008 (the base year for the sustainability calculations) public consumption expenditures are around 4 billion
DKK or 0.8 per cent higher than in CP08. This corresponds to just over 0.2 per cent of GDP. Real growth in public
consumption in 2009 (and 2009-2010 combined) is around 0.4 per cent higher than expected in CP08, or around 0.1
per cent of GDP. Higher consumption expenditures therefore weaken the sustainability indicator by around 0.3 per
cent of GDP compared to the CPOS, ¢f. annex A.2.
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| Figure1.5a Figure1.5b
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Source: Statistics Denmark and own calculations.

The long term sustainability indicator has weakened

Compared to last year’s Convergence Programme the tax reform in the Spring Package
2.0 has improved the sustainability indicator by around 0.3 per cent of GDP. In con-
trast, the debt accumulation following the sharp cyclical downturn and increased
public consumption expenditures etc. have weakened the sustainability indicator by
around 0.8 per cent of GDP. The improvement needed to ensure fiscal sustainability
(the sustainability gap) can therefore be estimated at just over 1.3 per cent of GDP
(around 24 billion DKK), ¢f. zable 1.4.

As mentioned, part of the increase in public consumption expenditure’s share of
GDP (around 0.2 percentage points) reflects that future GDP has been adjusted
downwards due to the global crisis. The consequences of the sharp downturn fol-
lowing the financial crisis can therefore be said to correspond to around 2/3 of the
total weakening of the fiscal sustainability indicator. Public consumption accounts
for the remaining third.

| Table 1.4
} The weakening of long term sustainability (without new initiatives)
| Per cent of GDP

Sustainability indicator (CP08 without measures, i.e. excluding required re-

forms) -0.8
| - Contribution from tax reform in Spring Package 2.0 0.3
| - Underlying weakening -0.8
| -interest burden on increased debt from 2015 -0.3
| - contribution from higher real public consumption -0.3
| - contribution from lower structural GDP -0.2
| - Other factors (net) 0.0

Sustainability gap, CP09 without measures -1.3
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The outlook beyond 2015 without further measures

The fiscal challenges are intensified by the prospect of continued underlying pres-
sures on public finances after 2015. This reflects the demographic trends with a ris-
ing number of elderly, falling North Sea production as well as the energy and climate
targets, cf. CP07 and CPO8. For a rather long time the effects of these factors exceed
the positive effects of the retirement reform in the Welfare Agreement, and a signifi-

cant weakening of the structural primary balance may therefore be expected up to
2030, of. figure 1.6a.

| Figure1.6a

| Figure1.6b

Structural balance and structural primary
balance to 2030 (without new initiatives)

Gross public debt (EMU) and net debt to
2030 (without new initiatives)

Per cent of GDP Per cent of GDP Per cent of GDP Per cent of GDP
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— Structural balance (without new initiatives) CP09 (without new initiatives): Gross debt (EMU)

Structural prim. balance (without new initiatives) — CP09 (without new initiatives): Net debt

Source: Statistics Denmark and own calculations.

Without consolidation up to 2015, debt and interest payments would rise further.
Since fiscal policy in this case does not meet the sustainability requirements, debt will
continue to increase as a share of GDP, without stabilising. The structural deficit
may — in the absence of measures — increase to over 3 per cent of GDP in 2020 and
up to 6 per cent of GDP in 2030 under the technical assumptions. In the projection,
the gross public debt (EMU definition) will exceed the reference value in the EU
treaty of 60 per cent of GDP from 2022 onwards.

The prospects of increasing deficits and debt after 2015 stress the need to consoli-
date public finances up to 2015. The need is underlined by the risk of increasing in-
terest rates and weakened confidence in the absence of consolidation, which may
weaken the expected recovery in private demand and increase debt and interest pay-
ments even further.

1.3 Objectives and requirements for public finances

In sum, the prospect of rising debt and interest payments requires fiscal consolida-
tion in the coming years. The exact timing and content of the consolidation meas-
ures will be determined partly in connection with the annual Fiscal Budgets, and with
a view to cyclical conditions. It is crucial, however, to ensure a relatively rapid deficit
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reduction to maintain confidence in fiscal policy as well as the fixed exchange rate
policy, to avoid higher interest rate spreads and avoid that continuing debt accumula-
tion leads to an excessive interest burden.

Meanwhile, fiscal policy also needs to take account of cyclical conditions, but since
the output gap is large and negative it is quite certain that it will be necessary to em-
bark on consolidation before capacity utilization reverts to normal. This is also the
case for other countries, but credible consolidation will also lay the ground for easier
monetary policies and lower interest rates than otherwise.

The longer consolidation is deferred, the larger the requirement will be due to a ris-
ing interest burden. Thus, it has a price if consolidation is deferred. If, for example,
the requirement is an overall tightening of 2 per cent of GDP, postponing the tight-
ening for five years will increase public debt, ceteris paribus, by about 180 billion
DKK. Interest expenses will be increased by up to 10 billion DKK, and a further fis-
cal tightening at 3-4 billion DKK, which is maintained in all future years, will be nec-
essary merely to stabilize debt at the new higher level (i.e., to ensure unchanged fiscal
sustainability).

The key fiscal targets that the consolidation projection of the Convergence Program

is founded on are:

e Maintaining the key objective of the 2015 Plan of structural balance in 2015
(Denmark’s MTO)*.

e Along run sustainability indicator of (at least) zero.

The Convergence Programme incorporates consolidation of public finances so that
structural fiscal balance is achieved by 2015 and the expected EU recommendation is
adhered to. As mentioned, detailed decisions have not been made at this point as to
how the full consolidation challenge will be handled.

The policy assumptions in the Convergence Programme incorporate consolidation
of public finances by around 31 billion DKK (2010-level) towards 2015. The projec-
tions include a reduction in total public expenditures of 24%2 billion DKK compared
to the expenditure growth path in Convergence Programme 2008. The expenditure
reduction is, as a technical assumption, distributed proportionally between public
consumption spending and other public expenditures.

Real growth in public consumption expenditures is set (technically) at 0 in 2011-2013
(and ¥4 per cent per year in 2014 and 2015). This corresponds to a 13%2 billion DKK
reduction in expenditures (around 2% per cent of total public consumption) com-
pared to the real growth assumed in CP08 for 2011-2013. The expenditure profile
should be seen in light of public consumption expenditures being 13%4 billion DKI

* The target of structural balance in 2015 is Denmark’s MTO (Medium-Term Objective of the Stability and Growth
Pact). In general, the MTO for Denmark is that deficits cannot exceed 2 per cent of GDP.

Denmark’s Convergence Programme 2009 - February 2010



Chapter 1. Challenges and requirements in fiscal policies

higher in 2010 than assumed in the 2015 Plan from 2007. In the Convergence Pro-
gramme, public consumption expenditures amount to just over 26% per cent of (cy-
clically adjusted) GDP by 2015, which is a little above the benchmark in the 2015
Plan and higher than in every year from 1984 to 2007.

Furthermore, it is assumed that the remaining patt of the reform requirement in the
original 2015 Plan (i.e., the share of the reform requirement that has not yet been
implemented) will be implemented by 2015. It is thus technically assumed that new
initiatives increase employment on a scale that strengthens fiscal sustainability by an
additional 7 billion DKK (0.4 per cent of GDP).

The projection also includes a rolling-back of the temporary fiscal easing imple-
mented in 2009 and 2010. Public investments will be reduced from the high level in
2010, while the financing elements in Spring Package 2.0 are phased in as planned.

Acting on the expected ECOFIN Council recommendation

With the prospect of a budget deficit in the order of 52 per cent of GDP this year,
the projection is, as stated, based on Denmark receiving a recommendation from the
Economic and Financial Affairs Council (ECOFIN) during this year to strengthen
the structural balance by 12 per cent of GDP from 2010 to 2013, ¢ box 1.3. It is in
this case a less strict requirement than for almost all other countries which are sub-
ject to the procedure, ¢f box 1.4.

Denmark will be subject to the EU’s excessive deficit procedure until an actual defi-
cit of less than 3 per cent of GDP is achieved. Until the procedure for Denmark has
been abrogated, the EU will continuously assess fiscal policy in relation to the rec-
ommendation, in particular whether effective action has been taken to ensure that
the structural budget balance (measured by the EU’s methodology) is strengthened
by 1%z per cent of GDP over the 3 years 2011-2013.

On current estimates, strengthening the structural balance by 172 per cent of GDP
by 2013 requires new initiatives that strengthen public finances by around 1% per
cent of GDP compared to the assumptions in the baseline projection.

The projection with consolidation in 2011-2013 and assumed annual activity growth
of 2-2'4 per cent — mainly as a result of strengthening growth in exports, private
consumption and investments — implies that the actual deficit is reduced to approx. 3
per cent of GDP by 2012 and to approx. 1%2 per cent of GDP by 2013. Based on
this projection Denmark will comply with the deadline for bringing the deficit below
3 per cent of GDP, implying that in 2014 it may be decided that Denmark no longer
has an excessive deficit.

There is considerable uncertainty about the projection of the actual deficit which, as

mentioned, is highly sensitive to the cycle. Moreover, certain revenues such as those
from the taxation of North Sea activities and pension yield tax can fluctuate widely
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from year to year depending on developments in e.g. oil prices and financial markets.
The deficit in 2012 may therefore be above or below 3 per cent of GDP, but if the
deficit should fall below the limit and the prospect is that it will remain below 3 per
cent, it could be decided during 2013 that Denmark no longer has an excessive defi-
cit. Fiscal policy for 2013 is determined during 2012 in connection with negotiations
with municipalities and regions and the Budget Bill.

In case of more negative cyclical developments there is also the opposite risk that the
deficit will not come below 3 per cent of GDP until after 2013, cf. section 1.4.

The target of structural balance in 2015

Complying with the expected ECOFIN Council recommendation will contribute ef-
fectively to achieve the target that the (structural) deficit has to be eliminated in 5
years (in 2015). In a projection where the expected recommendation is complied
with the estimated structural deficit is reduced to approx. 2 per cent of GDP in
2015. Hence, on the current basis there are further consolidation needs in 2014-2015
of approx. 0.4 per cent of GDP to achieve structural balance in 2015. In CP09, this
is factored in through required employment-enhancing reforms.

By achieving the medium-term target of structural balance in 2015 fiscal policy meets
the minimum requirement of a MTO of not less than -'2 percent of GDP and
broadly meets the fiscal sustainability objective (i.e. net public debt is as a minimum,
stabilized as a share of GDP in the long term), ¢f table 1.5. However, by merely com-
plying with the expected recommendation, a small improvement of the sustainability
indicator of 0.2 per cent of GDP remains required.

There is, however, in both cases the prospect that deficits could increase towards for
example 2025 (cf. table 1.5), so that further initiatives will likely be needed to coun-
teract the pressures on public finances. The sustainability criterion implies that public
net debt is stabilized (or falls) as a share of GDP in the very long term, but it does
not ensure that public finances fulfil for example the EU’s fiscal requirements, cf.
chapter 2.

| Table 1.5
Consolidation Requirements for ensuring compliance with key targets
Structural Structural
budget budget
Consolidation re- balance Sustainability balance
Per cent of GDP quirements 2015 indicator 2025
| Baseline (without initiatives) - -1.8 -1.3 -4.5
|
| EU-recommendation 2013 Approx. 24 bn. DKK. -0.5 -0.2 -2.5
Structural balance 2015 Approx. 31 bn. DKK. 0 0.2 -1.8
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Box 1.3

The EU's excessive deficit procedure: key elements in relation to Denmark

o An EU country enters the procedure for excessive deficits when the country does not comply with
the Treaty provisions to avoid excessive deficits. Excessive deficits are in principle an actual or esti-
mated deficit above 3 per cent of GDP. If the deficit is close to and only temporarily above 3 per
cent of GDP (in practice less than 3.5 per cent of GDP for one year), it is, however, possible to avoid
entering the procedure.

o The deficit in Denmark’s public finances is estimated at 3 per cent of GDP in 2009, 5.5 per cent of
GDPin 2010 and 4.4 per cent of GDP in 2011. Against this background the EU Economic and Finan-
cial Affairs Council (ECOFIN) is expected to adopt a recommendation to Denmark during 2010. The
exact content of the recommendation is currently unknown, but the expected content of the rec-
ommendation can be based on previous recommendations to other countries. The recommenda-
tion to Germany is the mildest given, and a similar recommendation to Denmark would involve the
following:

1) initiate consolidation of public finances in 2011 and bring the deficit below the 3 per cent of
GDP limit by 20713

2) improve the structural balance (the budget balance net of cyclical and other temporary fac-
tors) by at least ¥ percent of GDP (about 9 billion DKK) per year on average in 2017-2013, i.e.
a total of 1% percent of GDP over three years. The recommended annual improvement may
be larger than an annual average of 2, for example % per cent of GDP, if for example the defi-
citis larger than currently estimated.

o A consolidation strategy for compliance with the recommendations, especially for the measures in
2011, must be submitted within 6 months after adoption of the recommendation. Hereafter, the
Commission will assess the structural fiscal improvements (”effective action”), where the assess-
ment is primarily based the on the structural balance (the EU methodology) and may also involve
the direct revenue effects in an overall assessment.

The procedure can be abrogated when it is found that the actual budget deficit is less than 3 per cent
of GDP and is expected to remain below 3 per cent GDP in the following years.

As mentioned, Denmark’s compliance with the expected recommendation will be reviewed primarily
based on the EU estimates of the improvement in the structural balance in part based on the projec-
tion included in the Convergence Programme. The EU methodology for calculating the structural bal-
ance differs from the methodology of the Danish Ministry of Finance, in part because it does not cor-
rect for fluctuations in the volatile revenues from North Sea and pension income tax, etc. (which col-
lectively improved slightly from 2010 to 2013) and because there are differences in the method to
estimate the output gap and the cyclical sensitivity of the finances, etc.

The consolidation projection presented in the Convergence Programme is based on the Ministry of
Finance’s estimate of the structural balance, and the consolidation efforts included in relation to the
expected ECOFIN Council recommendation are in line with the 2015 Plan’s requirement of sustain-
able public finances.

The EU principles for fiscal exit strategies involve among other things that all EU countries should ini-
tiate the fiscal consolidation in 2011 at the latest, provided that the Commission forecasts continue
to indicate that the recovery is strengthening and becomes self-sustainable.

The Commission and the ECOFIN Council’s precise interpretation of the Stability and Growth in the
current extraordinary crisis, including in particular the principles regarding the assessments of the
countries’ compliance with the recommendations, will be determined more closely. In this regard,
the first preliminary assessment of the countries that received recommendations in December 2009
is expected in the summer of 2010.
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Structural balance in 2015 requires, as mentioned and based on current projections, a
total improvement of the structural budget balance of approx. 1.8 per cent of GDP
by 2015 — in addition to the already planned rollback of public investments and the
contribution from the financing elements of the tax reform.

New measures that strengthen finances by around 1.6 per cent and are implemented
with the main thrust toward 2013, will reduce interest payments in 2015 by 0.2 per
cent of GDP — such that the overall improvement totals 1.8 percent of GDP.

The required budgetary improvement beyond what follows from the expected
ECOFIN Council recommendation, is technically assumed to occur by implement-
ing the remaining reform contribution from the 2015 Plan of 0.4 per cent of GDP.
The contribution is equivalent to the original requirement of the 2015 Plan adjusted
for the positive contribution of implemented reforms, including the tax reform from
2009 and the Job Plan etc. from 2008, cf. chapter 2.

The target of balance in 2015 helps stabilize debt up to 2020

The consolidation effort required to ensure structural balance in 2015 will cleatly re-
duce debt accumulation and dampen interest expenses, not least on a 10-year hori-
zon up to 2020. In 2020, total interest payments will be reduced by %-1 per cent of
GDP as a result of the envisaged consolidation. In addition, in the absence of action
there is a considerable risk of higher interest rates.

The undetlying structural balance, however, continues to weaken after 2015 and the
deficit in 2020 — with the technical assumptions applied about fiscal policy, cf. chap-
ter 5 — is projected to exceed the requirement of the Stability and Growth Pact that
Denmark cannot plan for a structural deficit exceeding /2 percent of GDP, ¢f. figure
1.7a-b.

| Figure 1.7a | Figure 1.7b

Structural budget balance with and with- Structural primary balance with and with-

out consolidation, 2005-2030 out consolidation, 2005-2030
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Source: Own calculations.
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Box 1.4

Fiscal exit and recommendations within the framework of the Stability and Growth Pact

The EU countries agreed in the autumn of 2009 on common guiding principles for fiscal exit strate-
gies. The principles involve that all EU countries — on the premise that the Commission forecasts con-
tinue to indicate that the recovery is strengthening and becomes self-sustaining - should start fiscal
consolidation in 2011 at the latest, while a number of countries need to consolidate before then. Con-
solidation in most countries would have to go well beyond the benchmark in the Stability and Growth
Pact of ¥ per cent of GDP per annum in structural terms for countries with excessive deficits.

The common EU principles on fiscal exit strategies have been implemented in the ECOFIN Council
recommendations to countries that already in 2009 had a deficit above 3 per cent of GDP, cf. figure a.
The chart summarizes the 13 recommendations adopted on December 2™ 2009.

The countries’ recommendations can be divided into groups that depend on the countries’ respective

deficits and other key figures, particularly

e  Countries with three-year deadlines to reduce the deficit to less than 3 per cent of GDP and rec-
ommendations of annual average structural budget improvements of 4-% per cent of GDP for
three consecutive years.

e Countries with four-year deadlines to reduce the deficit to less than 3 per cent of GDP and rec-
ommendations of annual structural budget improvements at generally 34-1'2 per cent of GDP.

e  Countries with five-year deadlines to reduce the deficit to less than 3 per cent of GDP and rec-
ommendations of annual average structural budget improvements at generally around 134-2
per cent of GDP.

Most countries should begin fiscal consolidation in 2010, and countries such as Spain, the UK and Ire-
land have to ensure a structural balance improvement of, 6 per cent of GDP over 4 years and approx.
9-10 per cent of GDP over 5 years respectively. The improvement of the structural balance must be
achieved at the same time as rising debt interest payments and demographic challenges etc. may pull
in the direction of weakening public finances.

Denmark is expected to receive an ECOFIN Council recommendation along the same lines as the rec-
ommendation to Germany, cf. figure a-b.

The EU countries already subject to the excessive deficit procedure, shall in their stability and conver-
gence programs for 2009 outline their plans for complying with the recommendations. Some exam-
ples of other countries’ consolidation plans are reviewed in box 1.1 (above).

Figure a Figure b
Recommendations to other EU countries Total requirement for other EU countries
Per cent of GDP Per cent of GDP Per cent of GDP Per cent of GDP
- EU recommendation on yearly consolidation —
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Countries, which recieved recommendations during December Countries, which recieved recommendations during December

Note.: Figure a and b contain countries that received recommendations in December 2009, including for some
countries revised recommendations based on the common principles of fiscal exit strategies, October
20 2009. A smaller group of countries has previously in 2009 received recommendations, which in the
future are assessed for a possible revision in the light of common exit principles, etc.
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Net public debt diminishes slightly in the consolidation projection from 2015 to
2020, but in the longer term the prospect is for a renewed increase in debt (given the
underlying assumptions), ¢. figure 1.8a-b. In the absence of consolidation, the pros-
pect is for almost exponentially rising debt and interest payments after 2015.

| Figure 1.8a Figure 1.8b
Net Interest expense with and without Net debt with and without consolidation
consolidation up to 2030 up to 2030
Per cent of GDP Per cent of GDP Per cent of GDP Per cent of GDP
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Source: Own calculations.

The economic projection, on which the assessment of the consolidation needs is
founded, relies on a number of assumptions about macro economic developments,
which in themselves may prove to be ambitious. Specifically, it is assumed that the
incipient recovery since the summer 2009 will continue in 2010 and the subsequent
years, and that the cyclical situation is gradually normalised towards 2015. The key
assumptions with a bearing on public finances and public debt include:

Growth exceeds 2 per cent on average from 2011 to 2015, implying that the cur-
rent, relatively large output gap is gradually being closed, ¢ figure 1.9a.

Unemployment drops from 2011 until 2015, reaching 3.6 per cent of the work-
force (equal to the estimated structural rate), ¢f figure 1.9b. Total employment rises
by nearly 25,000 persons from 2011 until 2015, such that the employment rate
reaches almost 78 percent among 15-64 year olds.

Growth is driven partly by fairly high growth in private consumption, reflecting
that the savings ratio is gradually reduced from the current high level, ¢ figure 1.9c.
The normalization of private consumption in itself strengthens public finances in
the projection due to the high tax content.

Government revenues from pension taxation increase from 0.7 per cent of GDP
to just over 1 per cent of GDP from 2010 to 2015, which roughly corresponds to
an estimated normal level. Oil prices are assumed to rise gradually towards 2015,
where they slightly exceed 90 USD per barrel (Brent). Interest rates are assumed
to increase gradually up to 2015 from a historically low level and are thus rela-
tively moderate in the period.
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e Unit labour costs rise relatively moderately, which may facilitate a partial restora-
tion of competitiveness. The relatively moderate wage growth will also imply a
moderate increases in government wages and transfer rates, which ceteris paribus
improves public finances. In the projection, the wage share falls back to a histori-
cal average, of. fignre 1.94.

For the longer term, the effect of the Welfare Agreement is crucial as increases in
the retirement age, including those linked to increasing life expectancy, strength-
ens employment by up to 10 per cent in 2040, cf. section 1.5. Moreover, the long-
term projection assumes unchanged compensation rates and tax burden, and
public consumption spending “per user” rising in parallel with private wages. It is
taken into account that increasing life expectancy also leads to better age-specific
health status, which in itself reduces the increase in public spending. It is not ta-
ken into consideration that health spending may increase more than what demo-
graphics themselves imply e.g. as a result of technological progress, etc.

| Figure 1.9a Figure 1.9b
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The assumptions in the Convergence Programme imply that the temporary fiscal
measures will be gradually rolled back. The total contribution to the activity level
from the actual and assumed fiscal stance etc., including the consolidation of public
finances up to 2015, declines from an estimated activity impact of 2% per cent of
GDP in 2010 to around %4 per cent of GDP in 2013 and 0 per cent in 2015 — meas-
ured by the multi-annual effects of fiscal policy since 2008, when the financial crisis
escalated. This implies that fiscal policy itself dampens the GDP growth in the pe-
riod, cf. chapter 4.

However, the contributions from the fiscal policy stance must be seen in conjunction
with interest rate developments, especially in the current junction with high public
deficits and vulnerable financial markets. At the outset, the fall in interest rates since
the autumn 2008 is expected to contribute positively to growth not only this year,
but also in 2011, even if the policy rates probably will be higher than today.

In addition, in the absence of credible and efficient measures to correct the imbal-
ance between government revenue and expenditure, there is a significant risk that
both short and long term interest rates will increase. Higher interest rates would
weaken demand for example via its effects on the housing market. Moreover, inac-
tion may give rise to increased uncertainty due to expectations of future (stricter)
consolidation measures and such uncertainty may also hamper demand. The total
impact on economic activity from the necessary consolidation may be limited if in-
terest rates are lower than otherwise, and it cannot be excluded that the net effects
on activity may actually be positive, ¢ box 7.5
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Box 1.5

Possible effects on economic activity of fiscal consolidation and interest rates

The main projection of CP09 includes fiscal consolidation that, ceteris paribus, dampens demand,
while expansionary monetary policy together with recovery abroad and gradual normalization of sav-
ings and investment rates in the private sector contribute to a gradual normalization of the cycle in
the projection towards 2015.

External growth is based on assumptions in the OECD’s medium-term scenario where it is assumed
that the output gap closes in 2017. In the OECD’s projections it is assumed that countries implement
significant fiscal consolidation, and that the impact on activity is offset by the effects from lower in-
terest rates than otherwise, c£. OECD Economic Outlook no. 86.

In Denmark, the effects of fiscal consolidation must also be seen in the context that alternatively
(without consolidation) pressure on both short and long interest rates and increased uncertainty or
expectations about future (larger) tightening may otherwise occur, which in itself may dampen de-
mand.

There is considerable uncertainty as to whether and when large government deficits impact interest
rates and how interest rate changes affect activity. In a scenario where the basic premise is sound
public finances and absence of negative global factors such as heightened risk aversion and increased
supply of government bonds, a (permanent) increase in the deficit of 1 per cent of GDP as a starting
point may increase interest rates by approx. 0.2 per cent, cf. IMF, The State of Public Finance and
cross-country Fiscal Monitor: November2009.

On this basis a consolidation of 1% per cent of GDP (equivalent to the required strengthening of the
structural balance from 2010 to 2013 via new initiatives) implies that interest rates will be about V4
per cent lower than in the absence of consolidation. In a standard ADAM-model simulation with con-
solidation from 2011-2013, which is approximately proportionately distributed between lower gov-
ernment spending and lower transfers to the private sector, and interest rates as a consequence are
about V4 per cent lower from 2011, the consolidation will result in slightly lower economic activity
and employment relative to a scenario without consolidation, cf. table a. The effect on house prices
will be positive. The calculations are made on the economic model ADAM, where economic activity
etc. is relatively strongly affected by interest rate changes.

In the coming years, however, many countries will have very large deficits, and consequently there
will be very large supply of government bonds in a financial climate that may be fragile. Under such
conditions the IMF study suggests that an increase in the deficit of 1 per cent of GDP could increase
interest rates by up to 35-40 basis points. In that case consolidation of 14 per cent may lead to inter-
est rates about 0.5 per cent lower than in the absence of consolidation. This case would imply that
economic activity and employment will be slightly higher than in the absence of consolidation since
the effect of lower interest rates dominates the effect of lower demand from the consolidation.
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Box 1.5 (continued)

Table a
Short term effects of fiscal consolidation when interest rates are lower than otherwise

2011 2012 2013
0. Excluding effects from interest rates
GDP (rel. change in per cent) -0.2 -0.6 -1.0
House prices (rel. change in per cent) 0 -1 -2
Employment (1,000 persons) -3 -13 -22
1. Typical effects from interest rates
GDP (rel. change in per cent) -0.1 -0.2 -0.5
House prices (rel. change in per cent) 1 1 1
Employment (1,000 persons) -2 -7 -1
2. Larger effects from interest rates
GDP (rel. change in per cent) -0.1 0.1 -0.1
House prices (rel. change in per cent) 3 3 4
Employment (1,000 persons) -1 -1 -2

3. Typical effects from interest rates and strengthened confidence

GDP (rel. change in per cent) 0.0 0.1 0.0
House prices (rel. change in per cent) 2 3 4
Employment (1,000 persons) 0 -1 -1

Note: Fiscal consolidation is technically assumed to around 5 billion DKK in the first year, around 10 billion
DKK in 2012 and around 9 billion DKK in 2013, cf. chapter 4.

Moreover, in a scenario without consolidation it is likely that the confidence in the economic policy is
weakened and that expectations of future (larger) tightening arises. This would dampen private con-
sumption. In the 3rd scenario it has been assumed that around half of the consumers are influenced
by such expectations, and that private consumption (other things equal) is around 0.6 per cent of
GDP higher when confidence in economic policy is underpinned by consolidation efforts of 1% per
cent of GDP. Hence, the total effect on GDP and employment may be broadly neutral, when calcula-
tions include typical interest rate effects.

Overall the model calculations indicate that the impact on economic activity from fiscal consolidation
may be limited and it cannot be excluded that the net effects may be positive, compared to the no-
consolidation scenario, bearing in mind that consolidation sooner or later is necessary to avoid rising
public debt and interest payments.

1.4 The challenge may be influenced by the macro-economic conditions

There is great uncertainty about economic prospects including both the short-term
outlook for the next few years and more fundamentally to what extent the global cri-
sis leads to a lasting reduction in output (potential GDP) and possibly employment
compared with expectations in the previous years’ Convergence Programs.

In what follows the consequences for public finances and the overall consolidation
task are considered in two alternative scenarios:
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A positive scenario where there is a rapid return to a normal cyclical situation in
the wotld economy from 2010 to 2013, among other things driven by the ex-
pansionary monetary and fiscal policies and a rather quick normalization of
credit conditions and demand. The projection can be viewed in light of the
fact that previous recessions, which have not been accompanied by financial
crisis and weak housing markets, have typically been followed by relatively
high growth in one or more years. For Denmark, capacity utilization is nor-
malized already in 2013, when unemployment is reduced to 3.6 per cent in line
with the estimated structural unemployment rate. Private consumption re-
bounds rapidly, which increases tax revenues. Oil prices and equity prices, etc.
rise further and the proceeds from North Sea revenue and tax on pension
fund yields reaches high levels.

A negative scenario with weak growth through 2012, and where employment
opportunities are permanently weakened in the aftermath of the financial cri-
sis. The risk of a more negative scenario relates in part to continued adjust-
ment needs in the financial sector and the possibility that uncertainty about
economic policies and regulatory frameworks could weaken confidence and
investment in the private sector — including not least, if countries fail to estab-
lish credible consolidation plans or if actions are taken which undermine
growth potential. For Denmark, unemployment is assumed to increase to
185,000 persons in 2012 before falling again, and capacity utilization is not
normalized before 2017. Structural employment is assumed to be 1 per cent
lower permanently (from 2015 onwards) than assumed in CP09.

In the positive scenario public finances are strengthened in the short term by the
stronger growth in private consumption and GDP, while revenues from North Sea
activities and the tax on pension funds are high. The actual balance is improved quite
rapidly, and net debt declines relative to GDP from 2012 to 2015, ¢ figure 1.10a-b.

The structural balance in 2015 — which is adjusted for cyclical effects and temporatry

fluctuations in revenues from pension yield, North Sea revenues, etc. — improves by
approx. 0.2 per cent of GDP, mainly reflecting lower debt and thus lower interest
payments, ¢f- fable 1.6. Fiscal sustainability is improved by about 0.1 per cent of GDP.
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| Figure 1.10a | Figure 1.10b
Actual balance of positive and negative Net debt of positive and negative scenario
scenario (including new initiatives) (including new initiatives)
Per cent of GDP Per cent of GDP Per cent of GDP Per cent of GDP
67 ré 20 r 20
41 M4 15 4 - 15
21 M2 10 - 10
0 0 5 - L5
-2 1 -2 0 0
4 M4 -5 1 \/ r-5
-6 T T T T -6 -10 ! . T T -10
® Posit%e scengrgio —1l\1let_:|ativgscenari(1)5 05 . 07 0? n 13 1 5‘
— BB SETET Positive scenario — Negative scenario
— Basis scenario

Source: Own calculations.

In the positive scenario the budget deficit is reduced to below 3 per cent of GDP al-
ready in 2012, hence implying that the ECOFIN may decide in 2013 that Denmark
no longer has an excessive deficit — one year earlier than in the CP09-projection. The
positive scenario assumes that the expected ECOFIN Council recommendation of
implementing effective consolidation measures in 2011-2013 is complied with.

| Table 1.6
| Effect on public finances of changing socioeconomic conditions

\
‘ Level Changes compared
to CP09

‘ CP09- Positive  Negative Positive  Negative
Per cent of GDP scenario scenario scenario __scenario scenario

| Effectson:

\ Actual balance in 2012 -3.2 2.1 -4,5 +1.1 -1.3

| Actual balancein 2013 -1.9 -0.4 -3.5 +1.5 -1.6

| Actual balance in 2015 0.8 0.5 2.4 +1.3 -1.6

|

| Netdebtin2015 9 3 15 -6 +6

| Interest expenditures in 2015 (net) 0.9 0.5 1.2 -0.3 +0.4

|

| Structural balance in 2015 0.0 0.3 -0.9 +0.3 -0.9
Sustainability indicator 0.3 0.3 -0.4 +0.1 -0.6

In the negative scenario where the economic downturn is prolonged and employment
is permanently lower — if for instance labour market structures are weakened or
structural unemployment is higher than estimated — challenges to ensure sustainable
public finances are significantly heightened. The actual deficit is higher by more than
1.6 per cent of GDP in 2015 and net debt is 6 per cent of GDP higher, thereby rais-
ing interest payments by about 0.4 per cent of GDP.
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The sustainability indicator is weakened by about 0.6 per cent of GDP (about 10 bil-
lion DKK), and the structural balance in 2015 is weakened by almost 0.9 per cent of
GDP. The scenario emphasizes that the outlook for structural employment is of cen-
tral importance in determining whether the challenges following the crisis have in-
creased more than assumed in the Convergence Programme. Consequently it is a key
condition for the Convergence Programme that the structures of the labour market
are not weakened.

In the negative scenario, the budget deficit is above 3 per cent of GDP until 2014
implying that it could not be decided before 2015 that Denmark no longer has an
excessive deficit. The negative scenario also assumes that the overall recommenda-
tion for effective consolidation measures in 2011-2013 is complied with, although
the growth cycle is weaker than assumed in the CP09-projection.

1.5 Long-term challenges and retirement reform in the Welfare Agreement
The Welfare Agreement contributes to long-term robustness and growth

The retirement reform in the Welfare Agreement from 2006 aims to ensure that
longer longevity and better health also lead to more active years in the labour market.
With the Welfare Agreement the early retirement age (for the partly self-financed
Voluntary Early Retirement Pension, VERP) is gradually increased from 60 to 62
years in the period 2019-2022. The statutory pension age is raised gradually from 65
to 67 years during 2024 to 2027. The age thresholds for eatly retirement (and pen-
sions) are indexed to life expectancy of 60 year olds as of 2025 (and 2030, respec-
tively).

The basic principle of the indexation mechanism implies that the total period of early
retirement pension and state pension — meaning the mean lifespan of 60-year olds
beyond the early retirement age — is approaching 19 V2 years in the long run, ¢ figure
1.11a.

The average retirement age is estimated to increase by slightly more than half as
much as the adjustment of these age limits, mainly because some people are assumed
to retire before the voluntary early retirement and state pension age (either with in-
capacity benefits, other transfers or with own funds). Thereby the adjustment of vol-
untary eatly retirement pension and state pension age limits implies a fairly un-
changed balance between the average number of years spent working, and the aver-
age number of years spent on retirement and pensions, etc.

The initiatives in the Welfare Agreement increase employment by approx. 9 per cent
in 2040 in the calculations, when the early retirement age, including the technical as-
sumptions about rapidly rising longevity, is raised to 65 V2 years, ¢f figure 1.71b. As a
result, the Welfare Agreement also supports long-term growth and prosperity. The
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projection requires, among other things, the age limits to be raised in line with the
indexation rule, which is described in the adopted legislation, and that the participa-
tion rate is increased to the assumed extent.

| Figure 1.11a Figure 1.11b
Average number of years with voluntary Voluntary early retirement age and aver-
early retirement pension and state pension age longevity of 60 year olds

Year Year Year Year
30 30 70 88
68 - 86

25 25 66 - 84
\,\/\/\W 64 82

20 20 62 80
60 - 78

15 T T T T T T T T T T T T T 15 58 T T T T 76

90 00 10 20 30 40 50 10 20 30 40 50
— With Welfare Agreement — Voluntary early retirement age
Without Welfare Agreement Average longevity of 60 year olds

Source: Own calculations and DREAM.

The Welfare Agreement and in particular the longevity indexation of age limits in the
pension system to a large extent handles the part of the long-term fiscal challenges
that is related to the otherwise almost automatic increase in the number of years of
retirement caused by increasing longevity, and the increased costs of healthcare and
elderly care from rising longevity.

In the absence of the initiatives in the Welfare Agreement public finances excl. inter-
est payments (the structural primary balance) would be weakened by up to 6 per cent
of GDP from 2015 until around 2040, ¢f figure 1.12b. This primarily reflects higher
pension spending and lower employment in the absence of the Welfare Agreement.
The initiatives in the Welfare Agreement — especially the retirement reform — are
projected to reduce the weakening of the primary balance, but it is still considerable
at almost 2 per cent of GDP from 2015 to 2035. After 2035 the Welfare Agreement
along with relatively smaller cohorts of high-age imply that the primary balance is
strengthened in the projection.

The underlying weakening towards 2035 should be seen in light of the demographic
trends with large older cohorts, declining North Sea Revenues and the energy and
climate change objectives, which reduce energy consumption relative to GDP.
Lower energy consumption reduces revenues from energy taxes, as consumption of
fossil fuels is more heavily taxed than other goods.
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| Figure 1.12a Figure 1.12b
Employment with and without the Welfare Weakening of structural primary balance
Agreement from 2015 with and without the Welfare
Agreement
1.000 persons 1.000 persons Per cent of GDP Per cent of GDP
3.100 3.100 2 - r2
3.000 3.000 0 - 0
—
2.900 2.900
2 F-2
2.800 2.800
e
2.700 T r 2700 4 Fg
2,600 +—————————————+ 2.600 -6 ‘ ‘ ‘ -6
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— With Welfare Agreement — With Welfare Agreement
Without Welfare Agreement Without Welfare Agreement

Source: Own calculations.

CP09 does not include lower revenues from energy taxes and other potential costs
from meeting the long-term vision that Denmark eventually should be independent
of fossil fuels like oil, coal and gas. The total energy taxes now account for approx.
40 billion DKK annually. A large share of these revenues is lost when the target of
independence from fossil fuels is fulfilled at unchanged tax rules. Overall, the poten-
tial fiscal costs will depend on the measures taken and associated financing measures.

1.6 Overview of changes since CP08
Compared to the CP0O8-projection the CP09-projection includes new information
about the economic outlook, labour market, demographics and public finances, and

includes new initiatives, including the tax reform and other initiatives in the Spring
Package 2.0:

e New estimates for oil prices, North Sea production and the dollar exchange rate
and hence new estimates for the North Sea revenues. Overall, adjustments to the
permanent revenue stream from North Sea activities ceteris paribus improve fis-
cal sustainability by 0.05 per cent of GDP, while the balance in 2015 is improved
by 0.15 per cent of GDP.

o Tax reform in Spring Package 2.0. As mentioned, the tax reform is estimated to
achieve nearly 52 billion DKK or around 0.3 per cent of GDP of the reform
requirement in CPO8, due to positive effects on labour supply and savings etc.,
cf. section 2.4.

e Updated population projection (DREAM2009). The new population projection
p pop proj pop proj

does not cause any significant change in average longevity and does not affect
the sustainability indicator significantly.
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Table 1.7
Sustainability indicator — summary of Changes from CP08 to CP09
Per cent of GDP
1. Convergence Programme 2008 (Excl. new initiatives) -0.8
- New estimates of North Sea revenues 0.05
- Tax reform 0.3
- New population projection, DREAM 2009 0.0
- New data on labour market (RAS2007) etc. -0.1
- Economic Survey, December baseline otherwise -0.8
- of this higher real public consumption -0.3
- of this lower structural GDP -0.2
- of this interest on increased debt from 2015 -0.3
2. Convergence Programme 2009 (without new initiatives) -1.3

Updated information on the labour market attachment of the population by age,
gender and ancestry, RA52007, weakens the sustainability indicator by approx.
0.05 per cent of GDP, mainly due to a slightly lower participation rate in higher
age groups than assumed in CP08. Updated estimates of structural unemploy-
ment, ¢f Economic Survey, December 2009, implies that structural unemployment
in the long term is assumed to make up 3.6 per cent of the workforce compared
with 3.5 per cent in CPO8. This change weakens ceteris paribus the sustainability
indicator by 0.05 per cent of GDP.

The updated cyclical outlook and prospects for public finances are based on
Economic Survey, December 2009. The weakening of the economic cycle and pub-
lic finances since CP08 implies higher public debt and interest payments. The in-
creased debt in 2015 weakens sustainability by slightly more than 0.3 per cent of
GDP. Increased expenditure on public consumption relative to GDP weakens
the sustainability indicator by some 0.5 per cent of GDP. Close to half of this
increase in consumption expenditure relative to GDP reflects that structural
GDP is estimated to be lower in the wake of the global crisis.

Furthermore, the CP09-projection is based on the Danish Energy Agency’s recent
projection of energy consumption from April 2009 adapted to the growth and oil
price assumptions used in CP09, cf. annex A5. Overall, the update of energy con-
sumption does not affect sustainability. The total fiscal cost of the energy and climate
policy agreements and objectives are estimated as in CP08 at around 5 billion DKK
or approx. 0.3 per cent of GDP.
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2. Policy framework and objectives through 2015

2.1 Introduction

The central objectives for fiscal policy in the 2015 Plan are to ensure structural bal-
ance for public finances in 2015 and long-term fiscal sustainability, cf. Danmark 2015
— Mod Nye Mal, August 2007. The planning of fiscal policy for each year is anchored
in the fiscal objectives in the plan. The outlook for public finances is updated at least
once a year in connection with the Convergence Programmes to the EU; most re-
cently in Denmark’s Convergence Programme 2008. Challenges for economic policy have
since been substantially aggravated as a result of the global crisis.

After the financial crisis escalated in the autumn of 2008, a number of measures have
been taken to strengthen confidence in (and within) the financial sector. The meas-
ures encompass, among other things, a number of extended loan facilities in Dan-
marks Nationalbank, guarantees for simple creditors and capital injections into fi-
nancial institutions. Furthermore, the Financial Stability Company has been set up to
ensure controlled unwinding of no longer viable financial institutions, and ensure
that the claims of simple creditors are covered when financial institutions default. In
addition, the Financial Stability Company can make arrangements for individual gov-
ernment guarantees to creditors, including for (existing and new) non-senior unse-
cured debt with a maturity of up to three years. From the government’s side, liquidity
in the private non-financial sector has also been eased by extending credit times for
payment of certain taxes and fees, and by allowing households to take out their Spe-
cial Pensions savings.

Since the crisis was at its peak, monetary policy interest rates have been reduced
markedly, partly as a result of a normalisation of the monetary policy rate spread, and
fiscal policy has gradually been eased. Over 2009 and 2010, fiscal easing amounts to
an estimated total of 32 per cent of GDP (measured by revenue effects, i.e. com-
pared to neutral fiscal policy). The loosening reflects a planned growth in public in-
vestments (of 30 per cent over 2009 and 2010), lower taxes in 2009 and especially in
2010, while public consumption has risen more than planned.

Meanwhile, private consumption has dropped substantially during the crisis, and the
automatic stabilisers, which help to curb the fall in economic activity, are larger in
Denmark than in most other countries. The weakening of public finances in 2009
and 2010 is therefore relatively large. All in all, public finances will shift from record
high surpluses of around 4"z per cent of GDP in 2005-2008 to a deficit of around
5Y2 per cent of GDP in 2010.

The target of structural balance in 2015 requires significant fiscal consolidation. The

assessment is that the structural budget balance will show a deficit of about 1.8 per
cent of GDP in 2015 if no further initiatives are taken. That implies a total consoli-
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dation requirement of around 31 billion DKK towards 2015 in order to ensure bal-
ance by then. The precise requirement towards 2015 is uncertain, but the challenge is
in any case considerable.

With the prospect of a deficit of 572 per cent of GDP this year, it is expected that
Denmark — in accordance with the Stability and Growth pact — will enter the proce-
dure for excessive deficits and will receive a recommendation from the Ecofin coun-
cil, to reduce the deficit to below 3 per cent of GDP within a relatively short time
span.

The specific content of the recommendation will be known later in 2010. Considet-
ing the recommendations that other countries have received up until now, it is as-
sumed that Denmark shall improve the structural budget balance by a total of 1'2
per cent of GDP, i.e. (at least) V2 per cent of GDP a year on average in the period
2011-2013. The expected recommendations are thereby in accordance with the cen-
tral objective of the plan to ensure structural balance in 2015, which is also the MTO
(“Medium Term Objective”) of the Convergence Programme.

The prospects for public finances (towards 2015 and the years that follow) and the
evaluation of fiscal sustainability is based on a long-term projection that also covers
the period beyond 2015. The projection incorporates changes in demographics and
other factors of importance to public finances, including the projected lower extrac-
tion of oil and gas from the North Sea. The long-term projection is based on techni-
cal assumptions after 2015 and on the effects of already decided economic policy
measures extending beyond 2015, including the pension reform in the Welfare
Agreement from 2006 and the tax reform in Spring Package 2.0. On top of this is the
Quality Fund for public investments in 2009-2018 and energy- and climate objectives
towards 2020 and thereafter, cf. chapter 5.

Especially in the current situation it is difficult to determine the underlying position
of public finances (the structural budget balance) and the development towards 2015
and thus, the projections are more uncertain than normal. Updated evaluations of
the projections will therefore be made in light of cyclical developments, the recom-
mendation from the EU, and fiscal measures taken.

2.2 Objectives for economic policy
The central objectives for fiscal policy on which the consolidation projection in the
Convergence Programme is founded are as follows:

e Keeping the central objective of the 2015 Plan of structural balance in 2015
(MTO of Denmark).

e A long-term fiscal sustainability indicator of (at least) zero.
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¢ Implementation of the expected Council recommendation to improve the struc-
tural budget balance by 1%2 per cent of GDP during 2011-2013.

Part of the necessary tightening of fiscal policy will take place automatically, when
the financing elements of the tax reform are implemented and the acceleration of
public investments is gradually withdrawn. On the other hand, public finances are
weakened towards 2013 as a result of increasing interest payments on growing public
debt, declining oil and gas production in the North Sea and because large cohorts are
withdrawing from the labour market. In total, on the basis of currently available in-
formation, the structural budget balance is estimated to strengthen by %4 per cent of
GDP from 2010 to 2013. In order to fulfil the expected recommendation for a
strengthening of the structural budget balance of 12 per cent of GDP, new initia-
tives must improve public finances by 14 per cent of GDP by 2013 (corresponding
to new initiatives for around 2472 billion DKK).

Based on current projections, structural balance in 2015 requires a further improve-
ment of around 7 billion DKK through new initiatives. Hence, all in all there is a
need for a total consolidation of around 31 billion DKK in order to reach the target
of balance by 2015.

It should be stressed that the consolidation requirement may be re-evaluated for in-
stance when the recommendation is known and that the EU requirement may de-
pend among other things on the estimation of the structural budget balance by the
European Commission. Furthermore, decisions have yet to be taken about the exact
size and timing of the fiscal tightening. In the Convergence Programme, it is as-
sumed that the adjustment is made through the expenditure side and that the remain-
ing reform requirement from the original 2015 Plan will be met, cf. chapter 1 and
section 2.5.

On the revenue side the tax reform in Spring Package 2.0 is included through 2019. In
isolation, the tax reform strengthens the long-term sustainability of public finances
by around 0.3 per cent of GDP and strengthens public finances in 2015 by almost 2
per cent of GDP (including temporary time shifting effects in net pension contribu-
tions, notably as a result of the limit of new payments to pension schemes with less
than life-long coverage of 100,000 DKK per year). Hence, the reform contributes to
reach the key fiscal targets in the 2015 Plan.

In a projection where consolidation corresponding to the expected Council recom-
mendation is implemented, the structural deficit is projected at around %2 per cent of
GDP by 2015. In order to achieve balance on public finances it is thereby required —
as it looks right now and with considerable uncertainty — that further consolidation
of around 0.4 per cent of GDP towards 2015 is achieved. In the programme, this is
achieved by meeting the remaining requirement for structural reforms of around 7
billion DKK from the 2015 Plan (corresponding to the reform requirement in CP08
adjusted for the positive contribution from the tax reform etc.).
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Achieving structural balance in 2015 contributes to avoid sizeable deficits and debt
build-up also after 2015 where pressures on public finances may continue as a result
of demographics and falling oil revenues. With structural balance in 2015, prospects
are for a deficit in 2020 between 2 and 1 per cent of GDP. In a scenario with no
consolidation, however, the structural deficit could rise to around 3 per cent of
GDP.

The need for a relatively rapid strengthening of public finances is furthermore under-
lined by the fact that absent credible consolidation there is a risk of higher interest
rates and weakened confidence. That may potentially weaken the assumed upturn in
private demand and cause interest payments on the public debt to rise. Moreover,
the longer consolidation is postponed, the higher is the future need for consolidation
due to higher interest payments. If the necessary consolidation is postponed e.g. by
five years, it could require extra initiatives that strengthen public finances by up to 10
billion DKK, if the objective is to achieve the same structural budget balance by
2020. The pace and timeframe for normalisation of course also depends on the out-
look for activity and inflation etc. Since the output gap is large and negative it will,
however, be necessary to begin consolidation before the business cycle is back to
neutral, cf. also chapter 1.

The key objectives for individual policy areas in the Convergence Programme are as
follows:

o Fiscal policy: Stability oriented fiscal policy with focus on securing structural bal-
ance on public finances by 2015 and a sustainable fiscal policy. That requires the
withdrawal of temporary easing during the crisis and relatively substantial con-
solidation towards 2015.

o Tax and expenditure policy: Tax policy includes the gradual implementation of the
tax reform in Spring Package 2.0 towards 2019, including the continuation of the
tax freeze. As mentioned, the tax reform in Spring Package 2.0 is fully financed
(excluding the estimated dynamic effects on employment and savings). On the
expenditure side, public investments are reduced after the relatively large
planned increase in 2009 and 2010 to mitigate the economic crisis. Hence, public
investments constitute 1.8 per cent of GDP in 2015 after a level of 2.5 per cent
of GDP in 2010. The profile for public investments also includes Quality Fund of
50 billion DKK for public investments in hospitals, schools, and day-care insti-
tutions etc. towards 2018, cf. section 2.5. To achieve structural balance by 2015
it is also assumed that real public consumption is held unchanged from 2010 un-
til 2013. In combination with other assumptions in the projection, this implies
that public consumption constitutes about 26%4 per cent of (cyclically adjusted)
GDP in 2015, which is a little higher than the benchmark of 26'2 percent of
GDP, which was launched in the original 2015 Plan. Furthermore, it is assumed
that public transfers to the private sector are reduced proportionally compared
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to previous assumptions. These technical assumptions on the public expenditure
side imply that the expected Council recommendation can be met, and will be
around three-fourths of the way towards achieving balance by 2015.

Structural and labonr market policy: The Convergence Programme also includes the
technical assumption that new initiatives will help to increase labour supply, such
that the sustainability of public finances is strengthened by around 0.4 per cent
of GDP. That corresponds to the requitement in the original 2015 Plan from
2007 (for initiatives to strengthen finances by 0.8 per cent of GDP through
higher labour supply) corrected for the Job Plan and the measures to reduce
sickness absence from 2008 and the tax reform in Spring Package 2.0, which have
been passed since the plan was presented. These reforms are estimated to meet
around half of the original requirement.

Growth initiatives: The tax reform and the initiatives in the Welfare Agreement
concerning education, research and innovation — as well as the changes in re-
tirement age limits —contribute to increase the longer-term growth potential. It is
a central focal point to ensure sound conditions for economic growth after the
crisis. Thus, the government has set up a Growth Forum, which in the course of
2010 will contribute with ideas and suggestions on how best to ensure that the
conditions for renewed growth are in place after the crisis.

Monetary and exchange rate policy: A stable currency by virtue of the fixed exchange
rate against the euro, which at the same time ensures low and stable inflation ex-
pectations. Responsible economic policies underpin confidence in the stable ex-
change rate so that low interest rates and a low interest rate spread against the
euro can be maintained. Since the peak of the financial crisis, the monetary pol-
icy interest rate spread (vis-a-vis the leading ECB interest rate) has been lowered
from 1% percentage points to 0.05 percentage points. The lending rate of the
Danish central bank is historically low, which supports the housing market, pri-
vate consumption and investments. Foreign exchange reserves are historically
large (approx. 20 per cent of GDP) bolstering the stable exchange rate policy.

Financial markets: Conditions in financial markets have improved markedly since
the autumn of 2008, partly as a result of the extensive measures taken in Den-
mark as well as other countries. Risk premiums have fallen significantly, while
the “deposit deficit” in banks (and hence their reliance on wholesale funding)
has fallen somewhat. It is a central challenge to wind up and phase out the ex-
traordinary measures without weakening financial stability. Particularly the phas-
ing out of government guarantees requires international coordination, although
as in other areas such as liquidity support, capital injections etc., exit-elements
are built in to these arrangements, in the form of e.g. “sunset” clauses or incen-
tives to exit the arrangements as conditions normalise. Challenges still remain in
the financial sector, partly as a result of a high number of bankruptcies and high
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leverage in parts of the non-financial sector, and the drop in property prices,
which have taken place since 2007.

Denmark’s position in relation to the convergence criteria

The public surplus in 2008 was 3.4 per cent of GDP according to the reporting in
October under the EU excessive deficit procedure (EDP)!. The public surplus in
2008 should be seen in light of still favourable cyclical conditions, large revenues
from oil and gas activities in the North Sea and low net interest payments. The struc-
tural budget balance, which adjusts the actual balance for both cyclical and other
temporary effects in order to obtain an indicator of the underlying state of public fi-
nances, is estimated at 1.9 per cent of GDP in 2008.

| Table 2.1
\ Convergence criteria, 2008 and 2010

Consumer Price  Nominal long-term  Annual public

Inflation interest rate balance Public debt
(Hicp)” (10-year gov.)” (EDP-form)” (EMU-debt)?

| Per cent Per cent of GDP

| 2008

| Denmark 1.1 3.6 3.4 334

| EU27 1.0 4.1 2.2 61.7

| EuroArea 0.3 3.8 2.0 69.3

| Convergence criteria 1.5 5.9 3.0 60.0

|

| Estimates for 2010

| Denmark 1.2 5 -5.5” 41.8°

| EU27 1.0 5 -7.1 75.3

| EuroArea 0.6 5 6.9 84.0

Convergence criteria 1.8 - -3.0 60.0

Note: Furthermore, it is a convergence criterion that a country must have joined the exchange rate
mechanism ERMII for at least two years without serious tensions and devaluations. Denmark fulfils
this criterion.

1) For inflation and nominal long-term interest rate figures are based on available data up until Dec.
2009 and as concerns inflation, an estimate for 2010. Inflation is measured as the percentage change
in the most recent available 12 months average of the HICP-index compares to the previous 12
month average of the HICP-index. The interest is calculated as an average of the last 12 months.
The European Commission has not published estimates for interest rates for 2010.

2) The criterion of sound public finances is formally determined by whether the countries is subject
to a council decision that deficits are excessive under the Treaty Article 104(6).
3) Own estimations for Denmark are based on Economic Survey, December 2009.

Source: Eurostat and the European Economic Forecast — autumn 2009 of the European Commission and
own calculations.

Hence, Denmark fulfilled the convergence criteria for exchange rate stability, infla-
tion, interest rates, and sound public finances in 2008, ¢f. table 2.1.

!"The calculation of the public budget balance in the form of the EDP is in certain aspects different from the calcula-
tion in national accounts. However, the surplus on public finances in 2008 has been estimated at 3.4 per cent of
GDP in terms of both EDP and national accounts, cf. chapter 4.
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The estimated deterioration in public finances implies that Denmark is now expected
to exceed the 3 per cent reference value for the public deficit. That is also the case
for most other EU-countries.

As a consequence, Denmark is in 2010 expected to be subject to the excessive deficit
procedure (EDP) and receive a Council recommendation to take effective measures
to improve public finances. The procedure may be abrogated when it is ascertained
that the deficit has returned below 3 per cent and is expected to remain so.

2.3 Fiscal objectives in the 2015 Plan

In the original 2015 Plan from 2007, the medium-term objective for the structural
budget balance was a target interval for the structural budget surplus towards 2010
followed by a lower bound of at least balance from 2011-2015. In light of the eco-
nomic crisis and the need for fiscal easing, the budget balance target has been waived
in these years, but the objective of a structural budget balance by 2015 is maintained,
ct. Spring Package 2.0 and Economic Survey, May and August 2009.

Structural balance in 2015 implies that fiscal policy also satisfies the requirement of
long-term sustainability (with a small margin), but will require considerable consoli-
dation in addition to pulling back the measures taken during the crisis.

The objective of structural budget balance by 2015 is in accordance with the Stability
and Growth Pact of the EU. The pact requires a structural budget balance that in
general should be “close to neutral” or in surplus, and which should include a safety
margin such that countries do not exceed the 3 per cent limit for the actual public
balance during normal cyclical downturns.

The requirement for a safety margin currently implies that Denmark (as a minimum)
must aim for a medium-term public balance close to neutral or a deficit of no more
than %2 per cent of GDP. This margin allows the automatic stabilisers to work fully
to dampen cyclical movements without exceeding the deficit limit of 3 per cent of
GDP. The relatively large margin should be seen in light of the relatively high sensi-
tivity of public finances in Denmark to cyclical movements. However, a structural
budget balance of -2 per cent of GDP does not allow substantial discretionary
measures during deep recessions since the limit of 3 per cent of GDP is easily ex-
ceeded.

The target of structural balance by 2015 satisfies the minimum requirements of the
Pact with a margin (of 2 per cent of GDP). The more ambitious goal should be seen
in light of a continued downward pressure on public finances in the decades after
2015 as well as the objective of fiscal sustainability; moreover, the more ambitious
goal allows wider scope for action in case of larger setbacks.

The fiscal targets in the 2015 Plan require fiscal discipline and imply rather large pub-
lic surpluses when cyclical conditions are favourable and unemployment is low. Over
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time, this is the prerequisite for room to manoeuvre in case of large negative shocks
to the economy causing obvious, large disequilibria. Economic policy must also un-
derpin the fixed exchange rate policy by focusing on economic stability, low inflation
and long-term fiscal sustainability.

Fiscal policy has been eased considerably in 2009 and 2010, primatily as a teaction to
the crisis. The easing has been larger than in most other countries in the EU while
the 10-year yield differential against Germany has been relatively stable. This has
been possible because of the starting point with very large surpluses in the good
years from 2005-2008. In these years, the surplus was larger than in other EU-
countries, and the public debt was significantly reduced.

| Figure 2.1a | Figure 2.1b
Target for structural balance in 2015 and Contributions to change in the structural
the development of structural and actual primary balance from 2010 to 2013/15 -
budget balance without initiatives
P t of GDP Per cent of cyclically Per cent of cyclically
Per cent of GDP encento adjusted GDP adjusted GDP
6 -6 27 r2
4 Fa
24 ' L > 11 Spring package 2.0 Spring package 2.0 r1
i Public Investment: Public Investments
0 0 04 'ublic Investments 'ublic Investmes | o
2 4 I FU minimu criteria -2 Public pension scheme Public pension scheme|
6+ ————+F-
04 06 08 10 12 14 16 18 20 2 2

B Actual balance
Structural budget balance
Structural budget balance (without new initiatives)

2010-13 2010-15

Note: ”Other” in figure 2.1b covers mainly fewer persons in age groups with highest employment rates and real
growth in public consumption in the projection with no new initiatives.
Source: Economic Survey, December 2009 and own calculations

The structural budget balance is estimated to weaken from a surplus of 1.9 per cent
of GDP in 2008 to a deficit of 1.7 per cent of GDP in 2010. This mainly reflects the
easing of fiscal policy. In the absence of new initiatives it is estimated that the public
structural budget balance is weakened a little further to around -1.8 per cent of GDP
by 2015, ¢ figure 2.1a. The weakening from 2010 until 2015 reflects higher interest
payments on the growing debt. The primary structural balance (which does not in-
clude net interest payments) is strengthened a little from 2010 to 2015 even in a pro-
jection with no new initiatives taken (i.e. excluding consolidation on the expenditure
side and the required increase in structural employment), cf. chapter 1.

The marginal strengthening of the primary structural balance from 2010 to 2015
should be seen in light of the gradual phasing out of the temporary fiscal stimulus as
the very high level of public investments is brought down again and as the financing
elements of the tax reform are phased in? This improves the balance by 14 per cent

2 Developments in individual revenue and expenditure elements towards 2015 are described in chapter 4.
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of GDP in the period. But at the same time the primary public balance is weakened
by declining revenues from the North Sea, increasing expenditure for pensions and
other factors, including fewer persons of working age and the assumed real growth
in public consumption, which in this projection (where no new initiatives are as-
sumed) corresponds to CPOS, ¢f. figure 2.1b.

The objective of structural budget balance by 2015 thereby requires new initiatives,
which strengthen the structural balance by around 1.8 per cent of GDP in 2015.
With a relatively frontloaded effort in accordance with the expected Council recom-
mendation, measures that strengthen finances by some 1.6 per cent of GDP will be
sufficient, since this will reduce interest payments by around 0.2 per cent of GDP in
2015. At the same time, the projection with structural balance in 2015 satisfies the
requirement of fiscal sustainability (with a small margin).

Long-term sustainability of public finances

The objective in the 2015 Plan for long-term fiscal sustainability implies that net
public debt is stabilised in the longer term as a share of GDP. The assessment of fis-
cal sustainability depends on a number of technical assumptions and should be seen
as a consistency check on whether public revenues and expenditures are roughly in
line over the long term, cf. chapter 5.

Fiscal sustainability does not in itself put any special restrictions on the budget pro-
file over time, or at which level debt should stabilise in the long term. The criterion
of long-term sustainability does not, for example, ensure that the public balance and
debt in all years meet the requirements in the Stability and Growth Pact and the euro
convergence criteria (in particular deficits below 3 per cent of GDP and EMU debt
not exceeding 60 per cent).

Partly for this reason, the requirement of fiscal sustainability in the 2015 Plan was
supplemented by a more short-term requirement of (at least) balance on the struc-
tural budget by 2015. Until the financial crisis escalated late 2008, the aim was to
achieve surpluses through 2015 to prepare for long-term challenges through public
savings (i.e. paying back debt and lowering interest payments) when conditions are
still relatively favourable. For instance, in the period towards 2015 the revenues from
the North Sea are still relatively high, amounting to more than 1 per cent of GDP in
2015 and are thus some 0.7 per cent of GDP more than the “permanent revenue
stream’3. Furthermore, demographics are still relatively favourable compared to the
situation after 2015 when large age groups have retired while life expectancy in-
creases. As mentioned, the strong downturn since 2008 and higher expenditures for
public consumption have put strain on this part of the strategy (the savings element).
In the projection without new initiatives, the sustainability indicator is calculated to
be -1.3 per cent of GDP. This implies that an improvement of the primary budget

3 The permanent revenues correspond to around 0.4 per cent of GDP. The “permanent revenue stream” corre-
sponds to the present value of all future (estimated) revenues converted to a constant percentage of GDP (annuity)
from today onwards.
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balance by 1.3 per cent of GDP as of today and in all future years would render net
public debt a constant share of GDP in the long run. The requirement of 1.3 per
cent of GDP corresponds to roughly 23 billion DKK in 2010-level*.

If the necessary initiatives are phased-in over some years (rather than immediately),
the consolidation requirement would be slightly larger in order to stabilize the net
debt to GDP ratio since the interest burden would increase. An improvement of the
balance by 1% per cent of GDP, implemented towards 2013 (or 1% per cent imple-
mented towards 2015), corresponds with the current assumptions to an improve-
ment in the sustainability indicator of around 1.1 per cent of GDP (and 1.5 per cent
of GDP, respectively).

The projection without new initiatives is not sustainable, and the net public debt to
GDP ratio therefore continues to rise in the long term. Hence, interest payments
also continue to increase and the structural balance deteriorates quite significantly, ¢f
Sfagure 2.2a-b.

In a projection where of the expected Council recommendation is exactly met, the
sustainability indicator is slightly negative (around -0.2 per cent of GDP). In that
projection, the deficit in 2015 is around 2 per cent of GDP.

However, as mentioned, the prospects are that demographics, lower oil revenues and
the objectives in the climate and energy policies etc. will continue to put a pressure
on public finances following 2015. Hence, even if the expected recommendation is
met, deficits, debt and interest payments are expected to rise towards the middle of
the century. Given the technical assumptions in the projection, the structural deficit
will peak at around 4 per cent of GDP, of. fignre 2.2.c-f.

With new initiatives that ensure structural balance on public finances by 2015
(the CP09-projection), the sustainability indicator is 0.2 per cent of GDP. The re-
quirement of structural balance will further dampen the build-up of public debt and
hence the interest payments, which will e.g. in 2025 be reduced by around 1%z per
cent of GDP compared to the projection without new initiatives. Still, also in this
projection, rising deficits and debt levels could emerge due to ageing etc., cf. figure
2.2.c-.

4 The sustainability indicator is normally measured in percent of GDP because this fraction is constant from year to
year. For instance, just over 1.3 per cent of GDP corresponds to around 23 billion DKK in 2010-level, 24 billion
DKK in 2011-level and 25 billion DKK in 2012-level.
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| Figure 2.2a | Figure 2.2b
| Structural balance (with no new initiatives) | Net public debt (with no new initiatives)
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| Figure 2.2c | Figure 2.2d
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| Figure 2.2e | Figure 2.2f
| Primary structural budget balance | EMU debt
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The positive sustainability in this scenario (0.2 per cent of GDP) reflects that the
primary balance turns positive in the (very) long run, after 2050, mainly due to the
positive effects of the 2006 Welfare Agreement, cf. also chapter 5. The net debt will
reach 50 per cent of GDP by 2050, while the “EMU debt” for a long period could
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surpass the 60 per cent-limit in the pact, cf. figure 2.2.c-d. Even when structural bal-
ance is achieved in 2015 a need for further initiatives could then emerge — but to a
lesser extent than in the projection where the expected Council recommendation is
only just met.

2.4 Tax policy

The tax reform in Spring Package 2.0 from March 2009 contains a reduction of taxes
on labour income financed by higher environmental taxes, higher taxes on unhealthy
food, lower deductions and removing special arrangements for individual business
sectors, ¢f. box 2.1. At the same time, the tax reform is fully financed without dynamic
effects and, overall, the reform is expected to strengthen public finances permanently
(sustainability) by around 5%z billion DKK as a result of the positive dynamic effects
on labour supply and savings etc.

A primary focus of the tax reform in Spring Package 2.0 1s to increase labour supply
and thereby strengthen longer-term growth prospects particularly through a lowering
of marginal income taxes. Hence, the reform continues the efforts of the tax reforms
of 2004 and 2007, and the three tax reforms taken together have implied that mar-
ginal taxes on labour income has been lowered considerably for the main part of all
employed persons, ¢f. fignre 2.3a.

| Figure 2.3a | Figure 2.3b
Marginal taxes, 2001-rules and Spring Revenue effects from Spring Package 2.0
Package 2.0 towards 2015
Per cent Per cent Per cent of GDP Per cent of GDP
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Source: Own calculations.

The tax reform implies that the tax cuts are implemented quickly while the financing
will be implemented gradually in the coming years. Thus, the tax reform in isolation
implies an easing of around 12 billion DKK (0.7 per cent of GDP) in 2010 and
around 8 billion DKK (0.4 per cent of GDP) in 2011, ¢f figure 2.36°. Hence, the tax
reform contributes to support activity and employment in the short term.

5 Including second order effects in the form of higher revenues from indirect taxes and fees, the short term budget
impact is around -0.5 per cent of GDP in 2001 and around -0.3 per cent of GDP in 2011.
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At the same time the release of the Special pension-scheme savings and the derived
tax income results in a relatively mild debt accumulation as a result of Spring Package
2.0 in the short term. Hence, the debt is expected to be roughly unchanged in 2010,
while the accumulated debt effect is around 11 billion DKK (0.5 per cent of GDP)
in 2015 (excluding the debt-reducing effects from higher consumption, increasing
labour supply etc.).

Box 2.1

Main elements of the tax reform in Spring Package 2.0
. The middle-bracket income tax of 6 per cent is abolished.

e  Thetopincome tax bracket is increased, so that around 350.000 persons will no longer pay top-
bracket income tax.

e  The bottom-bracket tax is lowered by 1.5 percentage points.
e  Fewer special tax arrangements and less direct support to businesses.

e  Thetax and excise duties system will to a higher degree be adapted to accommodate challenges
towards the climate and the environment.

e Higher excise duties on unhealthy food, tobacco etc.
e The additional public pensionis increased by 2.000 DKK per year.

e  Thetaxvalue of the interest deductibility is maintained unchanged for families with interest
payments below 100,000 DKK (50,000 DKK for singles). The tax value of large interest deduc-
tions and certain other deductions is gradually reduced from 33.5 per cent on average in 2012 to
25.5 per cent on average in 2019. At the same time, a special compensation arrangement is in-
troduced for families with large deductions compared to the income.

e  The existing supplementary deduction for commuting expenses for persons with low incomes is
increased. The limit for the daily travelled distance that results in the high rate is also increased.
Finally, the higher deduction for daily commutes over 100 km. based from non-central munici-
palities is continued until 2018.

e A “green cheque”of 1,300 DKK as a fixed, nominal yearly amount to persons above the age of
18 and 300 DKK per child (maximum 2 children). The green cheque is means-tested. The cheque
compensates for the higher green taxes that households must pay.

e Aceiling of 100,000 DKK for deductions for pension contributions to pension schemes with less
than life-long coverage.

e  Thetaxfreezeis continued.

In the coming years, the net tax reduction is gradually reduced, as the financing is
phased in. It is estimated the reform will improve public finances in 2013-2015, even
if the expected dynamic gains from the reform are not included Hence, the tax re-
ductions are fully financed from increased revenues from other sources, while the
dynamic effects on labour supply, consumption patterns and savings etc. fully con-
tribute to strengthen public finances in the longer term.
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Taken together, the reform is expected to strengthen public finances, both in 2015
and in the longer term. The contribution to the fiscal sustainability is estimated to
around 5%z billion DKK as a result of the positive derived effects. That amounts to
around 40 per cent of the original structural reform requirement in the 2015 Plan of
14 billion DKK. Hence, the tax reform is a significant step towards reaching the tar-
get set out in the 2015 Plan.

The tax freeze continues unchanged before and after the tax reform. The nominal
principle in the tax freeze is included in the projection to 2019.

The tax freeze implies that no tax or excise duty can be raised regardless of whether
it is fixed in percentage or nominal amounts. Furthermore, there is a ceiling for the
nominal property value tax. Due to the nominal principle for excise duties (excluding
energy duties, which are indexed) and the property value tax, the tax freeze in isola-
tion contributes to a gradual reduction in the tax burden when prices are increasing.
Following the tax agreement from the fall 2007, energy duties are indexed by 1.8 per
cent per year.

The nominal elements in the tax freeze (i.e. the ceiling over the property value tax
and fixed nominal excise duties) are extended from 2015 to 2019 as part of the fi-
nanced tax reform in Spring Package 2.0. These elements result in a reduction of the
tax burden and imply a weakening of public finances of around 3 billion DKK com-
pared to a situation where these taxes and excise duties would follow price develop-
ments. This should be seen in connection with the other nominal elements in the re-
form that provide financing in the long term. The green cheque and the allowance
for negative net capital income yield a permanent funding of around 7 billion DKK
because these are not adjusted with increases in prices and incomes. The net contri-
bution from the nominal elements in the tax reform is thus around 4 billion DKK.
Furthermore, it is assumed that the compensation arrangement — that protects
against losses as a result of the lower value of deductions from 2012 — is phased out
after 2019.

2.5 Expenditure policy

In the medium-term plans it has generally been a prerequisite that real growth in
public consumption should be lower compared to the last decades. In the original
2010 Plan from 2001 it was thus assumed that consumption growth should be 1 per
cent per year until 2005 and Y2 per cent per year from 2006-2010. The real growth
targets have since been revised e.g. in connection with the Welfare Agreement, which
implied a higher real growth in 2007-2012 within education, research, entrepreneut-
ship and innovation. This higher growth was mainly financed through labour market
reforms.

Since 2001 the real growth in public consumption has been 1.6 per cent a year on
average. That is less than the preceding decade (where the increase was 2%z per cent
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on average), but somewhat more than the premise in the preceding medium-term
plans. On average, the excess growth makes up around % percentage points per year
in the period 2002-2009, ¢f. fignre 2.4a. This corresponds to around 3"2 billion DKK
per year or a total of around 27 billion DKK, or roughly 5 per cent of public con-
sumption. Compared to the original 2010 Plan from 2001 (i.e. before the Welfare
Agreement etc.), public consumption has grown by an excess 34 billion DKK (around
7 per cent of public consumption)®.

In light of the expenditure overruns, measures have been taken to strengthen the
control of expenditures. Among other things, as of 2009, a possibility has been in-
troduced to make a portion of the block grant up to 1 billion DKK conditional on
the aggregated local budgets being in line with the expenditure level agreed upon
with the government. The conditional block grant can be seen as a solidarity pre-
mium to support that the municipalities in the aggregate fulfil the conditions for the
municipal budgets that Local Government Denmark and the government has agreed
upon.

In 2010, the conditional block grant is only enforced concerning the agreed level for
service expenditures since, in light of the crisis, the upper bound for public invest-
ments has been suspended. The municipal budgets for 2010 show that the munici-
palities have budgeted service expenditures that correspond to the agreed level. On
the revenue side, municipalities that raise taxes must pay a share of the revenue to
the government if the municipalities in the aggregate are raising taxes and thereby
violate the tax freeze.

| Figure 2.4a Figure 2.4b
Planned and actual real growth in public Public consumption as a percentage of
consumption (cyclically adjusted) GDP
Per cent of GDP Per cent of GDP Per cent of (cyclically adj.) GDP  Per cent of (cyclically adj.) GDP
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Note: Planned real growth is determined as in preceding 2010 and 2015 Plans, including changes according to the
tax agreement of 2003 (concerning 2004-2005) and he Welfare Agreement/ the Globalisation Fund (of 2007). The
real growth of 2009 is as estimated in Economic Review, December 2009.

¢ The assumed real growth in public consumption was raised from %2 per cent to 1 per cent per annum from 2007 as
a result of the Welfare Agreement. This increase is not included in the numbers for the original 2010 Plan.
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Continued efficiency and productivity gains within the public sector can help to im-
prove public services. The government and Local Government Denmark made a
multi-annual agreement in 2008 on making resources available for improved service
for citizens in the municipalities from 2009-2013. The agreement implies that the
municipalities — due to productivity improvements — must redirect resources corre-
sponding to around 1 billion DKK in 2009 increasing to 5 billion DKK in 2013. The
government has agreed to implement measures that over time will release half of
these gains — corresponding to 2 billion DKK in 2010 increasing to 22 billion
DKK in 2013.

A plan for government initiatives releasing 500 million DKK for services in the mu-
nicipalities in 2010 was presented in the fall of 2009, cf. Action Plan for releasing re-
sources for services in the municipalities in 2010, September 2009. With an extensive plan
for reducing red tape “Mere tid til velferd”, October 2009, the government has put
forward 105 concrete initiatives with a view to simplify regulation and improve effi-
ciency. Furthermore, a number of structural changes in the public sector have been
made in recent years with the aim of increasing productivity and quality in service
provision, including Reform of Local Government (2007), Reform of the Police (2007) and
Reform of the Judicial Systemr (2007). The benefits from these reforms are yet to be
reaped.

The share of public consumption in GDP — the public consumption ratio — exceeds
the benchmark of 26%2 per cent of (cyclically adjusted) GDP, which was launched in
the 2015 Plan, . figure 2.4b. In the period from 2009 until 2011, public consumption
is estimated to constitute just above 28 per cent of cyclically adjusted GDP, which is
around 1 percentage point higher than estimated in CP2008 and around 2 percentage
points higher than in the 2015 Plan. This reflects a higher growth in expenditures
than expected, but also a reduction in the estimate of cyclically adjusted GDP, ¢f. also
Economic Review, December 2009. In the aggregate, public consumption constitutes a
larger share of GDP these years than ever before.

In the Convergence Programme, it is, as mentioned, assumed that real growth in
public consumption is around zero from 2011-2013. That means that nominal ex-
penditures are rising in line with prices and wages, and that public employment as a
benchmark can be assumed to me roughly stable. Hence — factoring in the other as-
sumptions, including that the output gab will be closed and new initiatives should
increase employment towards 2015 — public consumption expenditures are set to
reach 26% per cent of GDP by 2015, which is only a little higher than the bench-
mark in the 2015 Plan (and higher than during the period 1984-2007).

Zero growth in public consumption from 2011-2013 implies that real public con-
sumption expenditures will be some 132 billion DKK less in 2013, than with the
assumed spending path in Convergence Programme 2008. That corresponds to half
of the excess growth that occurred in the years 2002-2009 and to some 40 per cent
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of the excess growth in public consumption compared to the assumptions in the
original 2010 Plan from 2001.

In the beginning of 2009, it has been decided to implement and accelerate a long list
of investment projects in order to support growth and employment in light of the
international recession. In total it is assumed that public investments increase by
around 30 per cent in 2009 and 2010. Historically, this is a strong increase and more
than in most other OECD-countries’. With the planned increase in public invest-
ments, including growth initiatives in the approved budget bill of 2010, the invest-
ment level in 2009 and 2010 is well above the assumed level in CPOS, ¢f figure 2.5a.
The current estimate is that total public investments will increase by just under % per
cent of GDP from 2008 to 2010, where the investment level is estimated at 2'2 per
cent of GDP. That is above the historical average of just under 1% per cent of GDP
from 1993-2008, ¢ figure 2.5b. For comparison, public investments constituted just
above 1% per cent of GDP in 2009 and 2010 in CPOS.

| Figure 2.5a | Figure 2.5b

| Assumed projection for public investments | Share of public investments to GDP
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In the convergence programme it is assumed that public investments will back again
after 2010 — especially the first couple of years, but the profile is difficult to predict,
as some projects may come on line later than expected. Among other things the ac-
celeration of the implementation of 2 billion DKK from the Quality Fund from 2013
to 2010 supports that an automatic adjustment downwards will occur. The decline in
public investments from the relatively high level in 2010 dampens the demands for
additional consolidation necessary to meet the expected Council recommendation
and for reaching the medium-term objectives in the 2015 Plan. The projection of
public investments includes the Qwuality Fund and the Infrastructure Fund, but the pro-
file is of technical character.

2.6 Structural and labour market policy
The 2015 Plan from 2007 (and CPO08) included key structural policy requirements for
employment and working hours necessary to ensure fiscal sustainability and struc-

T OECD, Economic Outlook 86, cf. also Economic Review, December 2009.
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tural balance on public finances by 2015. The central requirements of the 2015 Plan
were:

e New initiatives must ncrease non-subsidised employment by a further 20,000 persons
towards 2015, corresponding to an increase in employment of % per cent.

o Average working hours must not decrease towards 2015, corresponding to average work-
ing hours being 1.8 per cent higher in 2015 than in a projection based solely on
demographics and other changes in the employment composition. Average
working hours are thereby targeted at a — for Danish conditions — relatively high
level, even though an increasing share of young and elderly persons in the work
force points toward a decrease going forward.

The requirements strengthened public finances (fiscal sustainability) by 0.8 per cent
of GDP (14 billion DKK), of which a good 1/3 was included as an increase in struc-
tural employment. Overall, this requirement was sufficient to ensure structural
budget balance by 2015 and that the sustainability criteria was met.

Since the presentation of the 2015 Plan, reforms have been decided that are esti-
mated to meet around half of the reform requirement included in the original 2015
Plan. The tax reform in Spring Package 2.0 entails a significant reduction in mat-
ginal taxes and is estimated to increase labour supply corresponding to around
19,000 persons (assumed fully phased in by 2015) 8. Overall, Spring Package 2.0 im-
proves fiscal sustainability by an estimated 5%2 billion DKK, ¢f fable 2.2.

| Table 2.2
Status for reform requirements since CP2007

Effect on sustainability indicator

Source: Own calculations

|
| Per cent of GDP Billion DKK
|  Original reform requirement 0.8 14
| - Assumed contribution from employment 0.3 5
| - Assumed contribution from work. hours 0.5 9
| Contributions to meeting reform requirements
| -Job Plan and plan to reduce sickness absence 0.1 2
| - Taxreform (Spring Package 2.0)" 0.3 5
|
| Remaining reform requirements included in CP2009 0.4 7
| - Assumed contribution from employment 0.3 5

- Assumed contribution from work. hours 0.1 2

1) Includes behavioural effect on labour supply and other behavioural effect from e.g. increased savings.

8 For a closer description of Spring Package 2.0, see section 2.4.
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Previously, a Job Plan and a plan to reduce sickness absence have been decided,
and the two combined are estimated to increase average working hours by around
0.2 per cent and will improve fiscal sustainability by up to 2 billion DKK, cf. CP08.
It is especially changed rules for supplementary unemployment insurance benefits
that contribute towards a strengthening of public finances in the Job Plan.

Thus, in total, these reforms are estimated to improve fiscal sustainability by around
7 billion DKK (0.4 per cent of GDP). Hence, half of the original reform require-
ment from the 2015 Plan is considered to have been met, cf. table 2.2.

In the Convergence Programme for 2009, it is technically assumed that new initia-
tives will increase labour supply, such that fiscal sustainability improves by 0.4 per
cent of GDP. That corresponds to the shate of the original 2015 Plan that is still not
met. Technically, this reform requirement is also included in CP09, partly as an in-
crease in non-subsidised employment of 20,000 persons in the course of 2014 and
2015 and partly as an increase in average working hours of around 0.4 per cent dur-
ing the same period. This increase in labour supply amounts to 30,000 full-time em-
ployed and around 1/5 of the (estimated) increase in structural employment as from
2000 until 2010.

Moreover, it is a central assumption in the projection that the structural unemploy-
ment rate is 3.6 per cent of the labour force over the long term. Such an unemploy-
ment rate requires a well-functioning labour market and that the implemented labour
market reforms work as intended. Also, it is crucial that the age limits for receiving
eatly retirement pension and public old age pensions are raised from 2019 and are
indexed to changes in life expectancy for 60-year olds with effect from 2025; ¢f #he
Welfare Agreement of 2006.

2.7 Monetary and exchange rate policy

Denmark has a fixed exchange rate within the framework of the European Exchange
Rate Mechanism 2 (ERM2), which implies that the exchange rate between Danish
krone and the euro is allowed to fluctuate within +/- 2.25 per cent from its central
exchange rate at 746.038 DKK pr. 100 euro, ¢f. figure 2.6a. For several years the Dan-
ish exchange rate has been close to the central parity and there is strong political
commitment and support towards the fixed exchange rate policy in the Danish Par-
liament. It is essential that the credibility of the exchange rate policy remains high.
This calls for a high degree of economic discipline, in order to avoid increases in
short-term interest rates in particular in periods with tension and uncertainty in the
capital markets.

In connection with the escalation of financial turmoil in the autumn of 2008, the
Danish krone came under pressure and Danmarks Nationalbank had to increase the
interest rate several times, whereby the interest rate spread between Danmarks Na-
tionalbank’s lending rate and the ECB’s minimum bid rate rose to 175 basis points,
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¢f fignre 2.6b. After autumn 2008 the spread has gradually been reduced to a very low
level at 5 basis points. Thus, the reduction in the ECB’s interest rate since late 2008
is also reflected in the interest rate level in Denmark, albeit with some delay. The
current level of key monetary policy interest rates in Danmarks Nationalbank and the
ECB are historical low. The foreign currency reserves have also increased to 415 bil-
lion DKK to support the fixed exchange rate policy, . figure 2.6¢.

| Figure 2.6a Figure 2.6b
Exchange rate between DKK and EUR Monetary policy interest rate, DK and euro
zone including spread
EUR/DKK EUR/DKK Per cent Per cent point
7,79 r727 6 ré
7,64  Upperrange T T T T T T T T TT T t7.6 5 F5
751 7.5 41 P
[N AN A 3 A r3
74 b 7.4
22— F2
734 H7.3
| _ lowerange |
72 : 7.2 : : ‘ ‘ ‘
06 07 08 09 10 005 06 07 08 09 10 g
b EUR/DKK Central rate ——ECB, min. bid rate DN, lendingrate ——Spread (rhs)
| Figure 2.6¢ Figure 2.6d
The foreign currency reserves and Danmarks 10-year benchmark government bond
Nationalbank market interventions spread to euro zone
Bn. DKK Bn. DKK BEEBSO[M Basisipfzi‘rgo
=Y ey 350 - L 350
400 - 40 300 1 - 300
350 \ L 20 250 - F 250
300 0 200 L 200
250 r-20 150 - r 150
200 r -40 100 4 r 100
150 - | t-60 50 1 } S0
10+ 80 0 = ‘ ‘ 0
00 01 02 03 04 05 06 07 08 09 2007 2008 2009 2010
Bl Market interventions (rhs.) Foreign currency reserve : E:Ir;r;:anr‘k : ?::ila"ds ﬁ:::g

Source: Danmarks Nationalbank, Reuters EcoWin and Bloomberg.

The strong reductions in the monetary policy rates have led to significant reductions
in short-term interest rates, including short-term mortgage interest rates and the fi-
nancial institutions’ lending rates. The interest rate spread to German 10-year gov-
ernment bonds has increased less than in many other EU countries, which primarily
can be explained by a better starting point for public finances, ¢f figure 2.6d. Risk
premiums on long mortgage bonds have also decreased since late 2008, but have not
reached the same low level as before the financial turmoil started.
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The spreads between secured and unsecured interest rates, which are often used as
an indicator of the credit and liquidity risks of financial institutions, have also de-
creased to levels before the Lehman-collapse, ¢f figure 2.7a. Moreover, expected fu-
ture volatility in bonds and stocks appears to be decreasing, however, for bonds still
not back to the level prevailing before the crisis escalated, ¢ figure 2.7b. Finally, the
financial institutions’ substantial funding deficit (i.e., reliance on wholesale funding),
which emerged before the financial turmoil, has decreased somewhat within the last
year.

In addition, Danmarks Nationalbank’s latest stress-tests indicate that there is cut-
rently no need for further initiatives to strengthen the capital base etc., ¢f stress-test,
second half-year 2009, Danmarks Nationalbank.

Asset prices have increased substantially since March 2009. House prices fell in all
OECD countries since second half-year 2008, but have now stabilized or even in-
creased. Many stock markets have increased by around 70 per cent since March
2009, and have regained some of the losses from 2007 to the beginning of 2009, cf.
figure 2.7b.
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Source: Reuters EcoWin.

Danmarks Nationalbank most recent lending survey indicates that the credit policy
has remained largely unchanged in respect to businesses and private households
throughout most of 2009. Thus, following a sharp tightening in 2008 and the begin-
ning of 2009, credit policies have been roughly unchanged during the last three quar-
ters. At the same time the institutions expect an unchanged credit policy in the 1st
quarter 2010. The demand for financing from the business sector has declined
slightly while the demand from private households generally is unchanged. In total,
lending growth from mortgage- and financial institutions has slowed down consid-
erably, which according to credit managers mainly is driven by lower demand. Over-
all there are no indications of a credit crunch.
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Considerations regarding exit strategies related to financial initiatives

The global stance of fiscal and monetary policy is historically supportive. Interest
rates are low, money markets have gained large amount of liquidity through assets
purchases, different credit programmes have been established while others have been
extended by the central banks, and direct types of quantitative easing have also been
implemented. Moreover, many of the financial initiatives in different countries in-
clude capital injections, loan and issue guaranties, government purchases of risky as-
sets and legislation designed to avoid selling off of assets such as stocks in for exam-
ple pension funds or constrain short selling of stocks (i.e. speculation in falling stock
prices).

The timing of the exit strategies is essential to ensure that the recovery of the inter-
national business cycle is not undermined and at the same time avoid unsustainable
trends in financial markets and prices.

A quick and credible consolidation of the public finances will for most countries be
necessaty to offset an excessive increase in debt and increasing pressure on the long-
term interest rates. Fiscal policy tightening will simultaneously reduce inflation ex-
pectations and create an option for a more accommodative monetary policy stance.
If expectations of a more self-sustaining international upturn are not fulfilled, there is
a risk of renewed turmoil in financial markets — particularly if the rise in asset prices
is driven by more speculative factors. It is also uncertain how the exit strategies will
affect financial markets and how the many emergency measures will affect risk taking
in the financial sector.

Since the autumn of 2008, a number of different initiatives have been implemented,
which in synergy with other economic policies have helped to underpin financial sta-
bility. The initiatives include:

e Liquidity support from Danmarks Nationalbank

e Government guarantee for simple creditors in banks

e Creation of Finansiel Stabilitet A/S to take care of distressed financial institu-
tions

e Capital injections in banks and mortgage institutions

e Extended credit periods for VAT, income tax, and labour market contributions
paid by firms

There are exit elements in all initiatives either in the form of sunset clauses (i.e., the
initiative expire automatically at a given time) or economic incentives to exit the
schemes as financial conditions normalize. A key requirement in designing exit is that
the financial sector should be self-sustaining subsequently. It is furthermore an im-
portant consideration to reduce the direct exposure of public finances to financial
market risks.
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Liquidity support from Danmarks Nationalbank
In May 2008, Danmarks Nationalbank opened a new temporary 7-day lending facility
where banks and mortgage companies can borrow against new, special bonds.

In September 2008, Danmarks Nationalbank introduced a new, temporary loan facil-
ity, which within certain limits can be 7-day loans to banks and mortgage companies
on the basis of excess solvency (minus a margin of 1 per cent).

In September 2008, Danmarks Nationalbank made a temporary extension of the
mortgage lending base for monetary policy loans and intraday credit with quoted
senior debt issued in connection with SDOs ("junior covered bonds"), publicly
traded investment fund shares and certain unlisted and unquoted shares.

In September and October 2008, Danmarks Nationalbank made swap arrangements
with the Federal Reserve Bank and the ECB in order to be able to lend U.S. dollars
and euro to monetary policy counterparties. The swap arrangements with the Fed
expire in February 2010.

In June 2009, Danmarks Nationalbank extended the temporary collateral base with
listed government guaranteed unsecured debts and listed senior unsecured debt and
junior covered bonds with individual State guarantees.

In July 2009, Danmarks Nationalbank extended the temporary collateral base with
unquoted government guaranteed unsecured debt and unquoted senior unsecured
debt and junior covered bonds with individual State guarantee.

In January 2010, Danmarks Nationalbank decided to extend the temporary collateral
base with bonds issued on the basis of individual loans with government guarantee
from Financial Stability A/S (SPV-bonds). The bonds must meet certain conditions
and be approved by Danmarks Nationalbank.

The temporary loan facilities cease on September 30 2010. The expansion of the col-
lateral base with non-subordinated unsecured debt and junior covered bonds with
individual is, however, December 31st 2013.

The balance sheet of Danmarks Nationalbank, as in a number of central banks, has
expanded during the financial crisis, but primarily as a result of the increase in for-
eign reserves and — to a lesser extent — the extended swaplines with the ECB and
Fed. Direct assets purchases or extended liquidity measures put forward to the mar-
ket have not been used, as done by e.g. the ECB and the Fed. The measures of
Danmarks Nationalbank are thus primarily related to collateral requirements and
general interest rate reductions.
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Bank guarantees

The bank guarantees include two schemes. One relates to the guarantees given by
the Bank Package and the second relates to the transitional arrangements of the
Credit Package.

Through the Bank Package, which was adopted in October 2008, the state guaran-
tees unsecured creditors' deposits in banks in Denmark. The scheme runs until the
30th September 2010.

Through the Credit Package, which was adopted in February 2009, transitional ar-
rangements for the guarantees in the Bank Package were established. The transitional
arrangements imply that credit institutions can apply for an individual State guaran-
tee with a maturity of up to 3 years for existing and new non-subordinated and unse-
cured debt and additional collateral on covered bonds (junior covered bonds). The
EU Commission has tentatively approved that issuances can be made under the
scheme until June 30t 2010.

Finansiel Stabilitet A/S

Finansiel Stabilitet A/S (‘Financial Stability A/S’) was established in October 2008 as
part of the Bank Package with the aim to ensure that simple creditors of the banks
and branches that participate in The Danish Contingency Association are covered
when a bank becomes distressed. In addition, the aim is to ensure that unsecured
creditors and depositors receive timely payment of outstanding claims. The agree-
ment runs until the 30th September 2010.

The Bank Package implies that The Danish Contingency Association will cover
losses in Finansiel Stabilitet A/S up to DKK 10 billion and pay a market based
commission of DKK 7.5 billion annually for two years to Finansiel Stabilitet A/S.

After termination of the agreement the value of assets held by Finansiel Stabilitet
A/S will be determined and, in consequence, any losses incurred. Losses will be di-
vided into one part for those assets that have declined in value or are expected to do
so with reasonable certainty, and another part where a provision for estimated future
losses will be made.

If estimated losses, including return on invested capital in Finansiel Stabilitet A/S,
exceed the initial loss coverage from The Danish Contingency Association, The
Danish Contingency Association through an increased guarantee commission must
cover losses of up to an additional DKK 10 billion. The total contribution from The
Danish Contingency Association by way of guarantee commission and loss coverage
may thus amount up to DKK 35 billion over two years.

The latest financial statement from Finansiel Stabilitet A/S from 3trd quarter 2009

showed an outflow of DKK 5.7 billion on the loss coverage and a loss from
Roskilde Bank at DKK 4.1 billion. If the aggregate losses from the Bank Package do
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not exceed the bail of DKK 10 billion the entire guarantee provision of DKK 15 bil-
lion accrue to the state. The ClL-account and the public balance may in such case be
expected to improve in 2010, equivalent to profits per September 30® 2010 minus
the expected loss from Roskilde Bank. The EMU debt position will improve corre-
sponding to the balance-improvement. Such a surplus has not been assumed in the
Convergence Program.

The continued winding up of activities of Finansiel Stabilitet A/S is expected to be
conducted over several years, with particular regard to minimize the economic loss
and, more generally, the impact on the economy. Those assets that are likely to be
disposed of over a longer time span include corporate exposures, e.g. in the property
market.

It would be desirable that after the October 15t 2010 continued instruments remain
available to support a controlled liquidation of failed banks when buyers are absent
in the market and hence private sector solutions not viable.

Capital injections

By the Credit Package, adopted in February 2009, the state was given access to re-
capitalize banks and mortgage institutions for up to approx. DKIK 100 billion. Capi-
tal injections could be made until the end of 2009. Approx. DKK 46 billion has been
injected.

The capital injections take the form of hybrid core capital. Hybrid core capital is
subordinated loans that may be included in institutions’ core capital.

The state hybrid core capital is characterized by being perpetual (requirement to be
included in the institutions’ core capital), but with built-in incentives for repayment.
There are embedded incentives in the form of, among other things, step-up clauses
on the redemption price in the fifth year and further in the sixth year. In the agree-
ment for some institutions the possibility of conversion of parts of the hybrid core
capital to equity capital is included.

It is likely that at least some banks will seek to repay the state capital before the fifth
year. Subsequently, the state will determine when the remaining assets can be sold.
Through the agreements the state has a right to sell the securities individually or in
aggregated, structured sales.

Extension of credit periods

During the first six months of 2009 credit periods for paying VAT, income tax and
labour market contributions by firms were extended twice. In March the credit peri-
ods were extended 30 days for a period of six months resulting in postponement of
payments of a total DKK 65 billion. A gradual termination of the extended credit
period was decided on in May.
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As part of the 2010 Budget credit extension for income tax and labour market con-
tributions was expanded throughout 2010, such that companies receive around 12
days longer on these payments. However, the extension of credit for VAT payments
ended in 2009.

The arrangement is comparable to an interest free overdraft facility. Thus, firms are
offered a longer interest free credit period for payments of income tax etc. that they
collect on behalf of the government. The corresponding loss of interest for the gov-
ernment is estimated at DKK 1%2 billion in 2009 and DKK V2 billion in 2010.

Due to improved conditions on financial markets and the stimulus measures already
taken by the Danish government the credit period has been extended for income tax
payments only. Thereby, the scheme benefits essentially all firms with employment
including those relying heavily on exports, which would not have been the case with
an extension of the VAT credit petiod.
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3. Short-term outlook and prospects towards 2015

3.1 International economy and financial variables!

The strong decline in global production since the summer of 2008, mainly caused by
the international financial crisis, has been contained and there is now moderate pro-
gress in large parts of the world. GDP has increased in the second half of 2009 in
both the USA, the euro area and in several of the Nordic countries. At the same
time, growth is again high in Asia not least in China. The financial markets are func-
tioning more normally, and the decline in house prices in all OECD countries in au-
tumn 2008 have either moderated substantially or been succeeded by increases. In-
dustrial production is stabilizing or increasing in most places, and world trade has
risen by more than 10 per cent since May, when it reached a bottom.

Across most of the world the sharp decline in output and demand was countered by
significant easing of monetary and fiscal policy. Meanwhile, the many interventions
in the financial sector have stabilized financial markets. The counterpart to the easing
of fiscal policy and the impact of automatic stabilizers is a marked deterioration of
public finances. OECD expects in their latest forecast that the average public deficit
in the OECD area will increase from 3%2 per cent of GDP in 2008 to 8Y4 per cent of
GDP in 2009-2010 and 7% per cent of GDP in 2011. Virtually all countries in the
EU will be required to consolidate substantially the coming years, and a number of
countries must initiate the process in a situation where there is still no certainty of a
self-sustained and robust recovery. However, consolidation is necessary to ensure
against high interest rates and a downward spiral of high deficits, rising debt and in-
creasing interest expenditures.

The outlook is for a moderate international recovery after the sharp decline follow-
ing the escalation of the financial crisis. This reflects a need to restore balances in
households and businesses, idle capacity, which reduces investment needs, and
tighter credit access. The need for savings should be viewed in light of a period of
high indebtedness and declining wealth due to decreases in housing equity and stock
markets. Savings ratios have risen during the financial crisis, and ate not expected to
fall back to the low levels in the years immediately before the crisis. High and rising
unemployment is also expected to contribute to households holding back spending.

There is considerable uncertainty about growth prospects the next few years, al-
though risks are relatively well balanced. The very expansionary policy does not have
full effect before 2010 and may have greater impact than expected, and Asia appears

!'The projection underlying the Convergence Programme 2009 is based on the Economic Survey, December 2009. As-
sumptions about the developments in the international economy is mainly based on the OECD forecast in Economic
Ountlook 86, Preliminary Edition, November 2009. In accordance with the Code of Conduct for the preparation of stabil-
ity and convergence programmes the programme must be based on the Commission’s autumn forecast 2009. Annex
2 provides a sensitivity analysis showing the effects of basing the assumptions of foreign development on the Com-
mission’s autumn forecast.
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to some extent as a driver of growth. The global imbalances, including the US deficit
and China’s surplus on the trade balance, have been somewhat reduced. However,
imbalances are still substantial and there is continued risk of an abrupt rebalancing
with rising interest rates in the US and exchange rate adjustments. If cyclical condi-
tions become weaker, there is also a risk of renewed problems in the financial sector
in a situation where many countries are facing the need to dismantle the massive in-
tervention in the sector that has been implemented during the past year.

Growth in Denmark’s export markets fell sharply in 2009, but is assumed to increase
to just over 3% per cent in 2010 and just over 6 per cent in 2011. From 2011-2015 a
gradual normalization of the cycle is assumed such that foreign GDP growth is
higher than the estimated trend growth in production potential.? The export market
weighted GDP growth of Denmark’s trading partners is assumed to constitute nearly
22 per cent annually. Average export market growth is expected to be just over 62
per cent annually over the same petiod, ¢f. table 3.1.

The somewhat higher export market growth than GDP growth reflects that world
trade as in recent decades is still expected to grow more than the countries’ output,
which partially reflects the effects of increasing international division of labour. Simi-
larly, greater international division of labour is assumed to lead to a continued in-
crease in Danish import shares, since import growth is expected to exceed demand
growth.

Table 3.1
Assumptions about the international economy

2008 2009 2010 2011 2012-2015
Annual growth, per cent
Real GDP, trading partners" 1.3 -4.2 1.3 2.2 2.4
Export market growth, manufac-
tures” 2.0 -10.9 3.6 6.1 6.6

1) Trade weighted. Average real GDP growth in 2011-2017 corresponds to Economic Ontlook 86,
Preliminary Edition, November 2009.
Source: OECD and own calculations.

Crude oil prices have as most other commodities been increasing through 2009,
which among other things should be seen in the light of the incipient recovery of
global activity. Going forward, a further modest oil price increase is expected. Based
on the International Energy Agency (IEA)3 2009 forecast real oil price is assumed to
increase from 79 USD in 2010 to 91 USD per barrel in 2015 (denoted in 2009-level),
¢f table 3.2. In the medium term the expected shortage of oil resources and growing

2 The medium term outlook for the international economy is based on the OECD’s medium term projection, which
is based on the short term country forecasts and a closure of the countries” output gap in 2017. See also the remarks
to table 3.1.

3 Nominal prices of IEA, adjusted for the price differential between the aggregated oil prices of IEA and the price of
the oil type Brent.
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demand is expected to lead to further increases in oil prices. Based on the IEA’s pro-
jection the real oil price consequently is assumed to be around 98 USD per barrel in
2030.

Table 3.2
Interest rate and oil price assumptions

2008 2009 2010 2011 2013 2015

Crude oil price, Brent ($ per barrel, 2009
prices) 99 62 79 82 86 91

Denmark,10-year government bond yield 4.3 3.6 3.9 4.0 4.5 5.1

Source: IEA forecast 2009 and own calculations.

The key interest rate spread has been gradually brought down to a very low level
since last autumn, when the financial crisis generated pressures on the Danish cur-
rency. Latest (and since the December projection) the Danish lending rate has been
lowered three times in December and January by a total of 0.20 percentage points to
1.05 per cent without similar interest rate reductions of the ECB. Consequently, the
spread between Danmarks Nationalbank’s lending rate and ECB’s minimum bid rate
is narrowed to 5 basis points in January. The narrowing of the interest rate spread
reflects that there is confidence in the fixed exchange rate policy and foreign reserves
have increased sharply to around 415 billion DKK in the most recent statement
from January as a defence against renewed pressure on the Danish currency. The de-
crease in monetary policy interest rates — along with the massive intervention in the
financial sector — has created the basis for the large drop in particular short term in-
terest rates since last autumn, which seems to have stabilized the Danish housing
market.

The monetary policy being conducted by central banks around the wortld is histori-
cally expansionary. Interest rates are extremely low, and large amounts of liquidity
have been supplied to the market through continued acquisitions of assets, expanded
access to various credit programmes from central banks and direct quantitative eas-
ing. In USA, the key rate has been at 0.25 per cent since late 2008, while the ECB’s
minimum bid rate has been at 1 per cent since May last year. It is technically assumed
that the ECB first will withdraw its cash-generating initiatives before raising the in-
terest rates gradually from mid 2010 and onwards. It involves a relatively expansion-
ary monetary policy in the projection throughout 2015. A parallel development has
been assumed in Denmark.

The long term interest rates are expected to increase, which in addition to the in-

crease in short term rates, partly reflects the increased issuance of government
bonds, and greater uncertainty about public finances. In CP09 the 10-year govern-
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ment bond yield is assumed to increase from 3.6 per cent in 2009 to 5.1 per cent in
2015.4

3.2 Short term outlook for the Danish economy

Activity in the Danish economy has fallen well below its potential level in connection
with the international economic crisis. GDP and gross value added fell by 4-5 per
cent in 2009 as a result of the sharp decline in both domestic and foreign demand,
and the output gap is estimated at -3 per cent of gross value added at the end of the
year. The change in capacity utilization is very significant — in 2007 there was a posi-
tive output gap of 3% per cent of gross value added. Due to the capacity constraints
and falling asset prises among other things, growth has been weak since spring 2007.

The Danish economy is closely linked to the EU and the rest of the world through
trade, FDI and financial markets. About 90 per cent of movements in economic
growth in the EU15 can also be found in the Danish GDP growth, ¢f. figure 3.1a. This
pattern does not appear to have changed during the financial crisis. The turn has
come a little later in Denmark than in several other countries, as production contin-
ued to decline relatively much in Denmark in the second quarter of 2009, while in
other countries the decline of GDP ended — and in particular Germany and Sweden,
GDP rose in the second quarter, ¢f. figure 3.1b.

The decline in GDP since the first quarter of 2008 has been greater than in the
EU15. This partly reflects a large decline in private consumption, which decreased by
6Y2 percent in the same period. It is almost 3 times the decline in the EU15. The
relatively large reduction of private consumption — combined with a high level of
consumption taxation — results in a substantial drop in VAT and duties, which con-
tributes to the decline in GDP of 5.5 per cent in the first three quarters of 2009 com-
pared to same period the year before. By comparison, gross value added — which
does not contain indirect taxes and is more closely linked to changes in employment
— declined by 4.6 per cent in the same period. That is slightly less than in the EU15.
Additionally, the large drop in VAT and duties has contributed to the weakening of
public finances in Denmark.

In the third quarter the cycle also turned in Denmark, as GDP grew by 0.6 per cent
relative to the second quarter. The improvement was mainly driven by increased pri-
vate consumption, exports and public demand. At the same time a number of the
available indicators pointed towards continued growth in the fourth quarter. For
2009 as a whole GDP is estimated to have declined by 4.3 per cent.

*+In the longer term (after 2020) the effective bond yield — the interest rate used in the calculation of sustainability to
discount future revenue and expenditures after 2020 — is assumed to be at 5% per cent. It is unchanged from CP08.
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| Figure 3.1a | Figure 3.1b

GDP growth in the US and the EU15, Quarterly GDP in Denmark and other
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Note: Figure 3.1a shows GDP growth in first to third quarter 2009 relative to the same period in 2008.
Soutce: Eutrostat and Reuters EcoWin.

The effect on the Danish economy of the emerging international progress is im-
peded by the weak wage competitiveness built up over the past years through high
wage increases, in interactions with a stronger Danish currency and weak productiv-
ity growth. The crisis may have led to greater focus on price competitiveness, and the
relatively high labour costs may therefore make the Danish economy more vulner-
able in the coming years as Danish companies have difficulties to gain from the pro-
gress that appears to be going on in other countries. The weakening of the wage
competitiveness therefore has the potential to prolong the recession.

On the other hand, Denmark has had more room for discretionary easing and for
letting the large automatic stabilizers have effect. With the 2010 Budget a very ex-
pansionary economic policy is planned also this year. In total, fiscal policy and other
initiatives in 2009 and 2010 are estimated ceteris paribus to lift the level of activity by
2% per cent in 2010, and the effects are expected to occur with increasing strength
through the year.

An increase in public investment of nearly 13 per cent in 2009 and approximately 18
per cent this year is planned. The increase in investments in these years constitutes
about 0.6 per cent of GDP.>

At the same time household disposable income is estimated to increase by 54 per
cent this year following an increase of 2% per cent in 2009, even though the decline
in the labour force and employment dampens the income increase. The strong in-
come increase is mainly due to the significant tax cuts from the turn of the year, re-
duced household interest payments as a result of the decrease in particulatly short
term interest rates and that the regulation of transfers is historically large. Growth
rates in both years do not include the one-off increase of household incomes and
cash flow last year due to the release of Special Pension savings. Including Special

5 Measured as the change from 2008 until 2010 in the ratio of real public investments to real GDP in 2008.
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Pension payments of just below 28 billion DKK after tax, income growth is esti-
mated at 6 per cent in 2009. The strong income growth will strengthen private con-
sumption, which as mentioned has declined markedly in Denmark.

Overall, it is estimated that fiscal policy in 2009 and 2010 and the reduced interest
rates since 2008 under normal conditions can increase GDP by 4-5 per cent this year
and dampen the decline in employment by about 80,000 persons. Economic policy
thus provides a significant contribution to stabilizing the economy and is — together
with the expansionary monetary and fiscal policy in the rest of the world — the main
driving force behind the moderate economic progress, which is expected in the next
few years.

In the forecast from December that underlies this convergence programme, GDP
growth is estimated to 1.3 per cent in 2010 and 1.6 per cent in 2011. Unemployment
is expected to increase to about 160,000 persons by the end of 2010 (national defini-
tion), before declining by approximately 10,000 persons through 2011. Annually, un-
employment is expected at 155,000 persons in both years, equivalent to 5.3 per cent
of the workforce. The output gap is estimated at almost -3 per cent of gross value
added in 2011, while unemployment is 1.7 percentage points above the structural
level.

Up to 2015 a gradual normalization of cycle is assumed, implying a closure of the
output gap where output corresponds to the estimated potential gross value added,
¢f fignre 3.2a. The cyclical setback is thus assumed to be relatively protracted with ca-
pacity utilization below the normal level for 6 years. The growth in activity leads to a
gradual reduction of unemployment which in 2015 is assumed to constitute 3.6 per
cent of the labour force, equivalent to the estimated structural level, ¢f. figure 3.2b.

| Figure 3.2a | Figure 3.2b
Output gap, 1980-2015 Actual and structural unemployment,
1980-2015
Per cent of GVA Per cent of GVA Per cent of labour force Per cent of labour force
Cyclical - Cydlical -
4 normalisation- 4 14 normalisation 14
3] | I3 12 | [P
2 L2 10 A r10
| L 8 AN -8
1 [} JHEL ol 1 6 \ -6
0 I I II v I| 0 ~
214 -1 44 .~ 4
24 ) 2 F2
-3 L3 0 trrrrrrrrrrrrrr e 0
4 80 8 90 95 00 05 10 15
8(‘)‘ ‘ ‘55“ ‘ ‘5‘,6‘ ‘ ‘5‘,‘5‘ ‘ ‘66‘ ‘ ‘65” ‘ 1‘(‘) ‘ ‘1‘5 — Structural unemployment
Actual unemployment

Source: Statistics Denmark and own calculations.

In the projection the recovery is assumed to be gradually more self-sustaining as the
consolidation of public finances takes effect and the highly expansionary fiscal policy
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in 2009 and 2010 is simultaneously withdrawn. It implies that the households’ sav-
ings rate gradually declines from the current relatively high level and that growth in
private investment increases somewhat. The gradually increasing capacity utilization
is therefore based on strong growth in private consumption, investment and exports,

of- table 3.3.

Chapter 3. Short-term outlook and prospects towards 2015

Table 3.3

Key figures for Denmark, 2008-2015

Short term outlook

Assumed normalization
of the business cycle

2008 2009 2010 2011

2012 2013 2014-15

Outputgap and real growth rates

Output gap (per cent of GDP)

1.1 -2.4 -3.0 -2.8

-2.1 -1.4 0.0”

Gross value added
Real GDP

-0.5 -3.8 1.4 1.4
-0.9 -4.3 1.3 1.6

1.8 2.2 2.3
2.0 2.3 2.6

Demand components, real growth in

per cent
Private consumption

-0.2 -4.7 2.4 2.4

2.7 2.7 2.9

Public consumption"

1.6 1.6 1.0 0.0

0.0 0.0 0.7

Fixed gross investment

-4.7  -10.9 -2.4 0.7

4.5 5.1 5.5

Change in inventories®

0.3 -1.4 0.6 0.3

0.2 0.2 0.1

Exports

24 -8.8 2.8 3.7

4.7 4.6 5.0

Imports

33  -115 3.7 4.1

5.8 5.3 5.7

Contribution to GDP growth, per-
centage points

Final domestic demand

-0.5 EOLD 1.6 1.7

2.4 2.5 2.8

Changes in inventories

0.3 -1.4 0.6 0.3

0.2 0.2 0.1

Net exports

-0.4 1.2 -0.3 -0.1

-0.3 -0.2 -0.2

Labour market indicators, per cent

Employment growth

1.2 -2.5 -2.5 -0.1

0.3 0.4 0.4

Structural unemployment rate

Unemployment rate
(per cent of workforce)

3.8 3.7 3.7 3.7

1.8 3.4 5.3 5.3

3.6 3.6 3.6

4.9 4.3 3.6

Hourly productivity, whole economy

Productivity (gross value added per
employee)

-1.6 -0.3 3.9 1.3

-1.8 -1.3 4.0 1.6

1.6 1.7 1.6

1.4 1.8 1.9

in government consumption.

tor is not measured.
2) Contributing to GDP growth.
3) Output gap in 2015.

Source: Statistics Denmark and own calculations.

Note: 2009, 2010 and 2011 are based on the latest short term forecast in Economic Survey, December 2009,
while a gradual normalization of the cycle to 2015 is assumed, implying that the output gap closes in
2015. In 2011 the projection differs from Economic Survey, December 09 by assuming zero real growth

1) Real growth in public consumption in national accounts reflects growth in the consumption of re-
sources — not improvements in services offered — mainly because productivity growth in the public sec-

Growth in demand is supported by the relatively low but gradually rising interest
rates, improved credit conditions, and the foreign cyclical normalization. The projec-
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tion thus assumes a successful exit from the interventions in the financial sector and
subdued wage increases relative to productivity growth, which contributes to some
recovery of wage competitiveness and corporate profitability.

In CPO8 a subdued GDP growth of -4 per cent in 2009 and % per cent 2010 was
assumed. Technically, it was based on a normalization of the cycle during 2009-2011
and that the levels of employment, unemployment and labour force thereby would
return to their estimated structural levels in 2011. A turn in the labour market with
an increase in unemployment of 56,000 people from 2008 to 2011 was assumed. In
comparison, unemployment is increasing with 103,000 in CP09 to a level above the
structural level, before slowly falling to the structural level of approximately 105,000
persons in 2015. The level of real GDP in 2015 is adjusted downward by 2 per cent
compared to CP08, due to a reduction of the estimate for potential GDP.

3.3 Employment and productivity assumptions through 2015

The short term outlook for 2009-2011 and the assumptions thereafter imply annual
average GDP growth of around 1 per cent during 2009-2015, ¢f. zable 3.4 (last row). To
a large extent, the subdued growth rate reflects the steep fall in GDP in 2009 and
moderate growth in 2010 and 2011. Towards 2015 GDP growth is expected to in-
crease gradually to around 2%z per cent by the end of the period.

| Table 3.4

‘ Contribution to potential production and real GDP and gross value added

1991-06  2009-11  2012-15 2009-15  2016-20  2021-50

Avg. annual growth, per cent
Growth in production potential

|
|
‘ (GVA) 2.0 1.0 1.4 1.2 14 1.7
| Of which:
‘ - Hourly productivity (struc-
tural) 1.5 1.2 1.5 1.4 1.4 1.5
| - Structural unemployment 0.3 0.1 0.0 0.0 0.0 0.0
| - Structural labour force 0.0 -0.2 -0.2 -0.2 0.0 0.2
| - Working hours (structural) 0.2 -0.1 0.1 0.0 0.0 0.0
| - Cyclical contribution 0.1 -1.3 0.7 -0.2 0.0 0.0
‘ Growth in GVA 2.1 -0.3 2.1 1.1 1.4 1.7
Contribution from indirect
taxes 0.1 -0.2 0.2 0.0 0.0 0.0
Growth in GDP 2.2 -0.5 2.4 1.1 1.4 1.8

Note: Working hours and the work force has been calculated including the reform requirements. Due to
rounding the columns do not necessarily add up to the total.
Source: ADAM and own calculations.

The projection from 2009 to 2015 (including the shatp drop in activity in 2009) im-
plies an average real growth in gross value added of just over 1 per cent a year, which
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is slightly lower than the growth potential. Growth in potential production® in the Dan-
ish economy is estimated to an annual average of 1.2 per cent in the years 2009-2015,
0.7 percentage points lower than in the period 1991-2006. This mainly reflects that
the fall in the structural unemployment of more than 5 percentage points from the
early 1990s cannot be replicated. The structural unemployment is at a historical low
level and is estimated at 3.7 per cent of the labour force in 2009.

The decrease in structural unemployment partly reflects that a number of reforms
have been implemented in the labour market over the last decade, cf. annex 4. With
some uncertainty, the decrease in structural unemployment since 2000 is estimated to
50,000 persons (around 2 per cent of the labour force), while the structural labour
force has increased by around 100,000 persons (3%2 per cent), including an increased
contribution from foreign workers. This partly reflects that many persons with a lim-
ited connection to the labour market have entered during the upswing. The counter-
part is a significant increase in the structural employment to the highest level ever in

2008, df. figure 3.3a.

In the projection, structural unemployment is expected to decrease slightly to 3.6 per
cent, ¢f box 3.1. Maintaining an unemployment level of 3%2-3% per cent of the labour
force across business cycles requires a very well-functioning labour market.

Besides the decrease in the structural unemployment, growth since 1990 has been
supported by an increase in average working hours related to e.g. fewer part-timers and
more people having two jobs. The increasing average working hours should be seen
in light of high capacity utilisation, and tax reforms have also increased incentives for
higher average working hours. Going forward, the latest collective agreements and
changes in the age composition of the labour force etc. imply an underlying decline
in working hours. The decline is partly offset by a number of reforms, including the
Job Plan, the initiative to reduce sickness absenteeism and the tax reform from Spring
Package 2.0. A required increase in the average working hours in 2014 and 2015 has
been included in the projection. That is likely to require additional reforms. The as-
sumption regarding the rise in working hours increases potential production by 0.1
per cent per year in 2012-2015.

¢ The potential growth in gross value added (GVA).
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Box 3.1

Structural unemployment and wage growth rate

In light of the actual and estimated development in e.g. unemployment, wages and prices, the struc-
tural unemployment is estimated at 3% per cent of the labour force in 2009, which is 4 percentage
point higher than the annual average at actual unemployment, cf. figure a. The effect on the structural
unemployment of initiatives in the Welfare Agreement and the Job Plan etc. is expected to have had
nearly full effect in the course of 2009 and the structural unemployment is thus expected to be broadly
unchanged in 2010 and 2011 at close to 3% per cent of the labour force. The increase in actual unem-
ployment means that the unemployment gap (the difference between the actual unemployment and
the estimated structural unemployment) is estimated to increase from zero around the third quarter of
2009 to 1Y5-1% per centin 2010 and 2011, cf. figure b.

The structural unemployment is an estimate for the NAIRU (Non-Accelerating Inflation Rate of Unem-
ployment), i.e. the level of unemployment that in the medium term is consistent with stable wage- and
price developments.

The structural unemployment is estimated in a real wage Phillips curve that expresses that an unem-
ployment level above (below) the structural level has a dampening (increasing) effect on wages, ¢/
Economic Survey, August 2009. The model incorporates that wage pressures in the short term also
depends on the change in unemployment. This implies that the expected decrease in unemployment
from 2011 will increase the wage pressure, while the positive unemployment gap will dampen the
wage pressure. The effect on wages from the decrease in unemployment implies that a “short term
NAIRU” can be defined, which - at this juncture - is higher than the medium term structural unem-
ployment.

In the period 2012-2015 the structural unemployment (“the long-term NAIRU”) is expected to be un-
changed - meaning that the downturn will not have a long term impact on unemployment. This re-
flects that powerful setbacks can increase the structural unemployment for some years, especially the
short term NAIRU, but this effect is not considered to be permanent. In Denmark the structural unem-
ployment rate has been reduced further following the latest two downturns, and actual unemploy-
ment has fallen to new historical low levels. The increase in unemployment until 2011 is therefore as-
sumed to increase only the short term NAIRU, which will be higher than the structural unemployment
level when unemployment peaks in 2011. The implication is that it may take longer time to bring down
unemployment than if the short term NAIRU did not increase. Towards 2015, unemployment is ex-
pected to gradually move towards the estimated structural unemployment level, so that the unem-
ployment gap in 2015 is zero. The estimate for the structural unemployment is, however, adjusted
upwards by just over 0.1 percentage point of the labour force compared to CP08.

Figure a Figure b
Structural and actual unemployment, Unemployment gap and wage growth rate,
1980-2015 2001-2015
Per cent Per cent Per cent Per cent (y[y)
12 4 r12 i N
11 1 -1 21 ar
1 £ v /\
1 r 11 7 -4
8 r8
74 -7 0 A —
6 -6 + =
51 r5 -14 _ " r3
4 ré Vv = =
31 3 22 —
2 A r2
1 F1 -3 B e L L B B e e 2
0 LI B O B 0 010203040506070809101112131415
80 85 90 ?5 00 05 10 15 — Unemployment gap
gt?ﬁﬂﬁri??neenéployment Quarterly wage growth rate
— Short-term NAIRU — Annual wage growth rate (rhs)

Note: The annual wage growth is from The Confederation of Danish Employers’ (DA) Strukturstatistik for
2001-2008, Economic Survey, December 2009 for 2009-2011 and the Phillips curve’s projection for 2012-
2015. The quarterly wage growth is DA’s KonjunkturStatistik for the period 2001q1-2009q3.
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| Figure 3.3a | Figure 3.3b

| Actual and structural employment | Growth in hourly productivity
1,000 persons 1,000 persons Per cent Per cent
3.000 4 r 3.000 6 r6
2.900 + r 2.900 4 A r4
2.800 A /_\— 1 2.800 2 1 /\ -2
2.700 - - 2.700 0 \—— 0
2.600 r 2.600 -2 4 F-2
2500 T T T T T T T T 2.500 -4 T T T T T T T T T T T T -4

2005 2008 2011 2014 2017 2020 2005 2008 2011 2014 2017 2020

— Structural employment —— Actual employment — Private urban trade - Total economy

Source: Statistics Denmatk and own calculations.

In the absence of significant contributions from lower unemployment as well as
higher work force and working hours, the increase in potential output towards 2015
is exclusively driven by productivity growth. Average annual growth in hourly produc-
tivity is assumed to be 172 per cent, ¢. figure 3.35.7 This is in line with the historical
development from 1991-2000, of. fable 3.4, but somewhat higher than in the last dec-
ade. Initiatives in the globalisation strategy and the tax reform in Spring Package 2.0
support higher productivity going forward.

In the longer term, growth in potential production is predominantly driven by the
assumed growth in productivity. However, it is also assumed that the age threshold
for early retirement (VERP) is increased annually by 2 year from 2019-2022 and will
later increase with increased longevity, as decided in the Welfare Agreement. This
implies an increase in the labour force and therefore higher growth in potential out-
put in the period 2021-2050, when the labour force otherwise is set to decrease, cf.
table 3.4.

The prospect of a future pressure on the growth potential underlines the importance
of securing good growth conditions also after the crisis. A number of initiatives have
been implemented, aiming to strengthen the basis for growth, including the tax re-
forms, the reforms in the labour market and in the public sector and a strengthened
effort in education and research as well as innovation and entrepreneurship, espe-
cially within the framework of the Globalisation Strategy. A Growth Forum has re-
cently been launched and will give advice on how the Danish economy can be pre-
pared to renewed growth.

7 The national accounts do not include productivity growth in the public sector, which counts for about 30 per cent
of total employment. Under the technical assumptions, no productivity growth is included for the public sector. Pro-
ductivity in private urban trade sector is assumed to grow by 2 per cent per year, whereas it has been growing by just
under 1%z per cent in the period 1991-2006 and by ¥4 per cent in the period 1998-2008.
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The projection of the labour force and employment towards 2015 is based on the
population projections from DREAM 2009 and assumes among other things the fol-
lowing:

o Reforms are implemented to increase labour supply by 20,000 persons and counter the underly-
ing reduction in average working hours. Relative to a baseline without new initiatives,
the presumed reforms augment total labour supply by some 1 per cent by 2015.

o Structural unemployment amounts to 3.6 per cent of the labour force corresponding to abont
105,000 persons from 2015 and abead. This means that the decrease in structural
unemployment over the last 15 years can be upheld over the projection, so that
unemployment is 3.6 per cent on average over the cycles during the next dec-
ades, which is a historically low level.

o The structural labonr force declines from about 2.93 million in 2007 to about 2.9 million in
2015, i.e. by about 30,000 persons. The starting point for the projection is a demo-
graphic scenario in which participation rates conditional on age, gender and
country of origin are constant at their 2007 levels (adjusted for assumed cyclical
effects). Further included is a likely reduction in the number of border workers
related mainly to reduced activity in construction, whereas the very high (job-
oriented) net immigration in 2007, 2008 and to some degree 2009 is expected to
normalize. In addition, the projections include estimated effects of implemented
reforms etc. and for larger benefit schemes also information on changing inflow
patterns etc., ¢f box 3.2. The projected structural labour force includes a contti-
bution to employment of 20,000 persons by 2015 from assumed reforms.

o Already implemented reforms and the required employment impact of new reforms counteract
the demographic dampening of labour supply. Structural employment decreases by
around 10,000 persons in the projection from 2007 towards 2015. This reflects
that the decline in structural unemployment from 2007 to 2009 and the weak de-
cline up to 2015 partly off-sets the incorporated reduction in the structural la-
bour force of about 30,000 persons dutring the same period. The dectrease in the
structural labour force reflects that already implemented reforms partly counter-
act a large fall in the labour force caused by demographic changes.
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Box 3.2

Key assumptions about labour supply and benefit recipients etc.

The projection of the number of active labour market participants and recipients of benefits is based
on a demographic scenario in which participation rates etc. by age, gender and country of origin are
held constant at their 2007 level (excluding cyclical effects). The projected number of recipients of
early retirement and disability pension incorporates information about recent inflows by age, gender

and origine Effects are also included from the education targets in the Welfare Agreement and the

Globalisation Strategy, which raise the number of students and hence reduce the labour force up to
2015." Further included are the forecasts for 2009-2011 of the number of recipients of various bene-
fits etc. that are entailed in £conomic Survey, December2009.

Voluntary Early Retirement Pension. With VERP participation rates by age, gender and origin held at
their 2007 levels, the number of early retirement recipients (aged 60-64 years) would have increased
by about 6,000 by 2009, but in fact the number is estimated to have decreased by about 7,000 per-
sons, cf. figure a. The inflow of new VERP recipients for 60 year olds and 61 year olds has decreased as
aresult of the VERP reform from 1998, and in particular for 60 year olds there are indications that the
extraordinarily good job opportunities until 2009 have deferred retirement from the labour market,
cf. figure b. In light of the expected cyclical developments over the next years the number of VERP
recipients is expected to rise slightly towards 2015, where the number of beneficiaries is expected to
be normalised, so that the number of VERP recipients in 2015 is in line with the expectations in CP08.
From 2008 to 2015 the calculations include e.g. initiatives in the Welfare Agreement and the Job Plan
initiative to grant a tax allowance for 64 year olds who still work full-time, which are estimated to re-
duce the number of VERP recipients by up to 4,000 by 2015. In sum, the projection implies a reduc-
tion in the number of VERP recipients by about 15,000 from 2007 to 2015.

Disability pension. The number of disability pensioners is projected to decline marginally from 2007
to 2015 in the absence of new reforms. The projection is based on recent patterns for in- and outflows
as well as estimates in £conomic Surveyetc. and should be viewed in light of the demographic sce-
nario, which also indicates a small decrease in the number of disability pensioners.

Study grants. The number of students receiving study grants, and who do not work alongside their
studies and consequently are not counted in the labour force, increases by about 25,000 up to 2015.
Of these, an increase of about 8,000 is a result of demographic developments while the remaining
reflects the targets that at least 95 per cent of a youth cohort should complete secondary education
and at least 50 per cent of a youth cohort should complete a tertiary education by 2015. The number
of recipients of study grants who also has a job grows proportionately.

Sickness benefits. The number of recipients of sickness benefits is unaltered from 2007 to 2009.
Based on demographics as well as a contribution from the initiatives to reduce sickness absence, the
number of sickness benefit recipients counted as employed is relatively unaltered from 2009 to 2015.
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| Box 3.2 (continued)

Key assumptions about labour supply and benefit recipients etc.
Figure a Figure b
Early retirement recipients, 60-64 year olds Inflow of VERP recipients for 60 year olds
and unemployment gab
1,000 persons 1,000 persons Per cent Per cent
36 1 r3
160 - 160 ecreased influx due to
34 1 ~ 3\& VERP-(:efgrmd ! Lo
150 - 150 oy
140 - 140 30 | -1
130 ~ 130 28 A ro
120 120 499 -1
110 A 110 241
22 -2
100 +———— v+ 777 77 100 0+—FFF+ -3
00 02 04 06 08 10 12 14 989900010203 04050607 0809101
— CP09 — Demographic scenario - i EEer s
Unemployment gab
1) Meanwhile, the increased enrolment in education increases employment in the longer-run as a higher level
of educational attainment is typically associated with a higher employment rate, cf. CP06.
Source: Statistics Denmatk, National Directorate of Labour and own calculations.

Opverall, the medium term projection reflects that actual employment may decline by
about 70,000 persons (just under 22 per cent) from its high level in 2007, where ca-
pacity constraints peaked and towards 2015 (where cyclical conditions are assumed
normalised), ¢f fable 3.5 (row 6). This reflects a relatively large decrease from 2007 to
2010 in connection to the crisis and an increase in the years following,.

Demographic trends — including fewer in cohorts with the highest participation rates,
more old citizens and a growing share of immigrants and descendants, as well as a
decrease in the number of border workers — imply a decrease in employment by
48,000 persons from 2007 towards 2015, which in particular reflects a large decrease
from 2010-2015, (row 1).

The adverse drag from demographic factors is partly offset by structural improve-
ments in the labour market, which mainly stem from implemented reforms as well as
rising educational attainment and increased average residence periods for immigrants
as well as other contributions that — taken together — is estimated to raise employ-
ment by around 18,000 persons from 2007 to 2015, (row 2). In the period 2010-2015
the fulfilment of the educational targets is assumed to increase the number of stu-
dents and thereby reduce the labour force such that the included reforms are con-
tributing slightly negatively to structural employment in these years.

In addition, the required labour market initiatives are assumed to raise employment

by 20,000 persons up to 2015 (row 3). This requirement should be viewed in light of
the already significant contributions from earlier labour market reforms etc. In total,
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structural employment is projected to fall by around 11,000 persons from 2007 to
2015 (row 4).

| Table 3.5

‘ Contributions to the increase in employment

2007-15 2007-10 2010-15

1,000 persons

\
|
\ 1. Demographic factors etc.” -48 -8 -41
‘ 2. Assumed contribution from already implemented reforms, in-
cluding effects of the Welfare Agreement etc.” 18 22 -4
| 3.Structural reform requirements for increased employment etc. 20 0 20
| 4. Structural employment (1+2+3) -11 14 -25
| 5. Cydlical contribution® -56 -121 64
| 6.Change in actual employment (4+5) 67 -107 39
| -ofwhich related to change in unemployment -26 -76 50
- of which change in labour force -41 -31 -1

Note: Due to rounding the columns do not necessarily add up to the total.

1) Assumes an unchanged aggregate unemployment rate and unchanged participation rates broken down by
gender, age and origin from 2006 to 2015. A net reduction of the contribution from foreign labour rela-
tive to the high level in 2007 is also included.

2) The calculation incorporates higher participation rates for higher educated groups and changes to the
average residence period for immigrants.

Source: Own calculations.

Working hours
Average annual working hours have, as mentioned, increased since the mid-1990s
after a considerable decline in previous decades.

Looking forward, the growing share of young and elderly workers in the labour force
may reduce the average number of working hours, as these groups on average work
fewer hours than middle-aged. At unchanged hours in each age group (etc.), the
changing age composition may reduce average hours worked by 1.1 per cent from
2009 to 2015.

Moreover, an increase in education enrolment (with some students working part-
time and thus counting in the labour force) as well as an adverse change in the num-
ber of ordinary jobs relative to subsidized employment may also reduce average
working hours. Persons in subsidized employment generally work fewer hours than
persons in ordinary employment. The increase in subsidized employment relative to
the number of ordinary jobs in the projection reflects partly a presumed decrease in
ordinary employment and initiatives in the Welfare Agreement intensifying on-the-
job training for the unemployed.

In the original 2015 Plan it was a requirement that average working hours should not

decline from 2009 to 2015, and this corresponded to an increase in average working
hours of 1.8 per cent relative to the baseline traced out by changes in the age compo-
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sition, ordinary employment, subsidized employment and estimated effects of the tax
agreement etc.

The tax reform in the Spring Package 2.0 lowers taxes on earned income. The tax re-
form is assumed to increase average working hours in 2015 by 0.7 per cent due to
behavioural effects in the period from 2009 to 2015, ¢f. table 3.6.

Moreover, the Job Plan and initiatives to reduce sickness absence have been imple-
mented. These initiatives primarily increase labour supply through higher average
working hours corresponding to about V4 percent. The shift in taxes from the agree-
ment “Lower tax on labour” from 2007 does also contribute to an increase in work-
ing hours by around 0.3 per cent.

As a result of the reforms the requirements for working hours have been reduced in
CP09, so that average hours worked must be increased by 0.4 per cent in 2015, ¢f fig-
ure 3.4 and table 3.6. The requirement is calculated as compared to a baseline that in-
cludes the effects of changes in the age composition of the workforce etc., and en-
sures that the required labour market reforms in total contributes to an improvement
of the sustainability indicator by 0.4 per cent of GDP, cf. section 2.6.

| Figure 3.4 Table 3.6
Working hours requirement Contributions to the change in average
hours worked from 2009 to 2015
Hours per year Hours per year 2009-
1580 - Incl. tax reform, Job - 1580 2015

Plan and sickness
absenteeism plan

Requirement

1560 - r 1560

-’Lower tax on labour’, 2007 0.3
1540 L 1540 - Job Plan and sickness absence plan,
A o 2008 0.2
evelopment duéto ‘
1520 - demography etc. t 1520 - Spring Package 2.0, 2009 0.7
g - Requirement for working hours 0.4

1500 - absenteeismplan [ 1500

1480 T 1480
90 95 00 05 10 15

Source: Statistics Denmark and own calculations.

3.4 Wages and prices

Danish competitiveness has deteriorated over the last decade. Since 2000, wage in-
creases per employee have been around 1 per cent higher on average than in the euro
area, and at the same time growth in productivity has been lower than in other coun-
tries. The strengthening of the euro, and thus Danish kroner, compared to other cur-
rencies has also contributed to weakening the competitiveness, ¢f. figure 3.5a. The de-
teriorating competitiveness has contributed to losses in market shares in the domes-
tic market and in export markets.
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Due to the development in wages and productivity the wage share in the private ur-
ban trade sector have increased by around 9 percentage points since 2000 to a his-
torically high level. A lag in the adjustment of employment to the lower production
following the international economic crisis has led to a further increase in the wage
ratio in 2009. The extraordinary high wage ratio reduces profitability and hence in-
vestments.

Wage growth in the private sector has decreased significantly since the first quarter
of 2009 due to the declining pressure on the labour market, and in Economic Survey,
December 2009, labour market pressures are expected to decline further in line with
the increase in unemployment. Wage growth is, however, expected to remain higher
than in the euro area up to 2011, and wage competitiveness may continue to deterio-
rate, ¢f. table 3.7. In 2010 and 2011 hourly wages are expected to increase by 2.7 per
cent and 2.5 per cent respectively.

The technical projection to 2015 assumes increased but still moderate wage growth.
Growth in hourly wages is expected to increase by 0.2 percentage point per year
from 2.5 per cent in 2011 to 3.3 per cent in 2015. Real wages is expected to grow an-
nually by 1 per cent on average in 2011-2015, since wage growth is slightly higher
than the medium term inflation rate (lower, but close to 2 per cent). Prices are, on
the other hand, increasing more than unit labour costs and thereby reducing the
wage ratio and gradually restoring the enterprises’ earnings capacity. In 2015 the
wage ratio is expected to be back at its historical average, ¢f. figure 3.5b.

| Figure 3.5a | Figure 3.5b
Development in competitiveness since Employment gap and wage ratio
2000
Per cent Per cent Per cent of structural empl. Per cent
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Note:  The employment gap shows the difference between actual and structural employment.
Source: OECD, Statistics Denmark and own calculations.

Increasing unit labour costs have contributed to higher inflation in Denmark than in
the euro area over the last years. In 2010 growth in Danish consumer prices is ex-
pected to increase to 2.0 per cent, compared to 1.4 per cent in 2009, partly due to
higher indirect taxes as a result of the tax reform and a moderate increase in oil
prices. In 2011 inflation is expected to gradually decrease to the same level as in the
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euro area, as growth in consumer prices is estimated to fall to 1.7 per cent, partly due
to lower growth in energy prices, ¢f table 3.7. Up to 2015, inflation is expected to be
at just below 2 per cent in light of the fixed exchange rate policy and ECB’s objective
of keeping annual inflation under, but close to 2 per cent.

| Table 3.7
Price indices and deflators

\ 2008 2009 2010 2011 2012 2013  2014-15
| Annual growth, per cent

| Consumption deflator 3.2 1.4 2.0 1.6 2.0 1.9 1.8
| Consumer price index 34 1.4 2.0 1.7 2.0 2.0 1.9
\ Do. EU-harmonized HICP 3.6 0.8 2.1 1.5 2.3 2.1 1.9
\ GDP-deflator 3.6 0.5 2.0 1.7 2.3 2.4 2.5
| Hourly wage rate 4.6 3.3 2.7 2.5 2.7 2.9 3.2
Wage costs per employee
(NA-based) 4.3 3.4 33 2.5 2.6 2.9 3.4
| The euro area
| HICP 3.3 0.3 1.1 1.5 s s s
Compensation per
employee (NA-based) 34 1.6 1.6 1.8 - - -

Note:  For 2014-2015, average annual growth rates are reported.
Source: Statistics Denmark, European Commission autumn forecasts 2009, DA’s StrukturStatistik and own
calculations.

From 2009 to 2015 the GDP-deflator increases more than consumer prices. This
partly reflects an improvement in terms of trade and that national accounts do not
include productivity growth in the public sector production, which is why the defla-
tor for value added in the public sector tend to grow at a higher rate than prices in
the private sector.

3.5 Savings, investments and net foreign assets

The economic crisis has led to a significant increase in the savings rate in the private
sector — including household savings, ¢f zable 3.8. This partly reflects deteriorating
asset positions due to the fall in stock prices and house prices in 2007 and 2008 and
parts of 2009. Private investments also dropped sharply following the sharp fall in
demand, higher risk premiums and a tightening of credit policies.

In the short term outlook the consumption ratio is expected to increase in 2011. This
improvement is expected to continue towards 2015 as the cyclical conditions nor-
malise and household savings are reduced to a more normal level. The projection
implies a relatively high real growth in private consumption after a significant drop
during the crisis. However, private consumption still makes up a relatively low pro-
portion of GDP compared to the three decades from 1970 until the end of the
1990s, ¢f. figure 3.6a.
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Table 3.8
Current account, net foreign assets, savings and investments

2008 2009 2010 2011 2012 2013 2015

Per cent of GDP

Private sector investment share 20.1 16.5 15.6 16.2 16.9 17.7 19.1
Private sector savings share 18.6 22.6 233 22.9 22.8 22.6 22.7
Private financial savings -1.2 5.9 7.9 6.6 5.8 4.8 3.5
Public financial assets 34 -3.0 -5.5 -4.2 -3.2 -1.9 0.0
Current account 2.2 3.8 2.4 2.4 2.6 2.9 3.5
Net foreign assets -8.8 2.5 4.9 7.1 9.9 12.9 19.0

Note: In 2009 the latest data for the current account (December 2009) and net foreign assets (third quarter
2009) are shown. Compared to Economic Survey, December 2009, numbers for net foreign assets for
2010 and 2011 are adjusted upwards corresponding to the difference between the estimation for net
foreign assets in Economic Survey, December 2009 and the published figure for net foreign assets for
third quarter 2009.

Source: Statistics Denmark and own calculations.

The private sector investment share is expected to decrease in 2010 with falling resi-
dential investments and business investments. This reflects falling house prices and
tighter credit conditions as well as weaker demand prospects. Private investments are
expected to recover to some degree, including an increase in residential investments
as house prices are set to increase moderately. However, the underutilisation of pro-
duction capacities means that business investments will remain at a moderate level in
historical perspective.

| Figure 3.6a | Figure 3.6b
| Household consumption and saving | savings balances
Per cent of disposable income Per cent of GDP Per cent of GDP Per cent of GDP
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Note:  In figure 3.6a household savings rate corresponds to gross saving as a share of gross disposable income. In figure
3.6b private sector financial savings correspond to changes in net assets caused by savings and capital trans-
fers minus gross fixed investments etc., and public savings corresponds to the fiscal balance.

Soutce: Statistics Denmark and own calculations.

The increase in private sector gross savings has implied that private sector financial
savings has turned into a surplus in 2009 after several years of deficit, and significant
surpluses are expected going forward, despite healthy growth in private domestic
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demand. In the years 2011-2015 private sector financial savings are at the highest
level observed over a 5 year period since 1970, ¢f fignre 3.6b. On the other hand, ex-
pansionary fiscal policy measures and automatic fiscal stabilisers have led to very
large public savings deficits. Private savings are, however, only partly offset by the
large — but decreasing — public sector savings deficit and external net lending (which
broadly corresponds to the cutrent account) is therefore strengthened up to 2015.

A steeper fall in imports than in exports, which partly should be seen in light of the
fall in private consumption, has contributed to a large surplus in the current account
in 2009. According to preliminary calculations the surplus is 15 billion DKK higher
than expected in the latest economic outlook. In addition to a large surplus on the
external balance of goods and services the surplus on the current account is due to
large surpluses on the balance of primary income, while current transfers have
worked in the opposite direction. The surplus in the current account is expected to
be almost 3 per cent of GDP on average in 2012-2015.

Net foreign debt turned into a net foreign asset position of around 42 billion DKK
in the third quarter of 2009. This reflects a revision of the statistics by 80 billion
DKK in line with new accounting methods and the development in the 3t quarter,
where there was a surplus on the current account of just over 23 billion DKK and
net capital gains on external assets in Denmark of almost 70 billion DKK. Net for-
eign assets are often subject to revaluation due to changes in the valuations of ex-
change rates, as well as prices on shares and bonds. Abstracting from the often quite
substantial revaluations net foreign assets are expected to increase to around 20 per
cent of GDP by 2015.
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4. Outlook for public finances to 2015

4.1 Overview of public finances

The assessment of public finance developments is based on the short term outlook
in Economic Survey, December 2009 covering the years up to 2011, as well as an up-
dated projection towards 2015 (and the years after). The outlook for public finances
towards 2015 is based on a scenario, which includes consolidation and reform re-
quirements of 31 billion DKK to ensure structural budget balance by 2015.

Based on the macroeconomic projection and the Fiscal Bill for 2010 the general gov-
ernment deficit is estimated at 3.0 per cent of GDP in 2009 and 52 per cent of
GDP in 2010, . table 4.1.

For 2011, the forecast points to a general government deficit of 4.2 per cent of GDP
—0.2 per cent of GDP lower than estimated in Economic Survey, December 2009. The
estimate for 2011 is based on technical assumptions about overall fiscal policy, while
incorporating the phasing-in of financing elements in the tax reform and that very
high public investments are brought down again. In addition, as a part of the con-
solidation requirement, public consumption expenditures are assumed constant in
real terms in 2011-2013 (in Economic Survey, December 2009 the real growth of public
consumption was set at 1 per cent in 2011).

Table 4.1
Public finances and debt

ESA 2008 2009 2010 2011 2012 2013 | 2015
Per cent of GDP
Revenues ESA 54.3 53.4 52.4 524 51.8 51.8 51.9
- of which taxes 48.3 47.5 46.7 46.9 46.5 46.5 46.6
Expenditures ESA 50.9 56.4 57.9 56.6 55.0 53.7 52.0
Public budget balance" B9 3.4 -3.0 -5.5 -4.2 -3.2 -1.9 0.0
Structural budget balance 1.9 -0.6 -1.7 -1.0 -0.7 -0.2 0.0
EMU debt 334 38.5 41.8 46.2 48.3 48.1 45.0
Public net debt -6.5 -3.8 1.8 6.0 8.4 9.4 8.5
Net debt in central and local
governments -6.5 -3.8 1.8 5.9 8.4 9.4 8.5
1) National accounts. Estimates for the public balance (EDP-basis) are presented in annex table 2.
Source: Statistics Denmark and own calculations.

The large public deficits in 2009-2011 should mainly be seen in light of the recession
following the financial crisis and the measures taken in order to counter the negative
effects of the crisis on the Danish economy. Moreover, public consumption expendi-
tures as a share of GDP are at a historic high.
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Public finances are estimated to be weakened by approx. 9 per cent of GDP from
2008 to 2010. Around 1/3 of this reflects a structural weakening of public finances,
partly due to measures taken during the crisis, while the rest must be seen in light of
a large drop in private consumption and hence indirect tax revenues as well as gener-
ally large automatic stabilizers. The high sensitivity of Danish public finances to cy-
clical developments stems mainly from high compensation rates in the unemploy-
ment benefit scheme and high taxation that weaken public finances during down-
turns and strengthen public finances when the cyclical position is favourable. These
automatic budget effects also contribute to stabilize economic developments.

Box 4.1
Public balance and debt reporting under EDP

In accordance with the Stability and Growth Pact Denmark routinely submits general government
deficit and public gross debt (EU-definition) to the European Commission under the Excessive Deficit
Procedure (EDP). The EDP-reporting of October 2009 was based on the short term outlook of £co-
nomic Survey, August 20089.

The public balance on EDP-basis differs in some aspects from the balance according to the national
accounts.

The public balance on EDP-basis includes net interest income from central government interest rate
and currency swaps and a different treatment of central government revenues from selling UMTS-
licenses. Also, the general government surplus on the EDP-basis corrects for certain neighbourhood-
regeneration measures and infrastructure investments.

For EDP purposes all government revenue from the sale of UMTS licenses is accrued to the year 2001.
In other words the revenue is considered to be a one-off income, even though the government de
factowill receive revenue from this source until 2011. In the national accounts, Statistics Denmark
has chosen to spread the total revenue over the 20-year period for which the licenses are valid.

In total these corrections have only marginal effects on the general government balance. The treat-
ment of central government interest rate and currency swaps, UMTS-licences and infrastructure in-
vestments reduces the public balance on EDP-basis in 2008 (0.05 per cent of GDP), while the correc-
tions regarding city regeneration support improves the balance slightly (0.0 per cent of GDP). The
public balance on EDP-basis is in line with the balance according to the national accounts in 2008.

Towards 2015 the general government deficit is gradually reduced owing to the as-
sumed normalisation of the business cycle and the consolidation requirement to en-
sure budget balance in 2015 in line with the target in the 2015 Plan (MTO).

The projected general government budget balances are uncertain. This reflects
among other things uncertainty with respect to cyclical developments. In addition,
some important revenues are highly sensitive to changes in oil prices and financial
market developments, including changes in interest rates and stock prices. This ap-
plies for instance to the revenues from the North Sea oil and gas production , which
depend on oil prices and the dollar exchange rate, and the pension yield tax, which is
determined on an accrual basis and may fluctuate sharply from year to year.
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The global crisis and deteriorating public finances imply that EMU-debt is estimated
to rise to 46% per cent of GDP by end-2011. From 2011-2015 EMU-debt is esti-
mated to decrease slightly in per cent of GDP in the scenario with structural balance
in 2015. Public net debt (which also includes financial assets) detetiorates from a net
asset position of 62 per cent of GDP by the end of 2008 to net debt of approx. 6
per cent of GDP by end-2011. In the scenario with consolidation debt accumulation
is curbed, but net debt is estimated to increase a bit further to 9%2 per cent of GDP
in 2013, and subsequently decrease to approx. 8%z per cent of GDP by 2015.

4.2 Structural budget balance

Of the total weakening of public finances of approx. 9 per cent of GDP from 2008
to 2010 around 3"z percentage points reflect a reduction of the structural budget bal-
ance, which measures the budget balance corrected for the impact of business cycle
developments and other temporary factors.

In 2008 the estimated structural budget balance is 1.9 per cent of GDP, which is
about the same level as estimates for the previous years. In 2009 and 2010 the esti-
mated structural deficits are 0.6 per cent of GDP and 1.7 per cent of GDP, while the
structural deficit in 2011 is estimated to be 1.0 per cent of GDP, ¢f table 4.2.

| Table 4.2
Structural budget balance

| 2008 2009 2010 2011 2012 2013 2015
| Per cent of GDP
| 1.Actual balance 34 -3.0 -5.5 -4.2 -3.2 -1.9 0.0
| 2. Cyclical adjustment 1.5 -1.0 -2.1 -2.0 -1.5 -0.9 -
| 3.Special items in total 0.0 -1.4 -1.7 -1.1 -0.9 -0.8 -
| -ofwhich
|  Corporate tax” -0.1 -0.5 0.3 0.2 -0.2 0.2 5
| Vehicle registration tax -0.1 -0.5 -0.4 -0.4 -0.4 -0.3 -
| Pension yield tax -0.5 -0.7 -0.4 -0.3 -0.2 -0.2 -
| Netinterest payments 0.5 0.1 0.0 -0.1 -0.1 -0.1 5
| Revenue from the North Sea” 0.5 -0.3 0.1 0.1 -0.1 -0.1 -
|  others” 0.4 0.5 -0.6 0.2 0.1 0.1 5
| 4.Structural balance (1.-2.-3.) 1.9 -0.6 -1.7 -1.0 -0.7 -0.2 0.0
|
| Memorandum items
| Output gab 1.1 -2.4 -3.0 -2.8 -2.1 -1.4 0.0
Employment gab 2.6 0.1 -2.2 -2.1 -1.5 -0.9 0.0
1) Excl. hydro carbon tax and corporate taxes from corporations liable to carbon tax payments.
2) Hydro carbon tax and corporate taxes from corporations liable to carbon tax payments, excise tax on
oil pipelines and profit sharing.
3) Including net current and capital transfers, e.g. EU-contributions, foreign aid, block grants to the

Faroe Islands and Greenland, purchase and sale of land and rights. These special items can vary con-

siderably from year to year. Special notice has been taken to the capital transfer of 5 billion DKK in

2010 concerning the pension yield tax so that this does not enter the structural budget balance.
Source: Statistics Denmark and own calculations.

Denmark’s Convergence Programme 2009 - February 2010

93



94

Chapter 4. Outlook for public finances to 2015

The consolidation of public finances from 2010 to 2011 should be seen in light of a
presumed reduction in public investments following the extraordinary high levels in
2009 and 2010, and the gradual phasing in of the financing elements in the tax re-
form in Spring Package 2.0. The consolidation requirement to achieve structural bal-
ance in 2015 furthermore implies that real public consumption is constant in 2011
(and in 2012 and 2013).

Including the consolidation measures, the structural budget deficit is reduced to 0.2
per cent of GDP in 2013. The structural budget balance thus improves by 1%2 per
cent of GDP from 2010 to 2013, in line with the expected EU-recommendation, ¢
box 4.2. The projection furthermore implies that the actual public deficit is reduced
to below 3 per cent of GDP in 2013, in accordance with the expected EU-
recommendation.

In all the years 2009-2014 the actual public deficits are larger than the estimated
structural deficit.

In 2009-2011 the revenues from corporate taxes, vehicle registration fee and pen-
sion yield tax are expected to be lower than the estimated trend level, and (other)
cyclical developments also contribute negatively to the actual budget balance.

From 2011 to 2015 the cyclical position is technically assumed to revert to neutral
implying output and employment gaps of zero in 2015. At the same time, the cor-
rection for special items is assumed to disappear gradually, reaching zero in 2015.
This implies that projected economic developments in 2015 are assumed to be on
the structural path, and that the actual budget balance is thus equal to the structural
budget balance in 2015.

The impact of discretionary one-off measutres on total public finances (net lending)
and the central government CIL-balance is — according to the guidelines for Stability
and Convergence Programmes — outlined in box 4.3.
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Box 4.2

Impacts of the presupposed fiscal consolidation of the public balance by 2013

Itis assumed that the structural public balance must be improved by 1.5 per cent of GDP from 2010 to 2013.
Compared to the no-policy-change scenario this calls for an improvement of the structural public balance by 1
Y per cent of GDP in 2013, cf. chapter 1 (box 1.2).

The assumptions regarding public spending (including constant real spending and constant public employ-
ment from 2010 to 2013) implies that public spending is reduced by some 2.7 per cent (0.7 per cent of GDP)
compared to the real growth path assumed for public spending in CP08, cf. table 1. However, the GDP share
of public spending in 2013 in CP09 remains higher than in CP08. Constant real spending from 2010 to 2013
corresponds to a 13% billion DKK reduction compared to the real growth path in CP08 (2010-prices).

Furthermore it is assumed that other expenditures (i.e. notably public transfers to the private sector or
abroad, subsidies etc.) are reduced by approx. 0.5 per cent of GDP compared to the no policy-change scenario
- measured net of taxes etc. This corresponds to a reduction in gross terms of around 11 billion DKK measured
in 2010-level (depending on which specific initiatives are invoked)". The key is that the reduction in other ex-
penditures provides a 0.5 pct. of GDP improvement of the structural balance in 2013 (corresponding to 8'5-9
billion 2010-DKK), in order to improve the structural balance in 2013 by a total amount of 1% pct. of GDP.

Impacts on fiscal sustainability

The assumed fiscal consolidation of approx. 245 billion DKK (2010-prices) - yielding an improvement of 1V4
per cent of GDP on the structural balance in 2013 - improves fiscal sustainability by approx. 1 per cent of GDP
or 19 billion DKK (using cyclically adjusted GDP in 2010). The effect on the fiscal sustainability indicator is
smaller than the primary balance impact because of the gradual phasing in of the fiscal consolidation as the
initiatives do not take full effect before 2013. In addition, there are indirect effects from lower tax revenue (i.e.
the 11 billion DKK reduction in other expenses improves the structural balance by 84-9 billion DKK).

The assumed contribution from the required structural reforms improves the primary balance in 2015 and the
sustainability indicator by an additional 0.4 pct. of GDP (corresponding to approx. 7 billion DKK in 2010-level).

In total the primary balance is improved by 1.6 per cent of GDP and due to lower interest rate payments, the
total structural balance is improved by approx. 13 per cent of GDP in 2015.

Tablea
Impacts of fiscal consolidation- and required structural reforms towards 2015 on the primary public
balance and the fiscal sustainability indicator (SI)
Annuity
(s)
Initiatives Pct.of  Billion

Per cent of GDP (Billion DKK) 2011 2012 2013 2014 2015 GDP DKK
Reduced expenses (net)" Va 0.8 1.2 1.1 1.1 1.0 19
Of which:
- Public spending 13% Va 0.5 0.7 0.7 0.7 0.7 12
- Other expenses” 11 - 0.3 0.5 0.4 0.4 0.4
Required structural reforms 7 Va 0.4 0.4 7
Total (primary balance) Va 0.8 1.2 1.4 1.6 1.5 26
Total (structural balance) Va 0.9 1Va 1.5 1%

-, billion (2010-DKK) 4% 15% 22% 26% 31
U The impacts on the primary public balance are measured net of taxes etc.
2 The included remaining structural reforms requirement from the 2015 Plan cotresponds to a 30,000 full-
time employed increase in employment that strengthens public finances by 7 billion DKK.

1) The reduced spending is included as a non-specified transfer from the public sector to the private sector or
abroad with an implicit tax rate (on average) of approx. 20 per cent.
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Box 4.3

Discretionary one-off measures in 2009 and 2010

Based on the fiscal bill for 2009 and 2010, the total impact on the central government ClL-account of discre-
tionary measures is estimated to be 21 billion DKK in 2009, cf. table a. Extended credit periods for income
tax and labour market contributions lower the ClL-account in 2009, while the tax on special pension-scheme
savings has a positive effect.

The general government budget balance is estimated to be increased by around 5% billion DKK in 2009 due
to discretionary one-off measures etc. This mainly reflects taxes on special pension-scheme savings, as it is
only the interest effect from the extended credit periods that affect the public balance.

In 2010 discretionary one-off measures etc. are expected to increase the central government ClL-account by
a total of 20 billion DKK, of which 18" billion DKK is due to the extended credit periods.

One-off expenditures due to the change in pension yield taxation in 2010 (from institutional to individual

basis) is the main reason for the reduction of the general government balance of around 5% billion DKK in
2010 owing to discretionary one-off measures.

Table a

Discretionary one-off measures in 2009 and 2010

ClL-account Public balance

Billion DKK

Tax on payments from the special pension-scheme 17.0 17.0
Increased pension deposits due to Spring Package 2.0 -7.1 -7.1
Extended credit periods for income tax and labour market contribu-

tions incl. interest -21.0 -2.0
Disbursements from 1@ and IFU 0.2 0.2
Temporary compulsory central government saving scheme -0.9 -0.9
One-year funds -2.1 2.1
Closure of Fiskeribanken 0.2 -
Commitment regarding closure of the activities in the North Sea -3.0 -
Higher EU-contributions 2007-2009 -1.1 -1.1
Reduced revenues regarding agricultural aid due to EU decision -0.7 -0.7
Capital increase in SAS -0.6 -
Capital investment in Vaekstfonden and Eksport Kredit Fonden -0.9 -0.9
Revenue from closure of Skibsgarantifonden 0.1 -
COP15 -1.0 -1.0
20009 total -20.9 5.6
Tax on payments from the special pension-scheme 0.5 0.5
Extended credit periods for income tax and labour market contribu-

tions incl. interest 18.5 -0.5
Payment of personal tax to local government etc. for income year 2007 0.9 -
Portfolio reallocation of central government assets 2.0 -
Disbursements from 1@ and IFU 0.1 -
One-year funds -0.9 -0.9
Sales of upper secondary schools etc. (independent institutions) 3.3 -
Labour Market Holiday fund 0.5 -
One-off expenditure due to the change in pension yield taxation -4.9 -4.9
2010 total 20.0 -5.8

Note: A positive value reflects an account increase while a negative value reflects an account decrease.
Source: Budget Outlook 3, December 2009.
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4.3 Fiscal policy stance

Fiscal policy has been eased markedly in 2009 and 2010 in view of the financial cri-
sis. Policy measures in 2009 and 2010 include high growth in public investments and
considerable tax reductions in the tax reform in Spring Package 2.0, cf. chapter 1.
Denmark appears to be among the OECD countries that have eased fiscal policy
the most in 2009 and 2010. In light of the economic crisis and the need for fiscal
suppott, the original target for the structural budget surplus in the 2015 Plan (Den-
mark’s MTO in CP07 and CPO8) was departed from in 2009-2010, but the target of
structural budget balance in 2015 has been maintained and is the Programme’s
MTO in CP09.

Fiscal policy is estimated to impact demand growth by 1.0 per cent of GDP in 2009
and 0.8 per cent of GDP in 2010 as measured by the first-year fiscal effect, ¢f. table
4.3. The fiscal effect does not include the activity effects of payouts from SP and
private pension accounts, since these schemes are private saving schemes.

| Table 4.3
Policy impact on economic activity

| 2007 2008 2009 2010

| Percent

| GDP growth 1.7 -0.9 -4.3 1.3
utput gap . . -2. -3.

| o 3.3 1.1 2.4 3.0

| Percentage points

| First year fiscal effects 0.0 -0.3 1.0 0.8
\ SP-payments - - 0.3 0.0
| Private pension accounts s - = 0.1

Total first year impact (yearly growth) 0.0 -0.3 1.3 0.9

Source: Statistics Denmark and own calculations.

In 2009 the impact on activity from discretionary easing and SP-payouts is estimated
at around 1%4 per cent of GDP. The measures include for instance the agreements
made last spring in connection with Spring Package 2.0, including higher local gov-
ernment investments, a home repair and renovation scheme and SP-payments.

In 2010 activity is strengthened by an additional 0.9 per cent of GDP following the
growth initiatives in the Fiscal Bill for 2010, the initial under financing of the tax re-
torm in Spring Package 2.0, and the impact of payouts from certain private pension
accounts.

The total discretionary easing etc. in 2009 and 2010 is estimated to increase the

GDP-level by 2%4 per cent in 2010, including second year effects of the easing in
2009.
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The CP09-projection implies that the temporary fiscal stimulus during the recession
is gradually withdrawn and fiscal consolidation to achieve structural budget balance
in 2015. Meanwhile interest rates are assumed to increase gradually towards 2015, as
the global recovery is assumed to become more self-sustaining.

This implies that policy stimulus in 2009 and 2010 — that is estimated to increase
GDP by approx. 472 per cent in 2010 — is gradually withdrawn. The assumed fiscal
policy and interest rates imply negative contributions to economic growth of around
1 per cent of GDP from 2012 to 2015, measured by the multi-annual effects, ¢f. zable
4.4. In 2011 the total effect on economic growth is roughly neutral, reflecting that
fiscal policy easing in 2009 and especially in 2010 and lower interest rates since 2008
increase economic growth in 2011, counteracting the effects of stimulus withdrawal
and consolidation in 2011.

Table 4.4

Policy impact on economic activity towards 2015 (excluding possible effects of fiscal consolida-
tion on interest rates)

2009 2010 2011 2012 2013 2014 2015

Percent

Multi-annual fiscal effect (GDP level) 1.0 2.0 1.9 1.4 0.7 0.3 0.0
SP-payments etc. (GDP level) 0.3 0.6 0.3 0.1 0.0 -0.1 -0.2
Fiscal policy since 2008 and SP etc. 1.3 2.7 2.2 1.5 0.7 0.2 -0.2
Fiscal effect and SP (contrib. to growth) 1.3 1.4 -0.5 -0.7 -0.8 -0.5 -0.4
-of which first year fiscal effect (growth) 1.0 0.8 -0.7 -04 -04 0.0 0.0
Chng. in interest rates since 2008 (level)” 0.4 1.8 2.3 20 1.5 0.8 0.1
Total (fiscal effect, interest rates etc.) 1.7 4.5 4.5 35 22 1.0 -0.1
Contribution to annual growth 1.7 2.8 0.0 -1.0 -1.3 -1.2 -1.1

Memorandum item
Average interest rate on bonds 3.8 34 3.9 4.2 4.4 4.7 5.0

Note: The multi-annual fiscal impact is calculated as the policy impact from 2009 (2009 incl.).
1) The impact from the changes in the interest rates since 2008.
Source: Statistics Denmark and own calculations.

The multi-annual fiscal effect takes into account that policy measures in a given year
impact economic activity over several years, but is also more uncertain than the
first-year effect. The calculated partial impact of fiscal policies does not take into ac-
count that interest rates may be higher because of the fiscal easing in 2009-2010, but
this effect is presumably limited, since public finances were healthy to begin with
and the projection entails balanced public finances and fiscal sustainability going
forward. Without consolidation the dampening impact from fiscal tightening would
diminish or disappear, but higher interest rates and possible hesitance in private
spending as a result of increased debt accumulation could exert a dampening impact.
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The release of the SP-savings in 2009 and private pension accounts in 2010 are — in
line with the assumptions in Economic Survey, December 2009 — assumed to increase
private consumption and thus estimated to increase activity by 0.6 per cent of GDP
in 2010 after which the effects decline to about zero by 2013.

It is important that confidence in sustainable policies is maintained. A credible res-
toration of public finances will underpin low interest rates and thus reduce vulner-
ability to renewed turmoil in the financial markets. Low interest rates are key to
support growth and employment prospects after the crisis, cf. box 1.5 (chapter 1).

The projection assumes that the recovery strengthens and becomes more robust
abroad and in Denmark, so that the very loose monetary stance is gradually with-
drawn, and interest rates increase gradually towards 2015. The effect on the GDP
level from changes in interest rates since 2008 is estimated to peak at around 2 per
cent in 2010-2012, after which the effect declines to around zero by 2015 given the
assumed interest rate path in line with cyclical normalisation, cf. table 4.4.

Taken together, fiscal policy and lower interest rates since 2008 are estimated to in-
crease the activity level by some 4" per cent of GDP in both 2010 and 2011, cf. ta-
ble 4.4. The negative impact of the assumed consolidation in 2011 is thus countered
by the fact that previous years’ fiscal and monetary easing works with increasing
force into 2011.

In 2012 to 2015, meanwhile, the assumed consolidation and gradually rising interest
rates act to restrain demand growth. The assumption of gradually rising interest
rates reflects the assumption that recovery abroad becomes increasingly self-
sustaining. If the global (and thus Danish) recovery turns out weaker, monetary pol-
icy rates may remain low for a longer time and this may keep a hand under eco-
nomic activity. Credible consolidation, including in the euro area, will improve the
conditions for maintaining relatively low monetary policy rates in the coming years.

4.4 Revenues

Total public revenues decrease from 544 per cent of GDP in 2008 to 52% per cent
of GDP in 2011 in the Convergence Programme. Towards 2015 public revenues de-
crease further to around 52 per cent of GDP, ¢f. table 4.5.

The decline in revenues as a share of GDP from 2008 to 2015 mainly reflects a re-
duction in the tax-to-GDP ratio of approximately 1% per cent of GDP'.

! The tax reform in Spring Package 2.0 includes a reduction of personal taxes and an increase in indirect taxes that
contributes to a technical reduction in the tax burden in per cent of GDP. This reflects that indirect taxes are in-
cluded in GDP, which is measured at market prices. The increase in indirect taxes, which are included in GDP, cor-
responds to approx. 0.8 per cent of GDP and reduces the tax burden by approx. 0.4 per cent of GDP in 2015 due to
this denominator effect.
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The tax reform in Spring Package 2.0 strengthens public finances in 2015, since re-
duced personal taxes is countered by higher green taxes, higher taxes on unhealthy
food, lower deductions and abolition of special arrangements for the business sector
etc. The declining tax-to-GDP ratio partly reflects lower personal taxes as a result of
the 2007 tax agreement and a decrease in revenues from corporate taxes in per cent
of GDP from a relatively high level in 2008. In addition, decreasing energy consump-
tion in per cent of GDP — following technological improvements and the initiatives
in the Energy Agreement 2008 etc. — reduces revenues from energy taxes in per cent
of GDP. Finally, the nominal principle of the tax freeze towards 2015 contributes to
an underlying reduction in the tax-to-GDP ratio?. The effect is moderated by the in-
dexation of energy taxes, which was introduced in 2007.

A normalisation of the revenues from pension yield taxation from a relatively low
level in 2008-2009 on the other hand, tends to increase the tax burden. Towards
2015 the revenues from taxation of accrued returns on pension savings increase to 1
per cent of GDP in line with, notably, growing pension assets relative to GDP.

Table 4.5
Public Revenue

ESA 2008 2009 2010 2011 2012 2013 | 2015
Per cent of GDP
Public budget balance
(National account definition) B9 34 -3.0 -5.5 -4.2 -3.2 -1.9 0.0
Public expenditures 50.9 56.4 57.9 56.6 55.0 53.7 52.0
Public revenues 543 534 52.4 52.4 51.8 51.8 51.9
- Taxes (tax burden) 483 475 46.7 46.9 46.5 46.5 46.6
- Personal taxes etc.” 21.4 22.0 20.5 20.4 20.0 19.8 19.4
- of which property value tax 0.7 0.7 0.7 0.7 0.7 0.7 0.6
- Labour market contributions 4.6 4.8 4.7 4.7 4.6 4.6 4.5
- Pension yield tax 0.5 0.4 0.7 0.8 0.9 0.9 1.1
- Corporate tax 3.4 2.4 2.7 2.8 2.7 2.8 3.1
- VAT 10.1 9.9 9.9 9.9 10.0 10.0 10.0
- Land tax etc. 1,2 1.3 1.4 1.4 1.4 1.4 1.4
- Excise duties etc. 6.0 5.6 5.8 5.9 5.8 6.1 6.2
- Social contributions 1.0 1.0 1.0 1.0 0.9 0.9 0.9
- Interest income D41 1.7 1.7 1.6 1.5 1.4 1.5 1.6
- Other revenues 4.2 4.2 4.1 4.1 4.0 3.8 3.8
1) Personal taxes etc. cover withholding taxes (including property value tax), annual motor vehicle fees

paid by households, inheritance tax and other personal taxes.

Source: Statistics Denmark and own calculations.

2 Following Spring Package 2.0 the nominal principle in the tax freeze is included towards 2019. The tax reform is fully
financed over time and strengthens public finances in 2015 (and thereafter), cf. chapter 2.
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4.5 Expenditures

The share of public expenditures in GDP is estimated to increase from around 51
per cent of GDP in 2008 to 562 per cent in 2011, before subsiding to 52 per cent of
GDP in 2015 (including consolidation). Higher expenditures from 2008 to 2011 re-
flect higher primary expenditures as well as higher interest payments, and to cyclical
developments including a large drop in GDP in 2009. Measured relative to cyclically
adjusted GDP, primary expenditures increase from 50%2 per cent in 2008 to 524 per
cent in 2011, before declining to 49%2 per cent of cyclically adjusted GDP in 2015.

Table 4.6
Composition of general government finances

ESA 2008 2009 2010 2011 2012 2013 | 2015

Per cent of GDP

Public budget balance

(National account definition) B9 34 -3.0 -5.5 -4.2 -3.2 -1.9 0,0
Public revenue 54.3 53.4 52.4 52.4 51.8 51.8 51,9
Public expenditures 50.9 56.4 57.9 56.6 55.0 53.7 52,0
- Primary expenditures 49.0 54.2 55.7 54.4 52.7 51.2 49,6
- Public consumption P3 26.7 293 29.4 28.9 28.3 27.7 26,8
- Public investments 1.8 2.2 2.6 2.1 2.0 1.9 1,8
- Income transfers D62 15.1 16.9 17.7 17.7 17.3 17.0 16,3
- Subsidies D3 2.1 2.7 2.6 2.5 2.5 2.5 2,4
- Other primary expenditures 3.2 3.1 34 3.1 2.6 2.2 2,2
- Interest expenditures D41 1.8 2.2 2.1 2.3 2.3 2.4 2,4

Per cent of cyclical adjusted

GDP

Public expenditures 52.5 543 55.7 54.4 53.1 52.3 52,0
- Primary expenditures 50.6 52.2 53.6 52.2 50.9 49.9 49,6
- Public consumption P3 27.5 28.2 28.3 27.8 27.4 27.0 26,8
- Public investments 1.9 2.1 2.5 2.1 1.9 1.8 1,8
- Income transfers D62 15.6 16.3 17.1 17.0 16.7 16.5 16,3
- Subsidies D3 2.2 2.6 2.5 24 2.4 2.4 2,4
- Other primary expenditures 33 3.0 3.3 3.0 2.5 2.2 2,2
- Interest expenditures 1,9 2.1 2.1 2.2 2.3 2.4 2.4

Note: The public expenditures as per cent of cyclical adjusted GDP controls for the estimated part of the
changes in the expenditures’ share of GDP that is due to the denominator effect of the business cycle
etc. Le. the public expenditures (in the nominator) to e.g. unemployment benefits are not controlled for
the impact of the business cycle. The cyclical adjusted GDP is estimated by a Kalman filter.

Soutce: Statistics Denmark and own calculations.

The large increase in primary expenditures as a share of GDP in 2009 and 2010 re-
flects the economic recession and the measures taken in order to reduce the impact
on the Danish economy. Public social transfer expenditures have thus risen sharply,
and public investments are extraordinary high in light of measures to bring forward

Denmark’s Convergence Programme 2009 - February 2010

101



102

Chapter 4. Outlook for public finances to 2015

investments. In addition, the nominal growth rate of public consumption is as high
as 5.5 per cent in 2009 as a result of public collective agreements etc.

From 2011 to 2015 the share of primary expenditures in GDP falls back. In part, this
reflects the assumed consolidation of public consumption and transfers, reduced
public investments in light of measures to bring forward investment to 2009-2010
and lower social transfers in light of gradually declining unemployment towards
2015. In addition, given the assumed closing of the output gap towards 2015, GDP
is assumed to show fairly high growth rates. In 2015 primary expenditures are
approx. /2 per cent of GDP higher than in 2008.

Furthermore, public interest payments are estimated to increase from 1.8 per cent of
GDP in 2008 to 2.4 per cent of GDP in 2015. This reflects rising public debt, pri-
marily towards 2011, and the assumed gradual increase in interest rates from 2011 to
2015, cf. section 4.7.

In light of the consolidation requirements towards 2015 the projection includes the
following assumptions with respect to public expenditures, ¢f. also box 4.4.

e The real growth rate of public consumption is 0 in 2011-2013 (and % per cent in
2014-2015). This corresponds to reduced spending of approx. 13%2 billion DKK
or approx. 2% per cent of total public consumption compared to the assumed
real growth rate in 2011-2013 in CP08. The reduced spending should be seen in
the context of public consumption in 2010 being 134 billion DKK higher than
assumed in the 2015 Plan from 2007. In the projection, public consumption ex-
penditures thus amount to a good 26% per cent of GDP in 2015, which is
slightly above the benchmark in the 2015 Plan and higher than in all the years
1984-2007.

e Technically, a proportional reduction in other public expenditures is assumed,
corresponding to a reduction of approx. 2% per cent of total expenditures on
transfers and subsidies etc.

e The part of the reform requirement in the 2015 Plan that has not yet been im-
plemented is fulfilled towards 2015. As a technical assumption, new initiatives
thus increase employment to an extent that strengthens the sustainability of pub-
lic finances by another 7 billion DKK.

Public consumption

In 2009, the real growth rate of public consumption is estimated to 1.6 per cent,
which is 0.4 percentage points higher than in CP08. Since 2001 the real growth rate
of public consumption has been % percentage points higher per year on average
than assumed in the previous medium term plans, cf. chapter 2. In 2010, the real
growth rate is estimated to 1.0 per cent in line with the assumptions in CP08.
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Box 4.4

The effect of fiscal consolidation on structural primary balance and primary expenditure

In the years 2000-2008 there was a surplus on the structural balance excl. net interest rate payments
(the primary structural balance) of 2V-3 per cent of GDP, cf. figure a. The primary structural surplus
of 2%5 per cent of GDP in 2008 is estimated to decrease to around 0 in 2009 and turned to a deficit of 1
per cent of GDP in 2010. The sharp decline mainly reflects the large fiscal policy easing implemented
in light of the financial crisis.

The primary structural balance is expected to be in deficit in 2010-2011 for the first time since 1990 -
even though the structural unemployment is estimated to have decreased from 9 per cont of the la-
bour force in 1990 to barely 3% per cent of the labour force in 2010-2011.

In the absence of new initiatives ongoing primary structural deficits are expected towards 2015,
where the deficit could correspond to 1 per cent of GDP even though the high public investment level
is normalised and the financing elements of the tax reform are phased in.

In the CP09-scenario with fiscal consolidation and required structural reforms primary structural bal-
ance is expected in 2012 and primary structural surpluses are expected from 2013 and on. The sur-
plus is expected to be % per cent of GDP in 2015 which is an improvement of 134 percentage points
compared to 2010, but still some 2 per cent of GDP lower than the surpluses in 2000-2008.

Figure a Figure b
Structural primary balance with and Primary expenses with and without new
without new initiatives initiatives
Per cent of GDP Per cent of GDP Per cent of GDP Per cent of GDP
5 - r5 56 r 56
47 r4 54 \ 54
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Public spending excl. interest rate payments (i.e. primary spending) relative to GDP is at the highest
level ever in 2010, cf. figure b. The high level at a good 55% per cent of GDP partly reflects a decrease
in real GDP in 2008 and 2009. The primary spending includes in particular spending on public con-
sumption, investment and income transfers.

The assumed fiscal consolidation, including constant real public spending in 2011-2013, a reduction
in public transfers to the private sector and abroad and the required structural reforms towards 2015,
that increases GDP, contributes to a reduction in the GDP-share of total public expenses of 1.9 per-
centage points compared to the scenario in absence of new initiatives. The total primary expenses are
thereby reduced to approx. 49" per cent of GDP in 2015, which is in line with the average for the pe-
riod 1980-2008.

In relation to the policy targets of structural balance in 2015 and fiscal sustainability,
what matters is the development in nominal expenditures compared to the tax base.
In the consolidation scenario nominal expenditure growth is around 2% per cent per
year on average from 2010 to 2015. With a nominal growth rate of 2% per cent per
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year, public consumption decreases as a share of cyclically adjusted GDP from 2010
to 2015.

From 2008 to 2010 public consumption as a share of GDP increases by 2% percent-
age points, reflecting a real growth of public consumption expenditures of 1.4 per
cent on average in 2008-2010 and a high price growth of public consumption follow-
ing public-sector wage agreements. Furthermore, GDP developments are relatively
weak. Public consumption is estimated to 29.4 per cent of GDP and 28.3 per cent of
cyclically adjusted GDP in 2010, and public consumption as a share of (cyclically ad-
justed) GDP is thus higher than ever.

The assumed real growth of public consumption in 2011-2015 and a supposed not-
malisation of activity etc. imply that public service expenditure as a share of GDP
declines to around 26% per cent in 2015.

Public consumption as a share of GDP in 2015 is thus slightly higher than the guide-
line in the 2015 Plan, according to which public consumption in percent of GDP
cannot exceed 262 per cent of cyclical adjusted GDP in 2015, ¢f figure 4.7a. In the
absence of new initiatives public consumption is estimated to 27.8 per cent of GDP
in 2015.

The projection reflects that the (potential) GDP-level as a consequence of the finan-
cial crisis is assumes 2 per cent lower than otherwise. This corresponds to the as-
sessments in international institutions like EU, IMF and OECD, even though the
downward adjustment in a number of cases is larger than 2 per cent. Even so, the
downward adjustment of (potential) GDP is uncertain. If GDP is not lower, public
consumption expenditure is 26.6 per cent of GDP in 2015. If potential GDP on the
other hand is reduced by more than 2 per cent, public consumption at unchanged
real growth etc. may amount to a larger share of GDP in 2015 than in the main sce-
nario, cf. annex 2.

The projected public consumption in per cent of GDP towards 2015 is thus rela-
tively uncertain, reflecting uncertainty about the projected nominal GDP in 2015
etc.> In general, public consumption as a share of GDP is still slightly above the
guideline in the 2015 Plan.

3 Including uncertainty on the pace of the adjustment of wage shares and the composition of demand in 2015, that
affects revenues from indirect taxes which ate included in GDP.
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| Figure 4.1a Figure 4.1b
Public service expenses as per cent of GDP, Public service expenses as per cent of
1980-2015 cyclically adjusted GDP with and without
new initiatives
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Kilde: Danmarks Statistik og egne beregninger.

The assumption of zero growth in real public consumption in 2011-2013 implies that
public employment and real public purchase of goods can be maintained at 2010-
levels. In the projection, public employment is thus technically assumed to be con-
stant towards 2013, while the remaining part of the consolidation is borne by public
purchase of goods. This implies that public purchase of goods decreases as a share of
total public consumption towards 2015, when the level (technically) corresponds to
the level in 2008, ¢f. figure 4.2a.4

The National Accounts do not assess overall productivity growth in the public sec-
tor. With the applied principles productivity improvements in the public sector do
not enter into the real growth rate of public consumption, even when public services
are improved.

The technical projection implies that public employment is unchanged from 2010 to
2013 and increases slightly from 2013 to 2015. This can be seen in light of public
employment being around 8,000 persons higher this year (2010) than in CP08. The
technical assumptions imply that public employment in 2013-2015 is roughly in line
with CP08 (and 6,000-8,000 persons higher than in the original 2015 Plan). In line
with the original 2015 Plan, public employment is assumed to equal 30 per cent of
total employment in 2015, i.e. the same share as in 2005 (when cyclical conditions
were largely neutral in terms of employment), ¢f. figure 4.2b.

The evolution of public employment towards 2015 will depend on how resources for
public services are allocated between public employment and (net) purchases of
goods and services from the private sector. This partly hinges on local decisions
made by the individual units of the central government, regions and municipalities.

4 Public purchase of goods as a share of GDP is measured net of public sales to the private sector, and the technical
reduction may thus reflect reduced purchase or increased sales of public services to the private sector. No technical
assumptions have been made on the distribution on public purchase and public sales, respectively.
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The 2015 Plan does not include targets for public employment (and neither did the
former 2010 Plan).

| Figure 4.2a Figure 4.2b
| Public goods purchase quota Public employment, 1980-2015
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Other expenditure

The share of social transfer expenditures in GDP depends infer alia on cyclical condi-
tions. From 2008 to 2011 transfer expenditures are thus expected to increase by 272
per cent of GDP, after which the assumed normalisation of the cyclical position re-
duces transfer expenditures to 16%4 per cent of GDP in 2015.

Increased expenditures on retirement pension and student grants in light of the ful-
filment of educational targets in 2015 (cf. chapter 3) contribute to an underlying in-
crease in social transfer expenditures in per cent of GDP from 2008 to 2015.

The reduction of other primary expenditures towards 2015 reflects the included
technical consolidation requirement of around 11 billion DKK that reduces the
growth rate of public transfers to the private sector or abroad, and thus strengthens
the general government budget balance by approx. 0.5 per cent of GDP in 2013.

4.6 Net lending by sub-sectors

Central government finances are projected to show deficits towards 2011, while local
government’s finances are assumed to be in balance in the projection period, cf. fable
4.7. The central government surplus of 3.4 per cent of GDP in 2008 is projected to
deteriorate to a deficit of 3 per cent of GDP in 2009 and 5%z per cent of GDP in
2010. In 2011 the outlook for public finances and fiscal policy is — as previously
mentioned — based on technical assumptions, and central government deficit is esti-
mated to 4.2 per cent of GDP.

Given the assumed consolidation of public finances and the normalisation of the ac-
tivity level towards 2015, central government finances is expected to in balance by
2015.

Denmark’s Convergence Programme 2009 - February 2010



Chapter 4. Outlook for public finances to 2015

Table 4.7
Public finances by sub-sectors

ESA 2008 2009 2010 2011 2012 2013 2015
Per cent of GDP
General government
budget balance S13 34 -3.0 -5.5 -4.2 -3.2 -1.9 0.0
Of which:
- Central government S1311 3.9 -3.0 -5.5 -4.2 -3.2 -1.9 0.0
- Local government S1313 -0.4 0.0 0.0 0.0 0.0 0.0 0.0
- Social funds S1314 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Note: Itis technically assumed that net lending of the local government as whole is balanced for the period
2009-2015.
Source: Statistics Denmark and own calculations.

The finances of local governments should in principle balance on a cash basis. The
annual agreements on local government finances ensure full financing of the agreed
expenditure growth, in part through the local government block grant. This applies
within the framework of the tax freeze, which applies, respectively, for the munici-
palities as a whole and for the regions as a whole.

In individual years there may be local government surpluses or deficits — on a na-
tional accounts basis (net lending) — of a certain magnitude. Statistics Denmark’s lat-
est figures for public finances in 2008 (published on November 3t 2009) implied a
deficit on national accounts basis (net lending) in local governments of 7.1 billion
DKK or 0.4 per cent of GDP. In the distribution of the government budget surplus
across sectors in table 4.7, the local government budget balance is assumed to bal-
ance from 2009.

The social funds include the unemployment funds and the employees’ wage guarantee
fund (LG). Net lending in social funds rounds off to 0.0 per cent of GDP in each of
the years 2008-2015.

4.7 Public debt

Based on the development of the public finances in the Convergence Programme
and policy measures, among other things related to the financial turmoil, public debt
is expected to increase considerably over the next few years. The EMU-debt is esti-
mated to increase by approx. 8 per cent of GDP from 26% per cent of GDP in 2007
to 464 per cent of GDP by the end of 2011. From 2011-2015 EMU debt is rela-
tively constant in per cent of GDP following the considerable consolidation of pub-
lic finances, ¢f. table 4.8.

The EMU debt started rising in 2008 despite a surplus in public finances at approx.

3% per cent of GDP. To improve the Danish pension sectot’s opportunities for
hedging in DKK a 30-year Danish government bond was issued in November 2008.
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The revenue from this amounting to up to 90 billion DKK was placed on the gov-
ernment's account in Danmarks Natonalbank. The large issuance of government
bonds increased EMU-debt in 2008 by 5.2 per cent of GDP due to the increase in
liabilities of the government. The corresponding increase in assets of the govern-
ment's account does not affect the EMU-debt as such assets ate not deducted (ex-
cept for government bonds held by government subsectors). A major portion of the
revenue was subsequently used as an injection of hybrid core capital in credit institu-
tions and lending to Financial Stability A/S.

In addition there was a change in the asset composition of the Social Pension Fund
(DSP). As part of government debt management, the operating procedures of the
DSP were adjusted in order to extend the possibility of investments in other assets
including mortgage bonds. The adjustment seeks among other things to give the
government the opportunity through the DSP to hedge the government’s interest
rate risk in connection with the financing of public housing. By letting the govern-
ment borrow and invest in the same bonds, the government’s interest rate risk is
hedged, i.e. any higher interest expenditures savings are offset by higher interest in-
come.

| Table 4.8
‘ General government gross debt (EMU-debt)

| 2008 2009 2010 2011 2012 2013 | 2015 | 2008-15

| Per cent of GDP
| EMU-debt (end-year level) 334 38.5 41.8 46.2 483  48.1 45.0
| Change in debt ratio 5.1 33 4.4 2.0 -0.2 -1.0 11.6

Contribution to the
change in debt ratio:

- Primary budget balance 2.5 4.9 34 2.2 0.9 -0.8 13.1
| - netinterest payments 0.5 0.6 0.8 0.9 0.9 0.8 5.4
- Nominal GDP growth 1.5 -1.4 -1.5 -2.1 -2.3 -2.3 -10.5
- Financial conditions etc.” 0.6 -0.8 1.8 1.0 0.3 1.3 3.6
1) Financial conditions etc. reflect e.g. the Social Pension Fund’s stock of government bonds, which is

deducted in the EMU debt. To this is added the effect of restructuring of government assets and li-
abilities (privatization etc.), payment changes in the tax area, issuance price losses, relending to state
guaranteed entities etc.

Source: ADAM Database and own calculations.

It is overall assumed that the EMU-debt to increase by approx. 11%2 per cent of
GDP from 2008 to 2015, cf. Table 4.8.

The projected developments in the primary balance of the central and local govern-
ments tend to increase the EMU-debt by approx. 13 per cent of GDP from 2008 to
2015, while the cumulated net interest balance of central and local governments in
the same period amounts to approx. 572 per cent of GDP, cf. Table 4.8.
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The growth in nominal GDP contributes in isolation to a reduction of the EMU
debt of approx. 10%2 percentage points when the debt is measured as a share of
GDP.

Finally, other financial items — reflecting among other things the issuance price
losses, relending to state guaranteed entities, restructuring of government assets and
liabilities and the Social Pension Fund's holding of government bonds — contributed
to an overall increase in the EMU debt of approx. 32 per cent of GDP from 2008
to 2015

The public sectot’s financial assets are not included in the EMU-debt. The net public
debt as measured by Statistics Denmark based on the national accounts, in contrast,
takes into account all government financial assets and liabilities in the central and lo-
cal governments and in social funds, ¢ box 4.5. As a consequence assets in the form
of loans to state-guaranteed entities and shareholdings ate included in the case of the
central government®. Net public debt is used in the assessment of fiscal sustainabil-

ity®.

In 2000, net public debt amounted to 22%2 per cent of GDP. By the end of 2008, the
net public debt had turned into a net asset position of approx. 62 per cent of GDP,
¢f- table 4.9. The budget balance development implies a build-up of public net debt at
92 per cent of GDP towards 2013, after which the net debt decreases slightly to 8'2
per cent of GDP in 2015 in the projection incl. consolidation and reform require-
ments.

| Table 4.9
| Different public debt concepts and trends, end-year

\
| 2000 2008 2009 2010 2011 2012 2013 | 2015
| Percent of GDP
| EMU-debt 51.5 334 38.5 41.8 46.2 48.3 48.1 45.0
| Net public debt” 22.5 6.5 3.8 1.8 6.0 8.4 9.4 8.5
Net debt of central and
local governments” 23.6 -6.5 -3.8 1.8 5.9 8.4 9.4 8.5
1) 2009-2015 is technically projected based on the development of the general public balance etc.

2) 2009-2015 is technically projected based on the development of the budget balance of the central and
local governments.
Source: Statistics Denmark and own calculations.

Net wealth in the social funds (i.e. the unemployment insurance funds and the em-
ployees’ wage guarantee fund) amounts to close to 0 per cent of GDP for the years
2008-2009. Thus, there is only a marginal difference between the national account
figures for total public net debt and net debt of the central and local governments.

5 The net public debt (as opposed to the EMU-debt) valued at market value. Changes in net debt follow primarily the
public balance (net lending), but is also affected by exchange rate adjustments.
¢ Net debt is definitional aligned with net lending in national accounts.
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Box 4.5

Technical assumptions about the state and municipal financial assets

Since the financial crisis escalated in the autumn of 2008, the government's financial assets increased
from below 40 to approx. 50 per cent of GDP. The increase in the financial assets should among other
things be seen in light of the actions taken to support financial stability, see figure a. Going forward sev-
eral assumptions have been made with respect to the reduction of a number of assets, including:

- Government account at Danmarks Nationalbank

- Government capital injections in credit institutions
- Re-lending to Finansiel Stabilitet A/S

- The Social Pension Fund (SPF) portfolio

The Balance of the central government's account at Danmarks Nationalbank is assumed to decline from
a high level of around 10 per cent of GDP to a more normal level of approx. 3 per cent of GDP in 2015
and thereafter. The return on Government's account is set to equal Danmarks Nationalbank discount
rate from 2011 onwards.

Repayment of the state capital injections in financial institutions of 46 billion DKK is projected in accor-
dance with the reimbursement mechanisms, the capital injection was administered under. It is techni-
cally taken into account that around 10 billion DKK of the subscription is repaid in 2012, while the re-
maining approx. 36 billion DKK is repaid in 2014.

Finansiel Stabilitet A[S is expected to have repaid their lending during 2013, when the last re-lending is
due.

Finally, the expected market value of the Social Pension Fund (SPF's) total portfolio is assumed to be ex-
hausted in the 2034". SPF's portfolio of government bonds, which are deducted in the EMU debt, is ex-
pected to be reduced to zero in the 2028". The time difference of approx. 6 years is attributable to the
Fund's holdings of other bonds, including mortgage bonds. The stock of non-government bonds are
not counted in the EMU debt.

Other assets - i.e. beyond the four mentioned above - are technically considered to be a constant pro-
portion of GDPin the long run.

Reduced borrowing needs in connection with liquidation of assets will in isolation reduce the EMU debt.
The reduction of assets does not change the net debt, which is used to evaluate the fiscal sustainability.

Figure a Figure b
State and municipal financial assets, per State and municipal financial assets in
cent of GDP selected years, per cent of GDP
Per cent Per cent Per cent of GDP Per cent of GDP
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Source:  ADAM data base and own calculations.
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Assumptions about the return of central and local governments’ financial
assets and liabilities

In the Convergence Programme a gradual normalization of the currently low interest
rates is assumed as the economic situation in the euro area and Denmark is assumed
to gradually become normalized. The 10-year government bond rate increases in the
projection gradually from the low level of 3.6 per cent in 2009 to 4 per cent in 2011
(¢ Economic Survey, December 2009) and then to just above 5 per cent in 2015, ¢ Fig-
ure 4.4a. The short-term money market interest rates increase from the record low
level of 1.7 per cent in 2010 to 2.5 per cent in 2011 and then gradually to 3.5 per cent
2015.

The public debt had in 2009 an average interest rate around 4.9 per cent (measured
by the implicit interest rate, i.e. interest payments as a share of total liabilities of the
previous year). When the implicit interest rate was higher than e.g. the 10-year gov-
ernment bond yield (at 3.6 per cent in 2009), it is, among other things, because that a
portion of the debt is issued eatlier where interest rates were higher. The implied rate
is in Economic Survey, December 2009 estimated to decrease to approx. 4%2 per cent in
2011, partly reflecting that a larger proportion of the debt is rolled over at lower in-
terest rates. Towards 2015 it is assumed that the implicit interest rate gradually in-
creases again to approx. 4.8 per cent, which are lower than in 2000-2008, ¢. Figure
4.4b.

| Figure 4.4a Figure 4.4b
Assumed10 year government bond rate Return on government financial assets and
and money market rate, 2000-2020 liabilities, 2000-2020
Per cent Per cent
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2000 2005 2010 2015 2020 2000 2005 2010 2015 2020
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The public assets gave in 2009 a return of approx. 3.3 per cent, and the return is es-
timated to decrease to 3 per cent in 2011. This reflects the low level of interest rates,
and that the state due to the financial crisis has increased its deposits in its account in
Danmarks Nationalbank. Towards 2015 it is assumed that the return of public assets
will rise to just 3.8 per cent, which is approx. 1 percentage point less than the return
on liabilities. This is in line with experience from the past 15 years where the return
on the liabilities on average has been approx. 1 per cent higher per year than the re-
turn on the assets included in the balance of public finances. In the last 15 years
there has furthermore on average been positive (net) revaluations equivalent to
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approx. 1 per cent of the value of assets so that the total return (i.e. interest, divi-
dends and revaluations, etc.) has been virtually the same on the asset and liability
side’. It is the total return (including revaluations), which helps to determine the de-
velopment of net debt.

4.8 Institutional set-up
As previously mentioned, the key guideposts for the planning of public finances and
fiscal policy are:

e Fiscal policy: Should contribute to economic stability and sustainable develop-
ments in public finances over the longer term, as well as maintaining structural
balance in 2015, cf. chapter 2.

o Expenditure policy: The planned growth in real public consumption expenditures,
including technical assumptions of zero growth in 2011-2013, reflects the con-
solidation requirement in order to fulfil the target in the 2015 Plan of structural
balance in 2015 and the expected EU recommendation. As mentioned, the plan
contains a guideline for nominal public consumption expenditure of 26%2 per
cent of cyclically-adjusted GDP in 2015.

o Tuax policy: The tax reform in Spring Package 2.0 and the tax freeze are the corner-
stones of tax policy, cf. chapter 2.

Fiscal policy objectives are based on the national accounts specification of public ex-
penditures and revenues, whereas the concrete implementation of fiscal policy is
based on the fiscal bill and local government budgets that are specified according to
other accounting principles, classifications etc. than the national accounts. To be able
to compare the actual budgeting to the fiscal policy objectives, Statistics Denmark
provides a detailed specification of public budgets on a national accounts basis.

The budget process and agreements on the economy of local governments

The annual process of budgeting in the central government begins in eatly spring, as
the government determines the overall allocation of real public consumption growth
to expenditure areas, including the scope for public consumption in municipalities

7 In the technical projection after 2015, a gradual adaptation to the long-term level of return of 5.75 per cent is as-
sumed, as included in the 2015 Plan, of. Technical Background Report to the 2015 Plan, Ministry of Finance 2007. In CP09
the return on the assets side is split into an interest rate of 4.75 per cent (included in net interest payments) and an
average annual revaluation of 1 per cent. (not included in the balance, but affect the net debt equivalent to a yield
premium of 1 per cent). Thus, the total return of 5.75 per cent on both the asset and liability side in the calculation
of the Sustainability Indicator. (The growth adjusted real interest rate is also still around 2 per cent).

Compared to the assumption in CP08 the public budget balance is weakened in isolation by the lower return on the
public assets compared with the return on liabilities. Conversely is the interest rate level lower towards 2015 than in
CP08. In total the net interest expenditures is increased in 2015 with approx. 0.3 per cent of GDP due to the chang-
ed assumptions. The structural budget balance in 2015 is unaffected, because the primary budget balance is strength-
ened by approx. 0.3 per cent of GDP, mainly due to the slower increase private interest expenditures, which reduces
the tax value of interest deductions and increase consumer spending and VAT revenues, etc. The reported changes
are also approx. neutral to fiscal Sustainability Indicator, which is strengthened marginally.
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and regions. On this basis, expenditure ceilings are reported to the individual minis-
tries.

The individual ministries allocate the reported expenditure ceilings between govern-
ment administrations and institutions etc., which draw up a budget complying with
the assigned expenditure levels. The budget proposal is subsequently compiled from
the individual ministerial contributions.

Part of the central government cost-budget rests on fixed expenditure allocations.
This applies for central government current expenses and some grants. The fixed ex-
penditure allocations imply that the individual ministries are to a large extent allowed
to make reallocations within the determined expenditure ceiling. The fixed expendi-
ture allocations do not apply for cyclical expenditures, statutory transfer expendi-
tures, interest expenditures on central government debt and EU-contributions.

In June, the central government enters an agreement with municipalities and regions
on their overall expenditure and tax levels and guidelines for political and economic
priorities. The agreements are collective and apply for all municipalities and all re-
gions as a whole, respectively. The agreement is thus not legally binding,

The framework for agreements on the economy of the municipalities has been ad-
justed in the spring 2008 in order to ensure that the budget set up induces local gov-
ernment budgeting in line with the tax freeze and the agreements with the govern-
ment.

Following the agreements on the economy in local governments, municipalities and
regions adopt budgets for the coming year in October. Annual accounts for munici-
palities and regions are normally available in May (after the end of the budget year).

The government presents the budget proposal for the coming year in August.® Sub-
sequently, the budget proposal is subject to political reading in the Danish Patlia-
ment. Typically, a political agreement on the fiscal bill is reached between the gov-
ernment and one or more political parties in November, and the fiscal bill is thus
normally adopted in December.

During the fiscal year the ministries are responsible for monitoring expenditure de-
velopments. The ministries are obliged to seek to finance any additional expenditure
through savings elsewhere. The ministries are also obliged to inform The Ministry of
Finance and the Danish Parliament about changes in the assumptions/premises for
example in relation to cyclical expenditures. During the fiscal year the ministries pre-
pare two or three reports on expenditure developments to the Ministry of Finance.

8 The fiscal year follows the calendar year.
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The Ministry of Finance therefore has the means to monitor developments in total
central government expenditures. Expenditure developments are reported to the
Danish Parliament in Budget Outlooks published in May, August and December.
The public accounts are usually available in April, i.e. about 4 months after the end
of the fiscal year.
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5. Long-term projection and fiscal sustainability

5.1 Projection principles and effects of the 2006 pension reform

The long-term projection underlying Convergence Programme 2009 essentially as-
sumes unchanged structures in the economy from 2015 and unchanged policies, whi-
le including the effects of certain central already-decided policies reaching far ahead
in time (after 2015). Hence, the programme scenatio takes into account the projected
effects of the Welfare Reforms (notably the pension reform, which essentially takes
effect from 2019), the tax reform in the Spring Package 2.0 up to 2019, the Quality
Fund for public investments until 2018 and the objectives in the energy and climate
policy areas covering the period to 2020 and beyond.

Fiscal sustainability implies that the tax and expenditure priorities that have been de-
cided up to 2015, and the public expenditure path that occurs in the projection the-
reafter, can be financed without raising the tax burden and with net public debt sta-
bilizing as a shate of GDP in the (very) long term. Hence, the determination of fiscal
sustainability can be seen as a “consistency check” of whether the policies planned
until 2015 can be sustained after 2015, given unchanged taxes, public expenditure
standards etc. In this vein, the projection for the period after 2015 reflects an extra-
polation of the economic structures as they appear in 2015, and not an actual fore-
cast.

The following calenlation principles are applied after 2015:

e DPublic consumption expenditure is projected according to the principle that no-
minal expenses per user grow in line with wages and the number of users of pub-
lic services evolves in line with the calculated impact of changing demographics
(the so-called demographic “pull” or demographically-induced “demand” for
public services). Public sector wages grow in line with private wages, and public
net purchases of goods and services from the private sector make up a constant
shate of public consumption expenditures. These principles imply that the num-
ber of employees (whether in the private or public sector but providing tax-
financed services) can be unchanged relative to the number of users of public
services and that the implied real growth in public consumption expenditure will
depend on private sector productivity growth, ¢.f. box 5.1.

e Income benefits are assumed to rise in line with private sector wages such that
income replacement rates remain constant overall (in case of e.g. job loss or reti-
rement).

e Labour participation rates, and the propensities at which various income benefits
are received, are assumed constant by age, gender and ancestry. The overall
(structural) unemployment rate is constant (3.6 per cent). Further included is a
contribution to employment from a gradually higher level of education in the
workforce, and for immigrants also gradually higher employment rates as the av-
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erage number of years of residence in Denmark increases. The assumed effects
of the Welfare Agreement beyond 2015 are added to these basic assumptions.
This mainly concerns the pension reform, including the agreed indexation of the
age thresholds in the Voluntary Eatly Retirement Pension scheme (VERP) and
public old-age pension in line with longevity, which has a substantial impact on
employment in the long run.

The projections of public investments ate derived from the principle that the ra-
tio between the gross public capital stock and public production of goods and
services is constant after 2018, when the Quality fund ends.

Public subsidies and net foreign transfers are constant relative to GDP.

The nominal principle of the tax freeze is included until 2019. After this, the tax
burden is unchanged. Hence, tax rates remain constant (in line with the tax free-
ze) while excise duties etc. are indexed to prices.

The revenue from taxation of North Sea activities is projected on the basis of
The Danish Energy Authority’s long run forecast of oil and gas production and
the oil price projections of the International Energy Agency (IEA) from 2009.

A gradual improvement in enetrgy efficiency is assumed in both consumption
and production. The estimated fiscal consequences of the objectives in the ener-
gy and climate strategies are also included. This mainly concerns lower revenue
from energy taxes because of lower energy consumption relative to GDP.
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Box 5.1

Public consumption expenditures in the projections and real growth in public consumption

In the long-term projections, it is assumed that public consumption expenditures “per user” follow
wage changes while the number of “users” follows demography.

This implies that public consumption expenditures constitute a constant share of GDPwhen de-
mography (and the wage ratio) is stable. In the projections it is, thus, assumed that the public sector
share of the economy remain unchanged (at unchanged population composition).

These assumptions imply, in principle, that public employment can remain constant year by year whi-
le at the same time, public purchases from the private sector (net) can increase with wages (in a situa-
tion with stable demography).

There are, on the other hand, no explicit assumptions regarding real spending growth in the longer
term. Real growth will depend on productivity growth, namely in the private sector.

If productivity growth in the private sector is present, wages increase more than prices, including pri-
ces on private sector goods and services bought by the public sector. In that situation, there will be
room for real growth in public purchases (because expenditures on purchases, as mentioned, are as-
sumed to increase with wages). Subject to the standard assumptions in the projections, real growth
in total public consumption is, thus, about 0.7 per cent per year (in a situation with stable de-
mography) as a result of continuous increases in real public purchases and an assumed productivity
growth of about 2 per cent (including industries that produce goods and services for the public sec-
tor).

If, on the other hand, there are no productivity gains in the private sector, wages do not increase mo-
re than prices. In that situation, there will be no real growth in public purchases - nor in public con-
sumption - in the projections, but public consumption expenditures continue to make up a constant
share of GDP (at stable demography).

Box 5.1 (continued)
Public consumption expenditures in the projections and real growth in public consumption

If, nevertheless, - i.e. in spite of no productivity growth in the economy as in the example above - real
public purchases grow (and public employment is unchanged), public expenditures will rise as a share
of GDP - and public finances will be weakened compared to the assumptions that are employed in
the projections.

Zero growth in public consumption (real growth rate of zero) implies that public consumption ex-
penditure can increase in line with wages and prices. This means that municipalities, regions and the
state in principle can keep the number of employees unchanged (wages) and buy the same products
as the year before (prices). Furthermore, productivity gains in the government “stays in the sector” -
i.e. contribute to enhance service levels.

As mentioned above, there will be zero real growth with the principles applied in the long-term pro-
jections, if there is no productivity growth in the economy. In recent years, productivity growth in the
private sector was very weak (even negative in 2008-2009 in the non-primary business sector).

In the scenario that incorporates the Welfare Agreement, consolidation up to 2013
and the reform requirements in 2014 and 2015, the technical projection indicates that
the structural deficit will rise for a period of just over 25 years after 2015. The rising
deficits are due to relatively large cohorts of high age and particularly many pensio-
ners etc. relative to the labour force, while revenues from oil and gas extraction in
the North Sea are declining, ¢f fignre 5.1a-d.
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In the longer term (after 2040), a rise in the labour force and smaller cohorts of high
age are expected to contribute to a period of structural surpluses (excluding interest
expenditures) implying that the projected path is sustainable and debt is stabilised. If
the assumptions about consolidation and reform requirements towards 2015 are not
met, the structural balance will deteriorate significantly (for example to up to 10 per
cent of GDP in 2060 given the technical assumptions after 2015), and debt will not
be stabilised (fiscal policy does not satisfy the requirement of sustainability), cf. figure
5.1a and 5.1b.

The post-2015 paths for primary revenues and expenditures as shares of GDP are
mainly determined — aside from the Welfare Agreement — by higher expenditure for
health and long-term care owing to demographics, increasing tax revenues from pri-
vate pension schemes and declining tax revenues from energy taxes and declining re-
venues from the North Sea activities, as oil and gas reserves are gradually depleted.

In the projection, primary revenues are fairly constant relative to GDP after 2015,
while primary expenditures are rising until about 2030-2040 and decline thereafter, ¢f.
figure 5.2a.

| Figure5.1a Figure 5.1b
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Source: Statistics Denmark and own calculations.
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| Figure5.1c Figure 5.1d
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Source: Statistics Denmark and own calculations.

The increase in expenditures up to 2030-2040 mainly reflects higher expenditures for
health and long-term care related to demographics. Hence, total public consumption
accounts for an increasing share of GDP from 2015 to about 2040, which is when
the elderly age groups are largest relative to the labour force, ¢f figure 5.2b. After 2040
the public consumption-to-GDP ratio subsides, mainly as a consequence of the on-
going indexation of the age thresholds for eatly retirement and old age pension that
enlarge the labour force and thereby GDP (without affecting real public service
spending in the projection). According to the population projection, the cohorts of
high age are relatively smaller after 2040.

The projection of health expenditure includes the effects of so-called “healthy aging”
and it is therefore assumed that the age-specific health costs are gradually reduced in
line with increasing longevity and better health, ¢f fowards new goals — Denmark 2015,
Technical Background Report to the 2015 Plan, December 2007. In particular since the turn
of millennium, health expenditures have increased more than what the technical pro-
jection would warrant. If the trend continues, the implication is that expenditure
growth in other areas must be reduced, or that future generations will have to find
other ways to generate the necessary funding.
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| Figure 5.2a Figure 5.2b
Primary revenues and expenditures in Income transfers and public spending
central and local government
(cyclically adjusted)
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Note: Expenditures in figure 5.2a and b are relative to GDP corrected for cyclical effects. Towards 2015 the ex-
penditures are roughly corrected for cyclically determined changes in unemployment benefits etc. Revenues
in figure 5.2a are corrected for temporaty deviations from the structural level of revenue from the North Sea
activity and pension tax.

Source: Statistics Denmark and own calculations.

Expenditure on income transfers is projected to decrease relative to GDP as the ad-
justment of pension age thresholds in the Welfare Agreement begins to take effect
from 2019 when the initial 2-year increase of the age thresholds for VERP and pub-
lic pension is phased in (during 2019-2022 for the VERP age and 2024-2027 for the
pension age) and as the indexation of the age thresholds starts taking effect from
2025 for the VERP age and 2030 for the public pension age. The decreasing income
transfer expenditures mainly reflect lower pension expenditure due to increases in
the pension age in line with the expected remaining lifetime for 60-year olds, in con-
junction with demographic factors implying gradually fewer pensioners compared to
the labour force — and hence less pension expenditure relative to GDP. At the same
time, the maturing of the labour market pension schemes over time means more
pensioners will have income over and above their public pension, which reduces go-
vernment outlays for pension supplements and housing allowances etc.

The revenue from direct taxes (excl. corporate taxes from carbon tax liable compa-
nies) is relatively constant as a per cent of GDP from 2015 to about 2030 and increa-
ses gradually after 2030, ¢. figure 5.3a. This increase in taxes relative to GDP after
2030 reflects in particular the effect of increasing (net) pension payments in line with
the maturation of labour market pensions coming to taxation, ¢f. figure 5.3b. North
Sea revenues decrease in per cent of GDP through 2050 (and thereafter) in line with
the depletion of oil and gas resources.
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| Figure 5.3a | Figure 5.3b
Direct taxes and indirect duties North Sea revenue and taxes from net
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averages of direct taxes are displayed in figure 5.3a and net pension payments in figure 5.3b.
Source: Statistics Denmark and own calculations.

The revenue from indirect taxes increases relative to GDP towards 2013 mainly as a
consequence of the phasing in of the financing elements of the Spring Package 2.0.
Thereafter revenues are set to decrease up to 2019, partly due to the objectives in the
Energy Agreement of reduced energy consumption in 2020 and the nominal prin-
ciple of the tax freeze. After 2020 revenues continue to decrease, mainly due to decli-
ning energy consumption relative to GDP and a higher share of renewable energy
that reduces the revenue from energy taxes.

Effects of the pension reform in the 2006 Welfare Agreement

The Welfare Agreement passed in 2006 provides increased assurance against sub-
stantial fiscal imbalances developing over the longer run as life expectancy and the
number of elderly citizens is set to increase, ¢f CP06 and CPO7.

Without the initiatives in the Welfare Agreement, the primary structural balance for
central and local governments would deteriorate by up to 5%z per cent of GDP from
2012, . figure 5.4a. This mainly reflects higher pension expenditure and lower em-
ployment in the absence of the Welfare Agreement, ¢f. fignre 5.4b. The initiatives in
the Welfare Agreement — primarily the pension reform — improve the structural ba-
lance by 32 per cent of GDP in 2040, implying that the balance in total is weakened
by 1% per cent of GDP from 2015-2040 and not by 5%4 per cent of GDP. The Wel-
fare Agreement implies — in conjunction notably with the relatively smaller cohorts
of high-age — that the primary balance improves after 2035 in the projection.
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| Figure 5.4a Figure 5.4b
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Source: Own calculations.

CP09 is based on the latest population projection from DREAM (Danmarks fremtidige
befolkning, angnst 2009). Compared to the population projection underlying CP08, the
population projection is by and large unchanged in terms of the projected increase in
longevity. The expected increase in longevity in the current projection is broadly in
line with the projections of e.g. Statistics Denmark and also with the population sce-
nario applied in the European Commission’s evaluation of long-term sustainability
(The Long-term Sustainability of Public Finances in the European Union, Enrgpean Commission,
2009).

The Welfare Agreement addresses the long run fiscal challenges stemming from lon-
ger longevity, which in the absence of the reforms would almost automatically lead
to more years in retirement, and that increased longevity also increases public spen-
ding on health and long-term care. The increased longevity, however, still contributes
to deteriorate public balances due to increased public expenditure on health and
long-term care towards 2025, ¢f CP07.

Around four fifths of the deterioration in public finances that would otherwise be
associated with increasing life expectancy from today’s level is estimated to be offset
by the agreed indexation of the age thresholds in the pension system as longevity in-
creases and health improves, ¢f CP07. On top comes the effect of the 2 year increase
in the VERP and pension age limits that is phased in during 2019-2022 and 2024-
2027, respectively. This 2 year increase is independent of any increases in longevity
from today’s level, and can be seen in the light of the increase in lifetime expectancy
for 60-year olds which has occurred since around 1995.
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Appendix 1. Policy response to the global economic crisis

Overview of Danish initiatives

Fiscal policy

The Fiscal Bill for 2009, adopted in December 2008, entails an expansionary economic policy,
including increased public consumption expenditures and tax reductions following the agree-
ments on Lower tax on earned income from 2007.

The agreement on a green transport policy from January 2009 includes initiating and front-
loading public investments and other traffic related initiatives for a total 5 billion DKK in 2009
and 2010.

The agreement on extended credit periods for firms, implying interest savings for firms and a
central government interest loss of 2 billion DKK in 2009.

Tax reform, included in the Spring Package 2.0 of March 2009, which is fully financed and helps
to increase labour supply etc. and strengthens the ability to finance public expenditures in the
longer run. The tax reform takes effect as of 2010, tax reductions applying initially, while the fi-
nancing elements are gradually phased in.

A possibility to withdraw SP-savings from 1st of June 2009 till 1st of May 2010. Strengthens de-
mand and improves the government budget in the short run.

A home repair and renovation scheme of 1% billion DKK, including a focus on energy-saving
modifications.

2 billion DKK increase in local government investments in 2009 on top of local government
budgets. This implies that total local government investments amount to 17% billion DKK in
2009 (measured in 2009-prices).

Agreements on the local government economy in 2010, from June 2009, implies that the
government and Local Government Denmark (KL) agreed on a further increases in investments
concerning day care, primary schools, elderly and other local government areas, including roads.
Financing is provided for investments that amount to 20 billion DKK in 2010 (measured in 2010-
prices). No upper limit for investments has been defined for 2010.

The Fiscal Bill for 2010, passed in December 2009, implies in extension of the fiscal bill for 2009
a considerable easing of fiscal policy. A range of growth promoting initiatives is included such as
investments amounting to 5 billion DKK in 2010-2013. Furthermore, A-tax and labour market
contribution credit periods remain extended and the substantial increase in local government
investments is supported by new debt financing options amounting to 3 billion DKK. The effect
on economic activity of the fiscal bill for 2010 is estimated to 0.8 per cent of GDP. In addition, it
is made possible to withdraw tax exempt self pension funds amounting to 4% billion DKK, which
is estimated to stimulate the economic activity by a further 0.1 per cent of GDP in 2010.

The estimated aggregate effect of the release of SP-savings, the self pension funds, and the ex-
pansionary fiscal policy in 2009 and 2010 contributes to a rise in GDP of 2% per cent, and an iso-
lated effect on the employment of around 50,000 persons compared to a neutral policy scenario.
Public investments are planned to increase by 30 per cent in total in 2009 and 2010.
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Overview of Danish initiatives (continued)

Monetary policy: fixed exchange rate policy etc.

Monetary policy interest rates. The monetary policy interest rate in Denmark (the central bank
lending rate) has been reduced to 1.05 per cent and has never been lower. This supports the real
estate market and reduces financing costs in financial institutions. When financial turmoil
peaked, the interest rate spread to the euro area increased to1.75 per cent, but the interest rate
spread has since been brought down to 0.05 per cent - similar to the spread before the crisis.

Foreign currency reserves have increased significantly, contributing to support the fixed ex-
change rate policy.

30-year loans. The central government issued 30-year government bonds for about 90 billion
DKK in the autumn. The 30-year bonds serve as an instrument for risk-management in the pen-
sion sector. The foreign currency reserve has been strengthened to the extent that the hedging
instruments have affected the foreign-exchange position of the pension sector.

The Social Pension Fund’s regulations were changed in November 2008, such that a larger
share of funds can be invested in other securities than government bonds, including mortgage
bonds. In December 2009 the Fund expected to purchase short term mortgage bonds for
approx. 44 billion DKK to cover the central government interest rate risk regarding the financing
of social housing.

Danish initiatives towards financial markets

Guarantees and capital injections etc.

Bank Rescue Package. Agreement on Financial Stability (October 2008) includes a government
guarantee for simple creditors in banks (deposits and loans to other banks etc.) until 30. Sep-
tember 2010 and establish a “winding-up company”, referred to as the Financial Stability Com-
pany, to handle distressed financial institutions, so that depositors and other simple creditors do
not suffer losses. Financial institutions in The Danish Contingency Association pay a guarantee
commission of 15 billion DKK in total in 2009 and 2010 and covers losses up to 10 billion DKK.
Any losses above 10 billion DKK are covered first by the guarantee commission paid by financial
institutions, after that by the Danish Contingency Association up to 10 billion DKK. Losses above
35 billion DKK are covered by the central government. Subsequently a 3-year interim arrange-
ment for the government guarantee has been made (the Credit Package), ensuring a gradual
phasing out of the guaranties. At the same time the arrangement is extended to mortgage insti-
tutions’ supplementing securities on covered bonds.

Credit Package. The agreement from January implies (in addition to the above mentioned) that
the central government offers financial and mortgage institutions capital injections with the pur-
pose of counteracting any further tightening of credit conditions possibly causing a credit
crunch. The capital in question is interest carrying hybrid core capital that must be paid back.
Under certain conditions financial institutions are allowed to convert the capital injection to eq-
uity. The interest rate on central government capital injections will be determined individually in
each financial and mortgage institution based on criteria reflecting the risks on the loan.

Pension agreement. In October 2008 an agreement was made with the aim of ensuring that
insurance and pension companies would not be needlessly forced to sell out of shares and Dan-
ish mortgage bonds. A large sell-off of long term mortgage bonds could have caused further de-
clines in share prices due to low market liquidity with serious consequences for the pension
fund’s financial positions. Technically, the agreement involved changes to the method applied in
the assessment of pension companies’ liabilities.
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Overview of Danish initiatives (continued)

Liquidity

Central Bank liquidity support. The Central bank has eased financial institutions access to li-
quidity facilities in the Central Bank since the summer 2008, e.g. by opening the opportunity to
raise loans on new, special lending bonds on a weekly basis. Access to loans based on excess leg-
islative solvency and certain securities has also been opened. In collaboration with the ECB and
The US Federal Reserve the Danish Central Bank has established a mutual currency agreement
(swap agreement) to increase euro and dollar liquidity in the markets. The Central Bank balance
has been increased considerably.

Increased liquidity in firms. In February credit periods were extended for VAT, income tax and
labour market contributions paid in by firms. In total payments of approx. 65 billion DKK were
deferred. In May it was decided to extend credit periods for the rest of the year by introducing a
slow transition to normal credit periods, such that deferred payments are paid off in the autumn,
with continued extension for income tax etc. agreed in Fiscal Bill 2010.

Export loans. 20 billion DKK has been provided for export lending facilities in the context of the
Export Credit Fund, and giving the Export Credit Fund the option to reinsure export contracts

with shorter time to maturity. Furthermore, with The Business Package, the Export Credit Fund
can guarantee Danish firms operational and processing credits for a total of up to 2 billion DKK.

Other initiatives affecting liquidity. Access to SP-savings (and tax reductions) increases liquidity
in households. SP-savings amount to around 50 billion DKK. The remaining SP-funds will be paid-
outin 2010.

Business Package. To improve financing options for small and medium- sized firms The Growth
Fund’s scheme for “growth cautioning” has been increased by 1.5 billion DKK. Furthermore the
government has through the Growth Fund provided 0.5 billion DKK for a “funds of funds”,
hence, a fund that can invest in private venture funds. The common collective export arrange-
ment has also been given 54 million DKK more in 2009 and 2010, and 50 million DKK has been
allocated to increase the co-operation between the public and the private sector to develop new
market-based solutions for the provision of (publicly-funded) welfare services.

Danish assistance to the most exposed economies

Loans to Iceland. In order to contribute to the economic recovery in Iceland, Denmark, Sweden,
Norway and Finland have committed to provide a total of 2.5 billion USD in form of medium
term loans as supplements to loans from the IMF. The loans from the Nordic countries are condi-
tional on that Iceland specifies a medium term fiscal consolidation plan. Denmark’s contribution
is estimated at 3.7 billion DKK.

Loans to Latvia. Latvia has in co-operation with the IMF established a programme for economic
stabilization. Following the IMF programme, Denmark, Sweden, Norway and Finland has com-
mitted to provide 2.55 billion USD (approx. 1.9 billion euro) in form of medium term loans.
Denmark’s share corresponds to 3 billion DKK.

Increase in IMF’s resources. On 17. March 2009 EU’s head of (states and) governments reached
an agreement that EU-countries should contribute to the increase in IMF resources by a total of
125 billion EUR, corresponding to 930 billion DKK. In the short run 75 billion euro will be supplied
to the IMF through bilateral lending agreements with the member states. Denmark’s lending
commitment of the 125 billion euro, which ultimately is expected to be provided through the
New Arrangement to Borrow (NAB), constitutes approx. 24 billion, of which 14% billion DKK has
already been supplied through a lending agreement between The Central Bank and the IMF.
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Overview of Danish initiatives (continued)

e  Loans to the IMF’s PRGT-fond for low income countries. Denmark has committed to supply
200 million SDR in loan resources, corresponding to approx. 1.7 billion DKK, to finance IMF’s
special low interest loans for low income countries with balance of payments problems. Low in-
come countries are hard hit by the economic crisis and the demand for low interest loans from
IMF has increased substantially. The Danish loan, given through the Central Bank, is guaranteed
by the Danish government.

Financial regulation and supervision

e Regulation of the financial sector. Work is in progress to strengthen both the regulations and
the supervision of financial markets at national, European and global level. The Danish govern-
ment is involved in the work to shape the concrete initiatives before their adoption and in No-
vember 2008 the Danish government published a “Danish view on openness and responsibility
in EU capital markets”. Capital bases in financial institutions must be strengthened and in addi-
tion to the European work on accounting rules and capital requirements in credit institutions,
supplementary national solutions also need to be considered.

e Issuing of solvency requirements. Denmark has introduced rules according to which individual
solvency requirements in financial and mortgage institutions have to be made public.

e Increased supervision. With Bank Package | and the Credit Package supervision of financial and
mortgage institutions has been strengthened. In the future, the Financial Supervision Authority
(FSA) must check the solvency requirements in all credit institutions except for the smallest
ones. Moreover, work on a more efficient supervision by improved instruments and stronger
scope for intervention is in progress. This applies to e.g. the FSA’s opportunity to publish risk in-
formation to financial and mortgage institutions. The supervision will in the future focus more
on whether or not the financial and mortgage institutions are operating in a sustainable manner.
Work is in progress at a European level to establish a common European authority to supervise
the financial markets and provide advice on system risks for the financial sector.
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Appendix 2. Alternative scenarios and sensitivity analysis

A2.1 Cyclical risks
There is a high degree of uncertainty about economic developments going forward,
both as regards the short-term cyclical outlook and more fundamentally if the down-
turn following the financial crisis will lead to a permanent reduction in potential
GDP and possibly employment compared to the expectations in previous convert-
gence programmes.

The extent of the medium term consolidation task may be influenced by the macro-
economic conditions as illustrated in two alternative scenarios, cf. also chapter 1:

1) A positive scenario assuming a quick return to normal cyclical conditions in the
world economy in the course of 2010-2013, notably driven by easy monetary and
fiscal policy and a rather rapid normalisation of credit conditions and aggregate
demand.

2) A negative scenario where the emerging recovery tapers off for a period, and
where growth potential and employment is permanently weakened in the wake
of the financial crisis.

In the positive scenario, finances are strengthened in the short term by the stronger
growth in private consumption and GDP, as well as high revenues from the North
Sea and taxes on accrued pension returns. The actual public budget balance is im-
proved quickly and will be positive in 2014-2015. The EMU-debt will be reduced as
a percentage of GDP from 2012 to 2015 by about 6 percentage points.

In the positive scenario, the deficit on public finances will already be reduced to be-
low 3 per cent of GDP by 2012, and the scenario will thereby imply that a decision
can be made in 2013 that Denmatrk no longer has an excessive deficit under the
EDP-procedure — one year earlier than in the CP09-projection. The positive scenario
includes measures to adhere to the expected recommendation of effective consolida-
tion initiatives in 2011-2013.

In the negative scenario where cyclical conditions remain unfavourable for a pro-
longed period and employment is permanently lower than projected — e.g. if labour
market structures are weakened or structural unemployment turns out to be higher
than estimated — the challenge of ensuring sustainable public finances is magnified
considerably. The actual deficit in 2015 is increased by around 1.6 per cent of GDP
and the EMU-debt is almost 8 per cent of GDP higher than in the main scenario.

This scenario illustrates that the level of structural employment is central to whether
the challenges in the wake of the crisis have increased more than estimated in the
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convergence programme. Hence, it is a key condition for the convergence pro-
gramme that structures in the labour market are not weakened.

| Table A2.1
‘ Alternative scenarios: Positive and negative scenario
\ 2010 2011 2012 2013 2014 2015
| CP09-projection
| Real GDP-growth 1.3 1.6 2.0 2.3 2.6 2.6
‘ Unemployment, per cent of

work force 5.3 5.3 4.9 4.3 3.9 3.6
‘ Public budget balance, per cent

of GDP -5.5 -4.2 -3.2 -1.9 -0.8 0.0
\ EMU-debt, per cent of GDP 41.8 46.2 48.3 48.1 46.1 45.0
|
| Positive scenario
| Real GDP-growth 1.8 1.9 2.2 2.0 2.0 2.2
‘ Unemployment, per cent of

work force 5.1 4.9 4.2 3.6 3.6 3.6
‘ Public budget balance, per cent

of GDP -5.1 -3.5 -2.1 -0.4 0.5 1.1
‘ EMU-debt, per cent of GDP 41.3 44.9 45.8 44.3 41.1 39.2
|
| Negative scenario
| Real GDP-growth 0.6 0.9 1.2 2.2 2.8 24
‘ Unemployment, per cent of

work force 5.7 6.2 6.4 6.0 5.7 5.3
‘ Public budget balance, per cent

of GDP -5.8 -5.0 -4.5 -3.5 -2.4 -1.6

EMU-debt, per cent of GDP 42.5 48.0 51.8 53.2 52.2 52.6
Source: Own calculations based on ADAM.

In the negative scenario, the deficit on public finances does not return to below 3 per
cent before 2014, and the scenario therefore implies that a decision cannot be made
until 2015 that Denmark once again fulfils the convergence criteria for participation
in the euro and the rules for sound public finances in the Stability and Growth Pact.
The negative scenario also assumes that the recommendation for effective consolida-
tion initiatives from 2011-2013 is met, even though the growth projection is weaker
than assumed in the CP09-projection.

A2.2 Sensitivity towards changes in foreign growth, interest rates etc.

External assumptions

The projection underlying CP09 is largely based upon the last published macroeco-
nomic forecast in Economic Survey, December 2009. The two main deviations from
the December-survey are that growth in public consumption in 2011 is 0 per cent
rather than 1 per cent and the contribution to growth from inventories is also
changed from 0.1 to 0.3 percentage points. Assumptions regarding the international
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economy are based on the autumn forecast of OECD. Assumptions on foreign
growth (cf. annex table 8) are relatively close to the autumn forecast of the Commis-
sion and the common external assumptions, which the member countries (particu-
larly euro and ERM II countries) should as a baseline case base their stability and
convergence programmes upon.

The autumn forecast of the Commission and the common external assumptions in
CP09 differ from the ones used in CP09 in particular within the following areas, ¢f.
also table A2.2a.

e  GDP-growth with countries buying Danish exports is a bit lower, such that ex-
port market growth for industrial goods is 0.3, 0.7 and 1.3 percentage points
lower in 2009, 2010 and 2011, respectively, than in the December forecast.

e The price of crude oil is assumed to be at 61.3, 76.5 and 80.5 USD per barrel in
2009, 2010 and 2011, respectively, whereas it was estimated at 61.9, 80.3 and
84.5 USD per barrel in the December forecast,

e Short term yields are respectively 0.2 and 0.5 percentage points higher in 2010
and 2011 than in the December forecast. The long term yields are 0.1, 0.2 and
0.1 percentage points lower in 2009, 2010 and 2011, respectively, compared to
the December forecast.

| Table A2.2a
External assumptions
| 2009 2010 2011
Eco- Eco- Eco-
nomic nomic nomic
Survey, EU Survey, EU Survey, EU
Decem- autumn | Decem- autumn | Decem-  autumn
ber forecast ber forecast ber forecast
| Export market growth” -10.9 -11.2 3.6 2.9 6.1 4.8
Crude oil price, USD per bar-
rel 61.9 61.3 80.3 76.5 84.5 80.5
| short term yields, percent” 1.3 1.3 1.3 1.5 2.0 2.5

Long term yields, percent” 3.3 3.2 3.7 3.5 3.9 3.8

1) Export market growth for industrial goods, real growth in per cent.

2) Apart from a change in short and long term European yields that the table refers to, the levels for the
cotresponding Danish yields are adjusted such that the spread for the Euro Area is unchanged
compared to the assumed in Economic Survey, December 2009. Furthermore, the average Danish bond
yield is recalculated with weights equal to those of the December forecast, but with the revised yields.

A model simulation incorporating the common external assumptions indicate that
the GDP-growth in comparison to the December forecast will be reduced from 1.3
to 1.2 per cent in 2010 and from 1.6 to 1.3 per cent in 2011, ¢ table A2.25".

! In 2009, GDP-growth is largely unchanged and the marginal reduction from -4.3 to -4.4 is due to rounding.
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In 2010, the lower GDP-growth is primarily due to lower export market growth and
higher short term yields, the negative effects of which more than outweigh the mar-
ginal positive effect from lower oil prices. In 2011, the negative contributions from
lower export market growth and higher short term yields are somewhat higher.

Unemployment as a percentage of the work force is somewhat higher in all three y-
ears as a result of the estimated lower activity level. The public budget balance for
2009 and 2010 is unchanged, but is weakened in 2011 compared to the December
forecast.

All in all, the differences in external assumptions only give rise to minor changes in
GDP-growth, public finances etc.

Table A2.2b
Alternative scenarios: Foreign growth and interest rate assumptions
2009 2010 2011 2012
CP09-projection
Real GDP-growth -4.3 1.3 1.6 2.0
Unemployment, per cent of work force 3.4 5.3 5.3 4.9
Public budget balance, per cent of GDP -3.0 -5.5 -4.2 -3.0
EMU-debt, per cent of GDP 38.5 41.8 46.2 48.1
External assumptions of EU
Real GDP-growth -4.4 1.2 1.3 -
Unemployment, per cent of work force 3.5 5.4 5.5 -
Public budget balance, per cent of GDP -3.0 -5.5 -4.4 -
EMU-debt, per cent of GDP 38.5 41.9 46.7 -
Higher yields (domestic and foreign)
Real GDP-growth - 0.9 0.6 1.4
Unemployment, per cent of work force - 5.5 6.0 6.0
Public budget balance, per cent of GDP - -6.4 -5.3 -4.2
EMU-debt, per cent of GDP - 42.7 48.2 51.3
Source: Own calculations based on ADAM.

Interest rate sensitivity of public finances

The outlook for interest rates is also uncertain. For instance, it is uncertain whether
and when the large public deficits both domestically and abroad will affect interest
rates. A higher public deficit will probably affect interest rates differently in a situa-
tion where public finances are sound compared to a situation where many countries
exhibit very large deficits at the same time, cf. box 1.5 in chapter 1.

The interest rate sensitivity of public finance is illustrated in table A2.2b with a sce-
nario in which foreign and domestic yields are permanently 1 percentage point
higher along the entire yield curve compared to the CP09-projection.
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Domestic activity is weakened and the public budget balance is reduced by 0.9 per
cent of GDP in 2010 and by 1.1 and 1.2 per cent of GDP in 2011 and 2012, respec-
tively. Hence, the interest rate sensitivity of public finances is relatively significant.

The main reason for the weakening of the public budget balance in 2010 and 2011 is
the reduction of revenues from taxes on accrued pension returns as a result of rising
yields between 2009 and 20102, This is the result of higher yields leading to signifi-
cant losses on bond holdings of taxable pension funds, whereby the tax base for the
tax on accrued pension returns is reduced markedly. In the forecast from December,
revenues from the tax on accrued pension returns are estimated at 0.7 per cent of
GDP in 2010 which could be reduced to nothing if yields rise 1 percentage point. In
2011, revenues from the tax on accrued pension returns are estimated 0.2 per cent of
GDP lower, as the yield increase will imply that negative taxes will be brought for-
ward into 2011.

Furthermore, the yield increase reduces economic activity both domestically and ab-
road and unemployment is increased. This deteriorates the public budget balance via
automatic stabilisers.

The direct effect of the higher yields on public net interest payments is relatively
mild in 2010-2012. That should be seen in light of a relatively moderate public debt,
the fact that higher yields will only gradually affect the outstanding bond debt and
finally that the public sector also has yield zncomze.

A2.3 Effect on public finances from a change in potential GDP

In CPO09, the level of potential GDP is estimated to be around 2 per cent lower than
in CPO08 as a result of the global crisis. The downwards adjustment of the estimated
potential growth by around 1 percentage point per year in 2009 and 2010 reflects a
reduction in labour productivity (production per employed person), which follows a
fall in the intensity of capital per employed and low growth in total factor productiv-
ity. The estimate of structural unemployment has only been adjusted slightly upwards
since CPO8 (by around 0.1 percentage points based on the estimate in Economic Sur-
vey, December 2009).

The lower potential GDP could initially be a consequence of lower corporate in-
vestments and that a non-trivial share of capital (machinery, buildings etc.) has been
lost or reduced in connection with bankruptcies or sectoral adjustments during the
crisis. At the same time it is likely that risk premia in a few years’ horizon will be
higher and the access to credit less easy than in the years leading up to the financial
crisis. As monetary policy is normalised, this could imply that the financing costs of
companies will be higher than before the crisis. On top of this, large public budget

2 The reduction of revenues from the tax on accrued pension returns over the short term reflects a postponement of
tax revenues. A higher yield level will increase revenues in the long term since higher yields result in higher returns
on pension assets. Measured as net present value, a higher yield level will increase revenues from taxes on accrued
pension returns.
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deficits could put upward pressure on yields and hence on financing costs for com-
panies.

This means that the capital intensity per employee could in the medium term be
lower than otherwise. This results in a lower productivity and thus real income. Fur-
thermore, according to IMF and others, experience from previous financial crises
indicates a significant permanent reduction in the level of potential GDP3.

The downwards adjustment of potential GDP is roughly in line with the estimations
of other institutions. Hence, EU, OECD, IMF and national authorities in most
countries have also adjusted their estimates of potential GDP downwards, in most
cases by around 2 per cent or more*. Calculations made by the European Commis-
sion indicate that potential GDP could be 3 per cent lower than in absence of the
global crisis, while positive and negative scenarios show falls of Y2 and 42 per cent,
respectively. Accordingly, the OECD estimates that the ctisis has reduced average
potential output by 3%z per cent for the OECD-countries. In Denmark’s case, the
European Commission has reduced the estimate of potential output by around 4 per
cent in 2010 since the autumn 2008 forecast, while the OECD in the same period
has reduced potential output by close to 1 per cent.

Hence, particularly in the current situation, there is uncertainty surrounding the esti-
mate of potential GDP. In order to highlight the effect on public finances of the
change in potential GDP calculations below show the effect of two alternative sce-
narios where potential GDP is unchanged relative to CP08 (high growth scenario) or
reduced by 4 per cent of GDP in 2015 (low growth scenario).

The scenarios illustrate the effects on the sustainability indicator and the share of
public consumption in GDP if the planned real growth in public consumption is not
adjusted to possible changes in structural GDP. Unchanged real growth in public
consumption means as a starting point that public purchases of goods and services
from the private sector are not adjusted with changes in potential GDP. Hence, the
share of public purchases relative to GDP decreases (increases) by around 0.2 per-
cent in the high (low) growth scenario, both in 2015 and in the long term. Thus, in
total the share of public consumption to GDP decreases (increases) by around 0.2
per cent of GDP in the high (low) growth scenario. Furthermore, it is assumed that
private sector wages adjust in line with the development in productivity, such that
the wage share in the private sector is unchanged. Public sector wages are assumed
to grow in line with private sector wages and hence, the public sector wage bill is un-
changed as a percentage of GDP in the two scenarios®.

3 World Economic Outlook October 2009: Sustaining the Recovery, IMF.

4+ OECD Economic outlook No. 84 and 86, OECD, Eurgpean Economic Forecast, autunmn 2008 and 2009, European Commiis-
sion.

5 The high growth scenario is based on productivity in the private sector being 2%z per cent higher than in the main
scenario, which increases total productivity in the economy, and thereby real GDP, by 2 per cent. Private wages (and
thus public wages) are increased by 2%z per cent in line with productivity in the private sector. All in all, the share of
public wages to GDP is unchanged, because nominal GDP also grows by around 2%2 per cent as a result of an in-
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| Table A2.3
| Changes in public finances at unchanged productivity compared to CP09

1) Effect on primary budget balance in 2015.
Source: Own calculations based on ADAM.

Permanent
(Effect on
Per cent of GDP 2015 Sust. Ind.)
| 2 per cent higher productivity and potential GDP than in CP09-projecction
| Public consumption -0.2 -0.2
| - purchase of goods -0.2 -0.2
\ - wages 0.0 0.0
|
| Other 0.05
|
| Total balance/sustainability effect (unchanged oil and asset prices etc.) 0.2" 0.15
2 per cent lower productivity and potential GDP than in CP09-projecction
| Public consumption 0.2 0.2
| - purchase of goods 0.2 0.2
| -wages 0.0 0.0
|
| Other -0.05
|
Total balance/sustainability effect (unchanged oil and asset prices etc.) -0.2" -0.15

In total, the fiscal sustainability (sustainability indicator) is improved (worsened) by
0.15 per cent in the high (low) growth scenario. The effect on the sustainability indi-
cator is a bit smaller than the partial effect from the public purchase of goods. That
is due to a number of revenues (North Sea revenues, taxes on pensions, property
value taxes etc.) being assumed unchanged in nominal terms in the scenarios. If the
effects on potential GDP are also assumed to affect oil and asset prices etc., the sus-
tainability effect could amount to 0.2 per cent of GDP.

In Fiscal Survey 2004 (FR04), calculations have been made showing how changes in
productivity growth affect public finances. The calculations in FR0O4 show that
higher productivity growth is roughly neutral for fiscal sustainability, a result that dif-
fers from this appendix. The difference is due to the assumption of whether the
changed productivity growth affects real growth in public consumption (through the
purchase of goods from the private sector). In FRO4, it is assumed that the change
occurs after the planning horizon. Thus, it is technically assumed that real growth in
public consumption is changed with the change in productivity growth, such that
public consumption is unchanged as a share of GDP. In this appendix, productivity
growth is changed within the planning horizon (i.e. towards 2015), where real growth

crease of 2 per cent in real GDP and "2 per cent price increase based on higher public wages. Furthermore, it is as-
sumed that transfer incomes are adjusted in line with private wages. The low growth scenario is calculated the same
way, just the opposite direction. The long-term productivity growth is assumed unchanged compared to CP08.
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in public consumption in the absence of new decisions is not affected by changes in
productivity. Hence, public consumption as a share of GDP falls at higher produc-
tivity growth, which gives an improvement of fiscal sustainability, and vice versa at
lower productivity growth.

A2.4 Scenario with high oil price - long term effects

The International Energy Agency (IEA) has in the latest World Energy Outlook from
November 2009 worked out two scenarios. In a reference scenario, IEA sketches a
scenario that describes how energy markets are expected to develop if current poli-
cies do not change. An alternative scenario presents an IEA assessment of the energy
markets in a situation where the long term concentration of green house gasses in
the atmosphere does not exceed 450 ppmv. CO; equivalents — a target that is con-
nected to a rise in global temperature of around 2 degrees. In the alternative sce-
nario, global demand for oil is lower, which results in a lower oil price compared to
the reference scenario.

In the central CP09-projection, the alternative scenario is used, partly because of an
expectation that energy and climate policy will change globally as a result of the chal-
lenges connected to climate change. Furthermore, for the sake of prudence, the al-
ternative scenario that uses a lower oil price than the reference scenario is employed.

In this projection it is assumed that the oil price rises gradually from 80 USD per
bartel in 2010 to 92 USD per barrel in 2015 (2010 price level), ¢f. fignre A2.1a. To-
wards 2030, the price is assumed to reach 100 USD per barrel. The projection is
above the actual spot price of around 70-75 USD per barrel based on the alternative
scenario of IEA.

In the reference scenatio of IEA, the estimate for the oil price towards 2015 is iden-
tical to the alternative scenario, while the oil price afterwards is higher, such that the
estimate for 2030 is 127 USD per barrel (2010 price level).

| Figure A2.1a | Figure A2.1b
Oil price, CP09 and scenario with high oil North Sea revenues, CP09 and scenario
price with high oil price
USD, 2010-prices USD, 2010-prices Per cent of GDP Per cent of GDP
150 4 r 150 3,0 - [ 3,0
2,51 r25
100 4 - 100 2,0 1 k2.0
13 13
50 - 50 10 ~ 1.0
0.5 - \——\V\ 0.5
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Source: IEA2009, Ministry of Taxation and own calculations.
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If the reference scenario of IEA is used in the CP09-projection, revenues from the
North Sea are increased from 2015 and onwards, ¢f. figure A2.1b. Changes in the pro-
duction forecast resulting from a higher oil prices are not included. Also, the effect
that increased investments could lead to large depreciation write-offs resulting in
lower tax revenues, is not included.

The sustainability indicator is strengthened through higher North Sea revenues by
around 0.1 per cent of GDP, and thereby constitutes just under 0.3 per cent of
GDP, o table A2.4. The structural budget balance in 2015 is unchanged, as the oil
price is only changed after 2015.

| Table A2.4
} CP09-projection and scenario with higher oil price as in the reference scenario of IEA

CPO9 incl. ref.
CP09 scenario of IEA
Per cent of GDP
Fiscal sustainability indicator 0.2 0.3
Structural budget balance in 2015 0.0 0.0

Source: Own calculations.

In the projection it has not been taken into account that higher oil prices will in-
crease incentives for efficient use of energy and thereby reduce revenues from energy
duties. Likewise, the lower costs in connection to the fulfilment of reduction targets
for COs-emissions in non-quota constrained sectors have not been accounted for.
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Appendix 3. Comparison with Convergence Programme
2008

A3.1 Changes to GDP-growth and public finances since CP08

In CP09 real GDP growth is -1 per cent in 2008 and -4"4 per cent in 2009, whereas
CP08 assumed approximately zero growth over these 2 years, ¢f. zable A3.1. The es-
timated output gap is thus considerably weaker in 2009 than expected in CP08. Cy-
clical conditions assumed to gradually recover up to 2015, but potential GDP is re-
vised downwards. In total, GDP growth in 2011-2015 is expected to be moderately
higher compared to CPOS.

| Table A3.1
‘ Comparison with CP08

‘ 2008 2009 2010 2011 2012 2013 2015

‘ GDP growth (per cent)

| cpos 0.2 -0.2 0.7 1.9 1.7 1.6 1.6
| cP09 -0.9 -4.3 1.3 1.6 2.0 2.3 2.6
| Change -1.0 -4.1 0.6 -0.3 0.3 0.7 0.9

‘ Output gap (per cent of GDP)

\ CP08 1.9 0.6 -0.7 -0.4 0.0 0.0 0.0

| cPo9 1.1 -2.4 -3.0 -2.8 -2.1 -1.4 0.0
Change -0.8 -3.0 -2.3 -2.4 -2.1 -1.4 0.0
Public balance (per cent of GDP)

\ CP0O8 3.0 0.0 -1.2 0.3 0.1 0.1 -0.1

| cPo9 3.4" -3.0 -5.5 -4.2 32 -19 0.0
Change 0.5 -3.0 -4.2 -4.5 -3.3 -2.0 0.1
Gross public debt (per cent of GDP)

\ CP08 30.3 27.9 26.3 254 24.6 23.8 22.6

| cPo9 334 38.5 41.8 46.2 48.3 48.1 45.0

\ Change 3.1 10.6 15.5 20.8 23.6 24.3 22.4

Net public debt (per cent of GDP)

| cPog -6.9 -6.7 -5.3 -5.6 -5.9 -6.2 -6.4

| cPo9 -6.5 -3.8 1.8 6.0 8.4 9.4 8.5
Change 0.4 2.9 7.1 11.6 14.3 15.6 14.9
1) The most recent EDP-reporting from Statistics Denmark in October, based on Economic Survey,

August 2009, also showed a surplus of about 3.4 per cent (based on the EDP-definition).
Source: Own calculations.
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The general government budget surplus — using the EDP-definition — was 3.4 per
cent of GDP in 2008, while a surplus of 3 per cent of GDP was estimated in CP08.
The strengthening of public finances in 2008 reflects higher than expected revenues
from income taxes and pension yield taxation.

The fiscal deficit in 2009 of about 3 per cent of GDP is significantly greater than in
CPO08, where a balance around zero was expected. The weakening reflects, among
other things, the steeper economic downturn. The projected public balance in 2010-
2012, is also significantly lower than in CPO8. It can, among other things be attrib-
uted to the cyclical situation and the very expansionary fiscal policy in 2009 and
2010, which has weakened the starting point, as well as higher interest payments, cf.
chapter 4. The larger negative output gap (up to and including 2014) contributes to
lowering the general government balance in CP09 compared to the CPOS.

Opverall, the projection in CP09 implies an increase in the EMU debt (in per cent of
GDP) until 2012, after which it is slightly reduced towards 2015. In CP09 the EMU
debt rises by about 15 per cent of GDP over the period 2008-2012, while the debt
ratio in CPO8 fell by about 6 per cent of GDP in the same period. In total the EMU
debt in CP09 with the included consolidation and reform requirements makes up
about 45 per cent of GDP in 2015.

This primatily reflects the significant deficits up to 2015, but also that gross debt rose
by almost 7 per cent of GDP from 2007 to 2008, although there was a surplus on the
government balance of 3.4 per cent of GDP in 2008. The increase in EMU debt
from 2007 to 2008 should be seen in light of the opening of a 30-year government
bond to improve the Danish pension sector options for hedging in the Danish cur-
rency in November 2008. The increased issuance of government bonds affects the
EMU debt upwards as the government liabilities hereby increases. The correspond-
ing increase of assets on the government’s account does not affect the EMU debt
directly, as the assets are not included or consolidated (except for government bonds
held by government subsectors).

The net public debt in 2008 of around -7 per cent of GDP is in CP09 increased by
almost 16 per cent of GDP up to 2013, after which it is slightly reduced towards
2015, in particular due to high GDP growth in 2014-2015 and the consolidation of
public finances. The net public asset position projected in CP08 is thus replaced by
an increase in net public debt over the same period in CP09.

Compared to the CPO8 projection the CP09 includes new information in a number
of areas. The new assumptions in CP09 include an updated economic forecast, an
updated population projection, and inclusion of the tax reform in Spring Package 2.0
as well as other initiatives. The impact on the sustainability indicator of the revised
assumptions etc. is described in section 1.6.
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Box A3.1

Weakened public finances in the absence of consolidation - projection incl. reform
requirements

The weakening of public finances since CP08 is in Summaryand Chapter 7reviewed for the projections
without non-implemented initiatives, i.e. the CP09-projection without new initiatives is compared with
CPO08 excl. reform requirements. This box displays the weakening from CP08 (including reform require-
ments) to CP0O9 (including tax reform and the remaining reform requirements) in the scenario where the
consolidation on the expenditure side is not included. This comparison therefore shows, among other
things, how much the government consumption expenditure increases in 2015, if real growth in public con-
sumption towards 2015 is identical to CP08 and with the same reform requirements as in CP08 (but where a
portion of the non-implemented reform requirements in CP08 are met through the tax reform in the Spring
Package 2.0).

Public consumption in 2015 is about 1 per cent of GDP above the benchmark in the 2015 Plan and

about % per cent of GDP higher than in CP08

¢ In CP08, the government consumption share of GDP in 2015 was about 0.6 per cent of GDP higher than
the benchmark in the 2015 Plan of 264 per cent of GDP, ¢f. table a. At unchanged real growth towards
2015, public consumption’s share of GDP would increase further by about 0.4 per cent of GDP compared

to CP08. This reflects increased consumption expenditure of about 0.5 per cent of GDP, while the increase

in indirect taxes under the tax reform technically reduces the share by about 0.1 per cent of GDP, as indi-
rect taxes are included in GDP.

o Of the increase in consumption expenditure of approx. 0.5 per cent of GDP about 0.3 percentage points
reflects increased consumption spending in 2009 (cf. chapter 1), while 0.2 percentage points reflects an
estimated reduction in GDP (structural) due to the financial crisis, cf. annex 2.

The fiscal sustainability indicator deteriorates by about 0.8 per cent of GDP

e Theincreased debt, which is being build up during the years of weak cyclical conditions after the financial
crisis, increases interest payments. In the absence of consolidation, net public debt in 2015 is expected to
be almost 19 per cent of GDP higher than in CP08. This increase in net debt in 2015 (where the cycle is as-
sumed normalised) weakens ceteris paribus the sustainability indicator by just above 0.3 per cent of GDP.

o Increased public consumption expenditure relative to GDP in 2015 means in isolation that the sustainabil-

ity indicator is weakened by 0.5 per cent of GDP compared to CP08 (excluding the technical denominator
effect arising from the higher indirect tax contributions to GDP caused by the tax reform).

Table a

Weakening of the sustainability indicator and status for the benchmark for public consumption
in 2015 with the same assumptions on real growth and reforms as in CP08

Per cent of GDP cpog” CP09? Difference
Sustainability indicator -0.1 -0.9 -0.8
- interest burden on increased debt from 2015 -0.3
- higher public consumption expenditures -0.3
- contribution from lower structural GDP -0.2
Public consumption in 2015 27.1 27.5 0.4
- higher public consumption expenditures 0.3
- contribution from lower structural GDP 0.2
- contribution of indirect taxes under the tax reform (higher GDP) -0.1
1) Including employment and working hours requirement up to 2015 (corresponding to 0.7 per cent of
GDP, cf. CP08).
2) Excl. consolidation, incl. tax reform (which implements 0.3 per cent GDP of the reform requirement)

and unimplemented reform requirements (equivalent to 0.4 per cent of GDP).
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Appendix 4. Implemented labour market reforms

A4.1 Overview of employment related initiatives

In the last decade, the focus of Danish labour market policies has, among other
things, been on harmonization and further intensification of the active labour market
policies, enhanced incentives to work and later retirement.

It is estimated with considerable uncertainty that structural employment overall has
increased by approx. 150,000 people from 2000 to 2009, corresponding to approx.
5Y2 per cent. Structural unemployment has been reduced by approx. 50,000 people
during the same period. These improvements are, among other things, the results of
improved structures in the labour market.

Active labour market initiatives

Two broad trends can be identified in Danish active labour market policies. These
are progressive harmonization of the activation efforts across the different target
groups, as well as earlier and more intensive active measures.

For the insured unemployed, the maximum duration before activation has to take
place has been brought gradually forward so that everyone over 30 years has the
‘right and duty’ to be activated within 9 months, and all unemployed under 30 years
are entitled to and obliged to accept the first offer of activation after 3 months of
unemployment. In addition, all benefit claimants are subject to an intensive activa-
tion effort after 2" years of unemployment for the remainder of the benefit period.

Activation policies for the uninsured unemployed have also been intensified. Social
security and start assistance (“starthjxlp”) recipients over 30 years with other prob-
lems than unemployment now undergo repeated activation after 9 months of unin-
terrupted unemployment. In addition, municipal incentives to activate social security
recipients have been improved by modifying the state-municipal reimbursement sys-
tem.

In addition to bringing forward and intensifying the activation measures, more focus
has been put on contact initiatives before the first actual activation offer. With the
introduction of case management plans (“kontaktforleb”), mandatory CV interviews
and tighter availability rules, the authorities maintain early and regular contact with
the unemployed with an aim to shorten the unemployment period as much as possi-

ble.

Furthermore, there has been an increased focus on reducing sickness absence, in-
cluding making offers to absentees to allow them to be active during recovery.
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Strengthened incentives to work

In parallel with the gradual shifting-forward and intensification of activation meas-
ures, financial incentives have been improved for welfare recipients to find employ-
ment and thereby become self-supporting.

Previously, many social security recipients could lose income if they chose to work
instead of receiving benefits. Against this background, a lower introductory cash rate
has been introduced for people who have not lived in Denmark for at least 7 out of
the last 8 years.

At the same time, a cap on social security (“kontanthjlpsloftet”) has been intro-
duced. The cap kicks in after 6 months and sets an upper limit on how much an in-
dividual can receive in total benefits, including housing assistance and special bene-
fits.

To ensure work availability for both spouses when both receive social security, an
annual minimum work requirement has been introduced and subsequently increased
from 300 to 450 hours in total for both spouses.

To encourage full time work, the rules applying to supplementary unemployment in-
surance benefits have been tightened. The number of weeks during which the indi-
vidual may receive supplementary benefits have been harmonized and limited to 30
weeks within a reference period of 104 weeks (2 years) for all.

Finally, a tax credit of up to 100,000 DKK has been introduced for 64-year-olds who
have worked full time since they were 60 years. It has been made more attractive for
age pensioners to continue working through the introduction of an additional in-
come deduction of 30,000 DKK and by reducing the employment requirements for
deferred pension (“opsat pension”) from 1500 to 1000 hours per year.

Increasing the retirement age
A number of measures have been implemented to increase labour supply by encour-
aging later withdrawal from the labour market.

The age limit for the Voluntary Early Retirement Pension (“eftetlon”), VERP
scheme and age pension will increase gradually by 2 years from 2019. From 2025
onwards, the age limits for the two retirement schemes will be indexed to the devel-
opment in life expectancy for 60-year-olds. The part-time pension scheme (“delpen-
sion”) will be phased out gradually.

Qualification for the VERP has been tightened by increasing the contribution period

from 25 to 30 years. In addition, the VERP earned income test has been eased for
people with relatively low incomes.
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In the unemployment insurance area, the extended benefit period for 55-59-year-old
recipients will be phased out so that, by 2012, uniform rules will apply to all recipi-
ents of unemployment benefits. At the same time, senior jobs are offered to over 55
year olds who lose their benefit entitlement as a result of the reduced benefit period.

Finally, disability pensioners on the ‘old scheme’ (“fortidspension — gammel
ordning”) who are able to work will receive full assurance that they will not risk los-
ing their pension entitlements by working.

Most recently, the employment policies have been streamlined with the creation of a
one-tier municipal employment system. Initiatives for the young unemployed have
been strengthened by the More young people in education and jobs bill (’Flere unge i ud-
dannelse og job”), which is targeted toward combating long-term unemployment.

A4.2 Overview of labour market reforms

Start Assistance (”Starthjelp”) (2002)
¢ Introduction of a lower social security rate for persons who have not lived in
Denmark for at least 7 out of the last 8 years.

Bringing More People into Employment (”Flere i Arbejde”) (2003)

e A cap on the amount of social security benefits after 6 months.

e Reduced social security for married recipients after 6 months.

e Social security allowance for married recipients with dependents.

¢ Increased employment allowance for married social security recipients.

®  Social security for under-25-year-olds is reduced to the same level as study
grants.

e Right to re-calculation of the unemployment benefit rate for university graduates
and other study leavers.

e Simplification of availability rules, sanctions and compliance control vis-a-vis
availability decisions by the unemployment insurance funds etc.

e Implementation of customized case management plans for unemployment bene-
fit claimants, social security recipients and rehabilitation clients. Adjustment of
the minimum requirements for activation offers.

e New common and simplified toolkit for municipalities and job centres consist-
ing of three activation tools that replace existing ones. The tools are: counselling
and skills upgrading, work place training and wage subsidies.

e  Opportunities for municipalities as well as jobcentres to provide assistance to-
wards meeting the cost of equipment and mentoring,

e ‘Secondary providers’ will be allowed to provide job mediation and placement
services and conduct interviews etc.

e The distinction between appropriate and reasonable work is abolished.
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Jobseekers will be required to apply for jobs after referral from the job centres,
the unemployment insurance office or an appointed ‘secondary provider’.

As part of the availability requirements, jobseekers must have an approved CV
within 1 month of enrolment at the jobcentre.

Jobseekers are required to actively seek employment while activated unless the
jobcentre has waived this requirement.

A person receiving supplementary unemployment benefits and having patt time
employment with a termination notice, must be able to be released from this
employment with one day's notice if being offered a job with longer working
hours.

A jobseeker will lose entitlements to unemployment benefits if the jobseeker
fails to put a CV in the ‘Job and CV bank’ 1 month after enrolment at the job
centre.

The ’Spring Package’ ("Forarspakken”) (2004)

Funds for upgrading low-skilled jobseekers that are ready for a job and have a
minimum of 1 year of unemployment.

Extension of the possibility of the 1-year offer of counselling and skills upgrad-
ing in the first unemployment period.

Skills upgrading for people with reading, spelling and numeracy impairments.
Training of low-skilled in strategic employment areas.

Relaxation of the entry admission requirements for social and health workers
(“SOSU-assistenter”).

Employment Strategy for Disabled Persons (2004)

Better employment counselling.

Knowledge acquisition about employers’ needs and wants.

Research into persons with a physical disability.

Improvements to sheltered employment in the municipalities.

Sheltered employment — toward real employment.

Publication of labour market conditions and opportunities for disabled persons
Voluntary access ability labelling for companies.

More personal assistance in the jobs and education area.

Personal assistance for people with physical disabilities.

Anti discrimination policy on grounds of disability.

Certificates for disabled persons.

Job search and information portal for persons with reduced functionality.
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Increased Efforts to Combat Social Fraud etc. (2005)
e Immediate activation where workplace inspections leave doubt about a person’s
availability for work.

Strengthened Sickness Absence Initiatives (2005)

e A new visitation and follow-up strategy aimed at providing the closest follow-up
for the most vulnerable sick as part of ensuring job retention.

¢ Improved coordination of the follow-up efforts between the municipality and,
among others, the work place, the general practitioner, the unemployment insur-
ance office and the hospital.

¢ Increased involvement of other stake holders to make use of the knowledge and
efforts that they can contribute.

e Improved medical certificates to the workplaces to promote a faster — possibly
partial — return to work.

Changed Rules on Self-inflicted Unemployment (2005)

e (larification of the rules so that absence from meetings and activities convened
by the jobcentre or the unemployment office will result in loss of benefit enti-
tlements.

’A New Chance for All’ (En ny chance til alle”) (2005)

e A requirement of 300 hours of paid work annually for married couples on social
security.

e  Obligation for under-25-year-olds to accept an education offer if seeking income
support.

e Strengthened sickness follow-up for social security and start assistance recipi-
ents.

e Amended state-municipal social security reimbursement rules in order to reward
municipal activation efforts.

o A new chance for all — a special initiative towards social security and start assistance
recipients who have been passive for a year or more (the initiative ran from the
1st of July 2006 to the 30™ of June 2008).

e Repeated activation after 12 months of social security and for start assistance re-
cipients over 30 years with problems other than unemployment after an uninter-
rupted unemployment spell of 12 months.

Agreement on Adjustments to the ‘Flexjob’ Scheme (2006)
e Increased contact with local authorities, including a personal interview, at least,
each time a person approved for a flexjob has been unemployed for 3 months.
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Flex-job approved recipients of unemployment assistance (“ledighedsydelse”)
are entitled to 6 weeks of self-selected training within the first 12 months of un-
employment.

Recipients of unemployment assistance are entitled to use a ‘secondary providet’
after 6 months of unemployment and obligated to use a ‘secondary provider’ af-
ter 1 year of unemployment.

Persons employed in a flexjob are entitled to a mentor.

Introduction of a flexjob certificate.

The municipality will forgo state reimbursement of unemployment assistance
when it has failed to find a flexjob to a person with flexjob visitation after the
person has received unemployment assistance for 18 out of 24 months.

The Welfare Agreement (2006)
General labour market policies

Systematic availability assessments and job follow-ups.

Simplification of interview types.

All CV interviews for insured unemployed are conducted by the unemployment
insurance office.

Insured unemployed and job ready social security and start assistance recipients
must, as a minimum, log on to Jobnet every week.

When an employer submits a vacant job (of more than 5 days duration), the job-
centre selects 1-2 registered unemployed for interview. On the employer’s re-
quest, a larger number of interviewees will be selected.

Activation measures are brought forward. Unemployed over 30 years must re-
ceive the first offer of activation within 9 months of unemployment and then
continue with repeated activation. After 2 years, the need for continuation of
early activation is assessed on the basis of an evaluation of the experience so far
as well as the economic situation and the level of unemployment.

Insured unemployed with more than 2V2 years of unemployment are subject to
‘right and duty’ activation — full-time if possible — during the remaining benefit
petiod.

The benefit period for the insured 60-64-year-olds is extended from 2Y2 years to
4 years (within 6 years).

The extended benefit period for 55-59-year-old unemployment benefit recipients
is phased out by 2012; the length of the benefit petiod is 4 years for all insured.
The existing restriction on education activation — that it must not exceed 50 per
cent of all activation — is abolished.

The special access to a 1-year offer of counselling and skills upgrading in the first
period of unemployment is extended for a 2-year period.
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Public employers are required to make jobs available under a public wage sub-
sidy quota.

Integration of migrants

A new special programme for wage subsidized jobs in private companies for pet-
sons who have received social security, introductory assistance (“introduktionsy-
delse”) or start assistance 90 per cent of the time during the last 3 years.
Possibility of partnerships between businesses and municipalities and/or the
state about recruitment of unemployed with weak employment chances, includ-
ing immigrants and their descendants.

Renewal of the 2002 quadripartite agreement between the municipalities and the
social partners on strengthened integration.

300 million DKK to recruitment of more private sector oriented job consultants
in the 15 municipalities that have the largest numbers of unemployed mi-
grant/descendant recipients of social security, introductory assistance and start
assistance.

Requirement that unemployed persons’ right to activation is fulfilled.

Offers of activation for unemployed self-supported persons.

Repeated activation after 6 months for all unemployed, including people with
problems other than unemployment.

Retirement policies

The age limit for the Voluntary Early Retirement Pension, VERP (“eftetlon”),
flex assistance (“fleksydelse”) and age pension will increase gradually by 2 years
from 2019.

From 2025 onwards, the age limits for the VERP and the age pension will be
regulated by the development in life expectancy for 60-year-olds.

The part-time pension scheme (’delpension”) will be gradually phased out.

The contribution period for VERP qualification is increased from 25 to 30 years.
The VERP earned income test is eased for people with relatively low incomes.
The extended benefit petiod for 55-59-year old unemployment benefit recipients
will be phased out.

Introduction of a senior job programme for unemployed 55-59 year olds who
have lost benefit entitlement as a result of the phasing-out of the extended bene-
fit period for this age group.

A new special wage subsidy for over 55 year olds who are recruited by a private
company after having received unemployment benefits, social security, introduc-
tory assistance or start assistance for 12 consecutive months.

Focus on creating an attractive and flexible environment to promote senior staff
retention and focus on disseminating the use of existing senior policy tools.

Denmark’s Convergence Programme 2009 - February 2010

147



148

Appendix 4. Implemented labour market reforms

The Health and Safety Authority (“Arbejdstilsynet”) will carry out intensified
surveillance within all industries or areas where work related wear-out problems
warrant a targeted work safety effort.

A new prevention fund that, among other things, will provide economic support
for activities to prevent and reduce work related wear-out. The fund will be allo-
cated 3 billion DKK.

The age limit in the antidiscrimination law on agreements about age related ces-
sation of employment relationships is increased from the current 65 years to 70
years.

Tmmigration

A new ‘green card’ programme to allow qualified foreigners to obtain an ex-
tended job search visa for up to 6 months to seek employment in Denmark.
Extension of the job card’ programme, which grants residency permits to for-
eigners with a job offer on normal pay and employment conditions and with an
annual remuneration of a2 minimum of 450,000 DKK and/or in areas with la-
bour shortages.

The Local Government Reform — the Ministry of Employment’s Area (2007)

Organizing the employment policies:

a) Four employment regions.

b) Jobcentres — a state and a local counterpart that cooperate, and the estab-
lishment of pilot municipal jobcentres with all-arching responsibilities.

¢) Four state run operative regions.

The Employment Minister announces employment policy objectives for speci-

fied implementation ateas.

The social partners to influence the employment policies for all target groups.

Creation of an employment appeal board as a new complaints agency.

The Job Plan Agreement (2008)

Adjustment and harmonization of the rules regarding supplementary unem-
ployment insurance benefits so that, in the future, insured part-timers can re-
ceive supplementary benefits for up to 30 weeks within a 104 week reference pe-
riod.

Disability pensioners on the ‘old scheme’ (“fortidspension — gammel ordning”)
who are able to work will receive full assurance that they will not risk losing their
pension entitlements by working,

It is made more attractive for age pensioners to continue working through the
introduction of an additional income test offset of 30,000 DKK and by reducing
the employment requirements for deferred pension (“opsat pension”) from 1500
to 1000 hours per year.
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e A tax credit of up to 100,000 DKK has been introduced for 64-year-olds who
have worked full time since they were 60 years old.

e Increased international recruitment efforts including marketing of Denmark as a
place to work, relaxation of the residency requirements for qualified foreigners,
and better service for businesses and job seekers.

e The adult apprentice scheme (“voksenlerlingeordningen”) is further expanded
by 1,000 additional persons in 2008 and 500 additional persons in 2009.

Agreement on the Adult Apprentice Scheme (2008)

e Subsidies to adult apprentices are given legal right status. At the same time, sub-
sidies under the scheme are targeted toward adult apprentices who have either an
outdated education or no professional training.

Agreement on the Handling of the EU Legislation on Free Movement follow-

ing the European Court’s Ruling in the Metock Case (2008)

e Changing the 300 hour’ rule to a ‘450 hour’ rule and clarification of target
group.

Sick Leave Action Plan (2008)

® No later than four weeks within the sick leave period, employers are obliged to
conduct an interview with the sick employee about how and when the employee
can return to work.

e After eight weeks of sick leave, the jobcentres must assess the possibility of a
gradual return.

¢ The jobcentres will have the opportunity to provide offers of activation for all
persons on sick leave.

® The state-municipal reimbursement system is rearranged to give jobcentres in-
centives to provide activation offers for persons on sick leave.

e A new medical certificate for employers to promote job retention of persons on

sick leave.

Agreement on the 2009 Budget (2008)

e The ‘employer period’ in the sickness allowance legislation is extended from 15
to 21 calendar days (3 weeks) with a view to encourage individual employers to
do more to prevent short-term sickness absence.

e The period with employer paid unemployment benefits (G-days) is extended to
three days in order to reduce short-term unemployment.

Debureaucratization (2009)
e Simplification of the rules on activation of young unemployed.
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Simplification of the sanctions rules for recipients of social security, introductory
assistance and start assistance.

Simplification of the procedures in the jobcentres’ client reception.

Increased targeting of the activation measures.

A One-Tier Municipal Employment System (2009)

Transfer of the state jobcentre functions to the municipality.

The Mayor as Chairman of the local employment council.

Expansion of the employment regions’ responsibilities:

a) Establish an advisory function.

b) Employment regions to be involved in the development of employment
plans and performance audit.

¢) Employment regions are allowed to perform other tasks.

Involvement of other stakeholders in efforts to promote employment through

state procurement framework.

Harmonization of wage subsidy quotas.

The Labour Market Appeal Authority (“Arbejdsmarkedets Ankenxevn®) is to be

merged with the Appeal Board’s Employment Committee (“Ankestyrelsens

Beskeftigelsesudvalg”).

Municipal co-financing of expenditure on unemployment benefits and the costs

of activating insured unemployed (1%t of January 2010).

Activation benefits are abolished by the 1t of January 2010 where after activated

insured are entitled to unemployment benefits.

The rules about fortnightly payment of unemployment benefits by the unem-

ployment insurance funds are repealed.

The rules on the counselling obligation of the governance authorities (“forvalt-

ningsmyndighedernes”) and unemployment insurance funds guidance obligation

are harmonized.

The municipal oversight of employment availability of the unemployed is

strengthened.

Four Initiatives to Assist Persons at Risk of Unemployment (2009)

More flexible rules for the planning of temporary job shating (“arbejdsfor-
deling”).

Extended access to the ‘notification pool’ (“varslingspuljen”).
Establishment of a national notification contingency plan (“varslingsplan”).
Strengthened monitoring of labour market trends.

Agreement on More Young People in Education and Jobs (2009)

Activation for 15-17-year-olds — young people aged 15-17 years who are not in
education or jobs may now be activated by the job centre, including on-the-job
training, counselling and skills upgrading, and mentoring support.
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Immediate activation for 18-19-year-olds — personal, early and activity based ac-
tion for 18-19-year old social security and unemployment benefit recipients.

A new chance for young people — special subsidies to jobcentres that make an
extra effort to get more young people under 30 years, with more than 12 months
on continuous public support, in company oriented activation (wage subsidies or
on-the-job training).

Improving opportunities for patticipation in job rotation and skills upgrading for
young unemployed people through ordinary employment etc.

Establishment of a National Youth Unit to support the jobcentres organizing
the youth action plan (“ungeindsatsen”).
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Appendix 5. Energy and climate objectives and public fi-
nances

A5.1 Introduction

Denmark has set out ambitious goals for energy and climate policies. In this vein,
one long-term objective is to make Denmark fully independent of fossil fuels such as
oil, coal and gas. As one step in that direction, it has been decided in the February
2008 Agreement on Danish Energy Policy that:

e Towards 2020 gross energy consumption! is to decrease by 4 per cent in total
compared to 2006. Towards 2011 the objective is that gross energy consumption
should decrease by 2 per cent compared to 2006.

e It is the objective that 20 per cent of gross energy consumption should stem
from renewable energy in 2011.

The so-called “Copenhagen Accord” was presented during the COP15 in Copenha-
gen in December 2009 and was taken notice of by most of the participating coun-
tries. The “Copenhagen Accord” contains, among other things, recognition of the
goal to limit the rise in temperature to 2 degrees centigrade. It sets the stage for de-
veloped countries to undertake specific reduction goals for the emission of green-
house gasses towards 2020, while developing countries as well undertake an appro-
priate contribution. The “Copenhagen Accord” also contains an agreement on the
transfer of funds from developed countries to developing countries as aid to climate
adjustment and reduction of CO2 emissions.

In the follow-up of the COP15, the countries were requested to report their specific
reduction goals to the UN by 31 January 2010 at the latest. EU has on behalf of its
member countries reported the previously agreed objective to reduce by 20 per cent
in 2020, and that the EU is willing to increase the target to 30 per cent if other indus-
trialised countries undertake similar reduction targets, and that developing countries
undertake appropriate goals. An EU reduction target of 20 percent suggests a Danish
reduction target for the emission of CO2 in non-ETS sectors of 20 per cent com-
pared with 2005. Furthermore, it suggests that 30 per cent of final energy consump-
tion in Denmark to be composed of renewable energy.

The projections in CP09 incorporate fiscal effects due to the fulfilment of both na-
tional and international objectives in the area. Costs of making Denmark independ-
ent of fossil fuels in the long run are not taken into account. The public finances are
primarily affected by the energy and climate policy through lower revenue from en-
ergy taxes. The tax revenue decreases because lower energy consumption and a larger
share of renewable energy will lead to smaller revenue from electricity taxes and taxes
on fossil fuels. The calculations in CP09 only relate to estimates of the effects on

1 Gross energy consumption equals actual energy consumption (incl. conversion and transmission losses) adjusted
for foreign trade in electricity.
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public finances — i.e. the calculations do not concern estimates of the overall eco-
nomic effects from the energy and climate effort. In addition, it is incorporated in
the projections in CP09 that the Danish funding to the developing countries is fi-
nanced within the total framework of aid to developing countries.

A5.2 Forecast of energy consumption and energy intensities

The projected development is based on the latest forecast from the Danish Energy
Agency from April 2009. In this forecast which contains measures of the Agreement
on Danish Energy Policies from 2008 and Spring Package 2.0 from 2009 it is estimated
that gross energy consumption decreases by about 1 per cent in 2011 compared to
2006 while it decreases by about 2 per cent towards 2020. This leads the Danish En-
ergy Agency to conclude that “The target in 2011 is thus relatively close to become fulfilled
while there is need of further initiatives to fulfil the target in 2020”. The Danish Energy
Agency mentions that forecasts of energy consumption in the long run are associated
with considerable uncertainty and rest on a number of technical assumptions. The
uncertainties relate among other things to the assumptions about technological de-
velopment, economic growth and energy prices which may develop differently than
assumed.

The Danish Energy Agency’s forecast rests among other things on assumptions
about oil prices etc. at the time the projections were made as well as macroeconomic
assumptions from CPO8 from December 2008. On the basis of updated information
the CP09 incorporates model based estimates in relation to the forecast of the Dan-
ish Energy Agency in order to take the effect on energy consumption from changed
assumptions into account. The applied oil price reflects the latest forecast from the
International Energy Agency (IEA) from November 2009 in the scenario that incor-
porates a global climate agreement.

The updated assumptions imply that gross enetgy consumption is estimated to be
lower compared to the Danish Energy Agency’s forecast, especially in the short run,
among other things as a result of a lower level of economic activity. As a conse-
quence, no further measures have been assumed in the forecast in relation to the tar-
get regarding the gross energy consumption.

The target of 20 per cent of gross energy consumption to be composed of renewable
energy in 2011 is fulfilled in the Danish Energy Agency’s forecast while the share of
final energy to be composed of renewable energy is estimated to account for 28 per
cent in 2020 and is thereby broadly in line with the EU objective that suggests that
30 per cent of final energy consumption should be composed of renewable energy.

A5.3 Effects on public finances

In the forecast energy consumption decreases while real annual GDP growth aver-
ages 1% per cent per year towards 2030. At the same time energy taxes are indexed
so that they increase by an annual 1.8 per cent from 2008, ¢f. zhe Agreement on lower tax
on work from September 2007. Overall, the energy tax revenue as a percentage of
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GDP is decreasing in years to come, ¢f. figure A5.1a. The increase in the share of re-
newable energy contributes to this development as renewable energy is taxed to a
lesser extent than other types of energy. However, higher energy taxes from Spring
Package 2.0 results in increasing revenues towards 2011 from energy taxes. Lower
economic activity during those years results in lower energy consumption, and the
energy tax revenue as a share of GDP is therefore almost unaffected.

Besides the revenue loss due to a lower level of energy consumption and a greater
share of renewable energy the CP09 incorporates rough estimates for the tax exemp-
tion of electric cars towards 2012. The revenue loss is estimated at approximately 2
billion DKK in 2012. Revenue losses after 2012 have not been taken into account as
it is technically assumed that potential revenue consequences regarding electric cars
after 2012 are fully financed through other means.

In the forecast of the Danish Energy Agency it also appears that Denmark with the
latest political agreements is well on track to fulfil the EU target to reduce the emis-
sion of COz in non-ETS sectors by 20 per cent in 2020 compared with 2005 but not
tully. Therefore, costs of further measures are included which can contribute to
achieve the objectives proposed by the EU Commission. It is technically assumed
that the objective is achieved by buying credits from foreign climate projects. The
additional annual expenditures are estimated at 100 million DKK in the period 2013-
2020 whereupon the costs increase to approximately 450 million DKK.

Assumptions regarding the measures are technically included. It has not been politi-
cally decided which measures will be employed.

The additional cost of 450 million DKK is based on a continuation of the climate
policy effort beyond 2020 since concrete methods to fulfil the stricter long run ob-
jectives and visions have not been established. It is not possible to evaluate the effect
on public finances until it is decided how to fulfil the objectives.

| Figure A5.1a | Figure A5.1b

| Revenue from energy taxes | North Sea revenue
Per cent of GDP Per cent of GDP Per cent of GDP Per cent of GDP
3,0 3,0 3,0 4 r3.0
2,5 2,5 2,5 1 L 25
2,0 \”\— 2,0 2,0 1 - 2,0
1,5 F1,5 1,5 1 F1,5
1,0 F1,0 1,0 1 N F1,0
0,5 L 0,5 0,5 \ 05
0,0 e 0,0 0,0 e 0,0

90 94 98 02 06 10 14 18 22 26 30 95 00 05 10 15 20 25 30 35 40
—CP08 — CP09 —CP08 — CP09

Source: ADAM and own calculations based on the April 2009 projection from the Danish Energy Agency.
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Besides, the Agreement on Danish Energy also includes increased subsidies to bio-
mass in power stations, windmills on land as well as establishment of new offshore
windmill parks. It is assumed in CP09 that these expenses can be funded within the
PSO-tariff (public service obligations) which is paid by the electricity consumers.
Under this assumption the increased subsidies do not affect public finances directly.

Compared with the CP08 the revenue from energy taxes is approximately 0.4 per
cent of GDP higher in 2010 in CP09 while the permanent revenue contribution to
the fiscal sustainability indicator is approximately "4 per cent of GDP higher. This is
primarily due to the increase in energy taxes in Spring Package 2.0.

The total costs of the energy and climate policy agreements and objectives were es-
timated in CP08 to approximately 5 billion DKK or approximately 0.3 per cent of
GDP. The latest forecast by the Danish Energy Agency from April 2009 does not
contain a projection of the energy consumption excluding the 2008 Energy Agreement.
The basis for estimating the total costs due to the energy and climate policy agree-
ments and objectives is therefore unchanged.

A5.4 North Sea revenue

In the years 2005-2008 the North Sea revenue contributed a historically high 172-2
per cent of GDP to the public balance. Going forward the revenue is projected to
gradually decrease from approximately 1 per cent of GDP in 2009-2011 to below 2
per cent of GDP by 2040, ¢f. figure A5.1b. The loss of revenue is due to lower North
Sea production in line with the assumed depletion of the oil and gas reserves.

The North Sea revenue is estimated to be a little larger than in CPO8, of. zable A5.1.
Incorporating the latest projection from the IEA, ¢f above, gives larger revenue com-
pared to CPO8, ¢f. fignre A5.2a, while a lower production projection pulls in the oppo-
site direction, ¢ figure A5.2b. In total, the sustainability indicator is estimated to be
improved by approximately 0.05 per cent of GDP. In 2015 the balance improves by
0.15 per cent of GDP compared to CP08.

| Table A5.1
‘ North Sea revenue, contributions to the fulfilment of the fiscal targets

| Per cent of GDP CP09 CP08 Difference
| Contribution to the sustainability indicator 0.40 0.35 0.05

‘ Contribution to the 2015 public balance 1.05 0.90 0.15

Source: Own calculations based on ADAM.
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| Figure A5.2a | Figure A5.2b
| Oil price assumptions | Production projection, oil
USD per barrel, 2010-prices USD per barrel, 2010-prices Mio. tons m? Mio. tons m?
140 r 140 20 - r 20
18 4 18
120 r 120 16 4 L 16
100 + A r 100 14 1 14
\ 12 4 12
SOy //—' EC 10 1 L 10
60 - r 60 8 1 r8
6 - 6
40 A P r 40 4 L4
20 1 r 20 2 A r2
0 o N
00 04 08 12 16 20 24 28 09 12 15 18 21 24 27 30 33 36 39 42
— CP08 CP09 —CP08 CP09

Note: Figure A5.2a shows the year-average of the oil price.
Source: Reuters EcoWin, IEA, Danish Energy Agency, Ministry of Taxation and own calculations.
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