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Chapter 1

1. Challenges, Goals and
Strategy towards 2020

The recovery of the Danish economy has gained momentum after several
years of weak growth. The improvement is closely connected to the recovery in
the euro area, which accounts for about a third of Danish exports. Furthermore,
private sector investments and consumption are expected to grow again after
the lengthy adjustment in the wake of the global financial crisis and the unsus-
tainable housing price increases until 2007.

The potential for growth is supported by the implementation of recent reforms,
including tax reform of 2012 and the initiatives in Growth Plan DK. The reforms
will contribute to raise labor supply and productivity in the coming years. Also
agreements on reforms of early retirement, subsidized employment, student
grants and cash benefit will contribute to growth by increasing labor market
participation and structural employment. Furthermore the reform strategy aims
at a continued modernization of the public sector.

The implemented reforms contribute to a sustainable fiscal policy. Fiscal policy
is planned so that public finances are kept within the required limits imposed by
the budget law and the Stability and Growth Pact, and so that there is at least
structural balance between government revenues and expenditures in 2020. In
accordance with the EU recommendation, the actual government budget deficit
has been brought below 3 percent of GDP and public finances have in struc-
tural terms been improved by 1% percent of GDP in the period 2011-13. Based
on the planned fiscal policy the structural balance is in line with the medium-
term objective (MTO) for the structural balance of -0.5 percent of GDP.

1.1 The macroeconomic scenario towards 2020

Growth is returning to the Danish economy. There are several signs of improvement in the
economic climate. In the course of 2013, a change in sentiment occurred among consumers
and businesses, and employment and production in large parts of the Danish business sector
increased during the year. Weak overall growth in GDP partly reflects that overall production
is dampened by declining production in the North Sea. Thus, in the private sector excluding
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Chapter 1 Challenges, Goals and Strategy towards 2020

mining and quarrying, the growth rate has been 1.3 percent in 2013, which is somewhat
higher than the 0.4 percent for the whole economy, cf. Figure 1.1. This also to a large extent
explains the increase in private sector employment through 2013.

The foundation for economic recovery generally has been strengthened and GDP growth is
expected to amount to 1% per cent this year and nearly 2 per cent next year. The medium-
term projection for 2020 implies that GDP growth can increase to just over 2 percent on aver-
age per year in the period 2016-20.

Figure 1.1 Figure 1.2
Real GDP in Denmark Actual and structural budget balance
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Note: Figure 1.1 shows a two-quarter moving average. The horizontal dotted lines in figure 1.2 show the
budget law limit of %2 per cent of GDP for the structural deficit and the Stability and Growth Pact
limit for the actual deficit of 3 per cent of GDP.

Source: Statistics Denmark and own calculations.

The possibility of a period with renewed growth is supported by recent reforms including the
tax reform of 2012 and the initiatives in Growth Plan DK. Common to the many initiatives is
the aim to create growth and jobs while maintaining credibility in economic policy. Sound pub-
lic finances and confidence in economic policy are essential for Denmark in order to maintain
low interest rates, which help to support growth in the Danish economy. Economic policy is
planned within the framework of the Budget Law and adheres to common EU rules, including
the 3 per cent of GDP-limit for actual deficits in the Stability and Growth Pact, cf. Figure 1.2.

The 2020 scenario is based on the presumption that the recovery period — from when the
global crisis began in the fall of 2008 to a normalization of the business cycle - can be quite
long. The normalization implies a gradual recovery of the economy so that the output gap
closes around 2019, cf. Figure 1.3. The long period of normalization of the business cycle is
linked to the severe downturn in output and employment, as well as the great loss of wealth
in homes, businesses and the financial sector during the crisis. Experience shows that recov-
ery from downturns associated with financial crises are especially protracted.
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Chapter 1 Challenges, Goals and Strategy towards 2020

In the projection, the annual real rate of growth in public consumption is assumed to amount
to 0.6 per cent in the period 2015-20, cf. Figure 1.4. The moderate growth should be seen in
light of the current high level of public consumption expenditures and contributes to ensuring
that the actual deficit remains below 3 per cent of GDP throughout the period and that the
structural deficit does not exceed ¥z per cent of GDP. In 2020, government expenditures are
projected to be in line with revenues in structural terms.

Figure 1.3 Figure 1.4
Output gap Real growth in public consumption
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Source: Statistics Denmark and own calculations.

1.2 Goals and strategy towards 2020

Economic policy is planned on the basis of long-term fiscal sustainability and with a focus on
improving private sector framework conditions to support increased productivity and private
employment.

It is an overall objective for fiscal policy to be compatible with the long-term sustainability of
public finances, including a stable development of public debt. The specific objectives for fis-
cal policy are set within the framework of the budget law and the 2020 plan, cf. figure 1.5.

For many years the most important long-term challenge for Danish economic policy has been
to ensure that public finances were sustainable and robust towards the demographic trend of
increasing life expectancy and declining North Sea production.

The steps taken to deal with the effects on public finances from increasing life expectancy -
primarily the welfare reform in 2006 and the pension reform in 2011, both of which are adopt-
ed by a broad majority in parliament - are together with recent years' compliance with the EU
recommendation sufficient to ensure that fiscal policy is considered to be sustainable.
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Chapter 1 Challenges, Goals and Strategy towards 2020

Figure 5.5
Central fiscal targets and instruments

Fiscal sustainability operationalised as at least structural balance in

= 2020
2. Annual structural balance 2 - /2 percent of GDP
3 Expenditure ceilings that are supported by sanctions and monitoring

by the Danish Economic Council

In addition, a tax reform and reforms of early retirement, subsidized employment, cash bene-
fits and student grants have been implemented in recent years, which strengthen the supply
of labor and increase the growth potential. The positive contribution to public finances from
the implemented reforms have, i.a., been allocated to increased public investment, education
expenditure and lower taxes on labor and business, also contributing to increasing employ-
ment.

The implemented reforms contribute to a sustainable fiscal policy. The reforms also help to
increase long-term employment and growth.

The growth potential in Denmark is still challenged by low productivity growth. Since 1995,
productivity in Denmark has grown significantly less than in the past and slower than in many
comparable countries. Productivity growth has been particularly low in the domestic-oriented
sectors that are not particularly exposed to international competition. Low productivity growth
in the domestic-oriented sectors contributes to high prices in Denmark, lower real wages and
lower wealth than otherwise might have been possible.

The reform efforts of the government are mainly directed towards improving the framework
conditions for the private sector and private job creation, including through increased educa-
tional attainment. The efforts include three overall reform tracks, cf. figure 1.6. It is a key ob-
jective to increase growth towards 2020 by DKK 40 billion corresponding to 2 per cent of
GDP through policy initiatives.

The growth target is to be fulfilled through initiatives in the first two reform tracks. Reform
track 1 includes measures to improve the business environment and thereby enhance com-
petitiveness and boost productivity. The aim is to increase productivity through concrete ini-
tiatives corresponding to an overall increase in economic growth of DKK 20 billion by 2020.
Reform track 2 includes initiatives to enhance education attainment and new reforms aimed
at increasing structural employment. The aim for the second reform track is to provide the
remaining contribution of DKK 20 billion in order to fulfill the growth target.
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Figure 1.6
The three reform tracks of the Danish government
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The government is with the already implemented reforms well on its way to meet the growth
target and will continue the reform effort in the coming years. The government will, i.a., in
spring 2014 propose new initiatives for enhancing productivity and growth as a follow up on
the work and recommendations of the Productivity Commission.

The contribution from reform 1 currently amounts to approx. DKK 6 billion out of the total tar-
get of DKK 20 billion based on the initiatives in Growth Plan DK. Thus, contributions of DDK
14 billion remain to achieve the target.

Currently, the implemented reforms in reform track 2 contribute to GDP with a total of approx.
DKK 16 %: billion. This includes reforms of student grants and cash benefits in connection
with the Growth Plan DK and reforms of tax, retirement and subsidized employment scheme
from 2012. In order to achieve the targeted contribution from reform track 2 a further reform
contribution to GDP of DKK 3 %2 billion is needed, corresponding to an increase in employ-
ment further by approx. 6,000 full-time jobs up to 2020. This contributes to an increase in to-
tal employment of about 165,000 persons from 2013 to 2020, including a rise in private em-
ployment of approx. 150,000 full-time persons. Furthermore, reforms to increase the level of
education will have beneficial effects on economic growth in the long term.

Finally, with reform track 3 the government aims to ensure fiscal sustainability and a
strengthen modernization agenda for the public sector. The aim of the third track is through
modernization of the public sector to free DKK 12 billion to other prioritized areas in the wel-
fare sector.
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Chapter 2

2. The Macroeconomic
Scenario Towards 2020

The recovery of the Danish economy has gained momentum. Over the past
year production and employment has increased throughout large parts of the
Danish corporate sector. The foundation for economic recovery generally has
been strengthened and GDP growth is expected to amount to 1% per cent this
year and nearly 2 per cent in 2015. The medium-term projection for 2020 im-
plies that GDP growth can increase to just over 2 percent on average per year
in the period 2016-20. The possibility of a period with renewed growth is sup-
ported by recent reforms including the initiatives in Growth Plan DK. Common
to the many initiatives is the aim to create growth and jobs while maintaining
credibility in economic policy.

2.1 Introduction

The economic scenario up to 2015 is based on the forecast in the Economic Survey, Decem-
ber 2013. New information since December does not give rise to a change in the assessment
of the growth prospects for 2014 and 2015. Growth estimates are therefore maintained, but
technical adjustments of levels on account of the national accounts for 2013 have been in-
corporated. Against this background, technical adjustments of estimates for public finances in
both 2014 and 2015 based on a new historical year and the impact of Statistic Denmark's
budget statistics for 2014 and been incorporated.

In the period 2015-20, the medium-term scenario is based on a technical projection with a
gradual normalization of cyclical conditions, reaching a full normalization in 2019. The nor-
malization of the business cycle is closely linked to the recovery of international growth, par-
ticularly in the euro area. Furthermore, it is supported by the assumed economic policy, in-
cluding the effects of the agreements in relation to Growth Plan DK, and the extraordinarily
low interest rates that form the basis of the assessment.

2.2 'The outlook for Danish economy in 2014 and
2015

Following three years of stagnation, there are signs of improvement in the Danish economy.
In the course of 2013 there has been a change of sentiment among consumers and busi-

Denmark’s Convergence Programme 2014 - April 2014



10

Chapter 2 The Macroeconomic Scenario Towards 2020

nesses and both employment and production has increased in large parts of the Danish
business sector throughout the year, cf. figure 2.1. The basis for growth has been strength-
ened and GDP is expected to grow about 1% percent in 2014 and nearly 2 percent in 2015.
The recovery of the Danish economy should be viewed in light of the general recovery in the
euro area, where confidence is returning, and in light of the generally broad-based recovery
of the global economy. The Danish economy is highly influenced by developments abroad.
This is especially true in the case of the euro area, as they are the recipients of about a third
of Danish exports. Exports are expected to be a major driver of growth in Denmark in 2014,
cf. figure 2.2. A subdued wage growth in recent years supports the Danish businesses, but
Danish wage competitiveness is still affected by the fact that wage growth for the main part of
the last decade has exceeded wage growth abroad.

The increase in exports is further supported by Growth Plan DK — including bringing forward
a number of tax reliefs in accordance with the Budget Bill for 2014 — which will strengthen the
Danish competitiveness. Expectations are rinsing, and a large surplus of private corporate
savings enables opportunities for new investments, as production capacity is fully utilized. A
recovery for businesses is also reflected in a declining number of bankruptcies since the be-
ginning of 2012.

Figure 2.1 Figure 2.2
GDP growth in Denmark Contributions to GDP growth
Index (2009Q2=100) Index (2009Q2=100) Per cent Per cent
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Note: Figute 2.1 shows two quarter moving average. Figure 2.2 is adjusted for the import content of ex-
ports and domestic demand.
Source: Statistics Denmark and own calculations.

Private consumption has been weak since 2010. This is partly due to income developments,
but also reflects the need of consolidation following the housing price bubble and the general
uncertainty regarding the economic development, which has held back consumption causing
a weak domestic demand. However since 2007, consumption and income has gradually
aligned. This allows for a growth in the consumption as income rises in the coming years.
This potential for growth is reflected in consumer confidence which has risen to a relatively
high level, cf. figure 2.3.
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An important sign of the elongated adjustment following the housing bubble and the increase
in debt-financed consumption through 2007 being well under way is that the housing market
is shown signs of progress, despite large regional differences. The recovery in the housing
market is also reflected by the downward trend in the number of foreclosures, from an al-
ready low level and significantly below the level seen in the early 1990s when the market was
also influenced by an elongated adjustment following the overheating in the mid-1980s.

The labour market has proved adaptable, and unemployment has not risen to the same ex-
tent as in previous crises. Despite several years of weak growth, the number of job openings
has remained relatively high, and this has kept down long-term unemployment. Private-sector
employment rose through 2013. At the end of 2013, the number of private-sector jobs was
18,000 higher than at the end of 2012, cf. figure 2.4. The increase is linked with progress in
the labor-intensive part of the private sector, which grew by 1.3 per cent in 2013 and thus
faster than the overall economy.

Figure 2.3 Figure 2.4
Consumer confidence and development in Private employment
house prices
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Source: Statistics Denmark and own calculations.

The rise in employment has contributed to the unemployment rate falling to its lowest level in
more than four years. However, unemployment has also been influenced by reforms of the
cash benefit system. Unemployment is expected to decline further. By the end of 2015 gross
unemployment is estimated to be 135.000 persons, which roughly corresponds to the level in
2006.

The potential for real economic improvement is supported by a number of reforms imple-
mented in recent years, contributing to growth in the labour force and productivity. Among
these is the tax reform from 2012 and several initiatives in Growth Plan DK, cf. section 2.5.
The Danish economy is still expected to be supported by very low interest rates in the coming
years. These reflect a very expansionary monetary policy in the euro area but are also condi-
tional upon credibility towards the economic development and the public finances in Den-
mark, which is reflected by the AAA rating.

Denmark’s Convergence Programme 2014 - April 2014
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Fundamentally, public finances are sound and fiscal policy is based on long-term sustainabil-
ity. Actual public finances depend largely on the business cycle, though one-off measures
can also have a large impact the public balance. The public balance is extraordinarily affect-
ed by temporary revenue from the restructuring of the taxation of existing capital pensions in
both 2013 and 2014.

The economic outook is still characterised by uncertainty, however the risks are considerably
lower than a year ago. The present risks are primarily related to development in the euro ar-
ea, where growth is still fragile. If considerable doubt is raised on the implementation of the
reforms strengthening the structures in the economy and the public finances in vulnerable
countries, it might put the current economic development at risk. The recovery of domestic
demand is uncertain as well. The uncertainty is mostly related to private consumption, which
despite growing optimism continues to evolve subdued.

A new forecast for the Danish economy is prepared in Economic Survey, May 2014.

2.3 Assumptions on international economy and fi-
nancial conditions

Assumptions on the developments in the international economy and financial conditions in
2014 and 2015 are largely in line with the European Commission’s winter forecast. From
2016 to 2020 the assumptions for growth abroad are made on the basis of OECD’s medium-
term projections from Economic Outlook, No. 94, adjusted to the lower growth in 2013 and
14, in line with the assumptions in the Economic Survey, December 2013. This implies that
most countries will have closed the output and employment gaps around 2019.

There has been an improvement in the economic situation in the euro area. By the end of
2013, the majority of the countries in the euro area experienced growth, and the current out-
look points towards higher growth in the coming years. The world economy is also expected
to grow. This reflects a strong recovery in the US, as the outlook for the emerging economies
is considerably more mixed. This implies that trade-weighted GDP growth abroad rises from
1 percent in 2013 to about 2%2 percent in 2015. This suggests that the export market growth
for Danish industrial products is increased from 2.5 percent to about 6 per cent. This magni-
tude of growth is consistent with the fact that trade in industrial products has now for several
decades grown twice as fast as GDP growth, mostly caused by the increased division of la-
bour. Market growth, which includes the major developing economies, will therefore be con-
siderably higher than the potential growth in the Danish economy. Similarly greater interna-
tional labour division will result in a continued increase in Danish import quotas.

The recovery is reflected in the fact that the uncertainty in the financial markets has generally
declined. The risk premium in the unsecured money market rates is close to the level before
the financial crisis. This improvement should be viewed in light of the ongoing effort to stem
the crisis and the extraordinarily expansionary monetary policy. In the US the extraordinary
monetary measures are now in the process of being phased out. Towards 2020 a gradual
normalization of the monetary policy in both the US and the euro area is expected. It is as-

Denmark’s Convergence Programme 2014 - April 2014



Chapter 2

sumed that this normalization will not interfere with the growth that is slowly picking up in the

international economy.

The Macroeconomic Scenario Towards 2020

Less turmoil in financial markets also imply that the extraordinarily interest rate advantages

that Denmark has experienced by virtue of being a “safe haven” have begun to abate. Inter-
est rate advantages are, however, still significant. 10 year Danish government bond rates are
expected to increase to 4% per cent, and the interest rate spread against Germany is still ex-

pected to be small. The growth-corrected real interest rate is expected at 1% per cent in the

long term.

Table 2.1

Assumptions on international economic growth, interest rates and oil prices

2012 2013 2014 2015 2016-19 2020
Annual growth, per cent
Real GDP, OECD countries 1,0 0,8 2,0 2,4 2,6 2,4
Real GDP, main trading partners1 1,0 1,0 2,2 2,6 2,9 2,6
Oil price (Brent), USD per barrel, 2010
prices 112 108 108 113 127 139
Dollar exchange rate, DKK per USD 5,8 5,6 55 55 55 55
Interest rate 10-year Danish treasury
bonds, per cent 1,4 1,8 2,1 2,6 3,9 4.8
1) Covers the OECD countries and the emerging economies Brasil, Russia, India, China, South Africa,

Turkey, Indonesia and Mexico.

Source:Statistics Denmark, OECD, Economic Survey, december 2013, Finansredegorelse 2014 and own calcu-

lations.
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2.4

The Macroeconomic Scenario Towards 2020

Growth and employment towards 2020

The economic outlook in the period 2016-20 involves a gradual recovery of the Danish econ-
omy, whereby the output and employment gaps are closed around 2019, cf. figure 2.5 and
2.6. In 2020 and beyond, GDP is assumed to follow to the structural growth rate. The as-
sumptions are outlined in box 2.2.

Figure 2.5
Real and structural GVA
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Figure 2.6
Real and structural employment
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Note: The difference between actual GVA (gross value added) and estimated structural GVA indicates the
output gap. Strucutural employment is a calculated estimate of the level of employment in a normal

cyclical situation.

Source: Statistics Denmark and own calculations.
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Box 2.2
Assumptions in the medium-term projection up to 2020

Assumptions about economic policy:

. The projections follow a principle of caution. This implies that only reforms backed by a majority in
the parliament are included.

. The Budget bill for 2014, Growth Plan DK, the reform of anticipatory pension scheme, flexi-job
scheme, the cash benefit scheme, the sickness benefit scheme, the student’s grant reform and the
tax reform of 2012 are all incorporated in the projection.

. The governments education targets are assumed to be gradually met by 2020, see also the National
Reform Program for Denmark 2014.

. Fiscal policy is planned within the framework of the budget law and the Stability and Growth Pact,
such that the actual deficit is kept below the threshold of 3 per cent of GDP and the structural bal-
ance is estimated not to exceed Denmark’s medium-term objective for public finances (MTO) — %2
per cent of GDP.

. Within the framework of the budget law and the government’s target of structural balance in the pub-
lic finances in 2020 along with fiscal sustainability the medium-term projection allows for an average
real annual in public consumption of 0.6 per cent in 2015-20.

Selected technical assumptions behind the projection:

. The output and employment gap is gradually closed towards 2019.

. Productivity growth in the private non-agricultural sector of 1¥4 percent (structurally) and for the
whole economy close to 1%4 percent per year in 2016-20. Potential GVA growth until 2020 is just
over 1% per cent per year. Including the business cycle normalization GDP growth is around 2 per
cent on average annually towards 2020.

. A higher level of education and fulfilment of the education targets set forth by the government will
contribute to the structural productivity growth. However, the contribution will primarily take place af-
ter 2020.

. The structural gross unemployment is estimated at around 3% per cent of the labour force towards
2020.

Average GDP growth of about 2 percent is expected in the period 2016-20, cf. table 2.2. This
growth reflects an average growth of potential output (as measured by GVA) of almost 1%
per cent in the period. This is an increase compared with the trend since 2007, since produc-
tion potential almost stood still in 2008-09, following the financial crisis and the subsequent
low investment level. This increase in potential output reflects a growth in the structural hourly
productivity following very low productivity growth in the 90’s and 00’s which is estimated at
about 1 percent. In addition the development of the structural employment, which is projected
to grow about 0.5 percent annually, contributes because of an increase in the structural la-
bour force. Furthermore an estimated 0.4 per cent per year of cyclical growth is estimated, re-
flecting the closure of the output gap towards 2019.

The current recovery following the global downturn is estimated to take 9-10 years. The cur-
rent period of adjustment is similar to the adjustment following the overheating of the Danish
economy in the mid-1980s. After a prior period of rising consumption, lax credit giving and a
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housing boom a long-term setback followed, continuing until the early 1990s, where especial-
ly consumption was weak.

The recovery has so far — like the recovery in the 1980s — been subdued by weak develop-
ments in private consumption, which has been largely unchanged since 2008. This devel-
oped is linked with the large need for consolidation which has been underway since 2008,
and caused a noticeable decrease in the consumption ratio, cf. figure 2.7. Meanwhile a weak
real growth in income and uncertainty about the economic outlook in the euro area in 2011
and 2012 has further dampened consumption.

The adjustment since 2008 means that consumer spending is expected to grow with the ris-
ing income towards 2020. In the projection it is assumed that household consumption will in-
crease with a growth rate of about 2 percent per year in the years 2015-20 corresponding to
the growth in real disposable income. The growth in income follows rising employment and
rising pension payments.

Figure 2.7 Figure 2.8
Gross debt and household consumption Gross interest payments in households
Per cent of disposable income Per cent of disposable income Per cent of disposable income Per cent
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Source: Statistics Denmark and own calculations.

Households are projected to reduce their gross debt ratio slightly towards 2020, when the
debt ratio is about 25 percentage points lower than at its peak in 2009, cf. figure 2.7. A nor-
malization of the interest rates, from the currently very low levels, is also expected as busi-
ness cycles are restored, which will only by partly offset by the decrease in gross debt. This
will increase households’ gross interest expenditure to the same level as in the beginning of
the 2000s, cf. figure 2.8.

The normalization of household consumption behavior is a significant contribution to the re-
covery of the business cycle, cf. figure 2.9. At the same time the cyclical normalization also
implies a significant potential for business investments to contribute towards increased de-
mand. This is supported by companies having strengthened their financial resilience in recent
years. In addition, investments are encouraged by economic policies, including a gradual re-
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Chapter 2 The Macroeconomic Scenario Towards 2020

duction in the corporate tax rate. Towards 2020 it is thus assumed that investments will in-
crease from about 10% per cent of GDP in 2013 to 14 per cent of GDP in 2020, correspond-
ing to the historical average. This will contribute towards restoring the current shortfall in in-
vestments (including residential investments) which occurred in the wake of the crisis, cf. fig-
ure 2.10. Businesses are expected to maintain their net savings and further reduce debt or
further build financial assets by 2020.

Figure 2.9 Figure 2.10
Private consumption expenditure (share of Gross fixed capital formation (share of GDP)
GDP)
Per cent of GDP Per cent of GDP Per cent of GDP Per cent of GDP
55 r 55 25 r 25
54 I 54 24 L 24
53 Fs3 | 23 23
52 L s2 | 22 [ 22
51 I 51 2 P2
20 I 20
50 I 50
19 19
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46 r 46 15 b 15
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90 92 94 96 98 00 02 04 06 08 10 12 14 16 18 20 90 92 94 96 98 00 02 04 06 08 10 12 14 16 18 20

Source: Statistics Denmatk and own calculations.

Based on the assumptions of the international economic trends and the development in the
Danish market share, etc. it is estimated that total exports of goods and services will increase
by 5% per cent per year on average in the 2016-20. This increased demand is expected to
lead to a slightly higher import growth of around 6% per cent per year. The balance of pay-
ments is therefore expected to fall, but remain positive throughout the period.

With the reforms already adopted, employment is expected to rise by about 160,000 persons
from 2013 to 2020. Demographic trends will decrease the size of the labour force in the peri-
od but the implemented reforms of tax, the anticipatory pension scheme, the flexi-job
scheme, the cash benefit reforms and the reform of the student’s grant are all expected to
offset this decrease and increase labour supply and structural employment, which is ex-
pected to grow by approximately 90.000. In addition, the expected cyclical normalization is
expected to increase employment by equivalently 80,000 persons by 2020.

Employment trends in the projections is based on the theoretically and empirically sound as-
sumption that reforms increasing labour supply lead to a corresponding increase in employ-
ment. Calculations show that the adjustment of demand following an increase in labour sup-
ply can take place fairly rapidly, i.e. within 4-5 years, cf. Finansredeggrelse 2014. The expec-
tation of a short-term increase in employment towards 2020 should be viewed in light of the
fact that there are no signs that the recession has left a permanent mark on the labour mar-
ket. This is furthermore in context with the very flexible Danish labour market, which is char-
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acterized by a flexible wage-setting, a high job turnover and a relatively well functioning
“match” between vacancies and job seekers.

In connection with the normalization of the business cycle, it is estimated that the gross un-
employment drops to approx. 3% percent of the labour force.

Table 2.2
Contribution to growth in the potential production and in actual GVA (real terms)

Average annual growth, per
cent 1991-07 2008-09 2010-13 2014-2015 2016-20

Potential production (GVA) 1.9 0.2 0.6 1.3 1.7

Of this, contributions from

- Hourly productivity (structural) 1.3 0.4 0.5 0.8 1.2
- Structural unemployment 0.4 0.0 0.1 0.1 0.0
- Structural work force 0.1 0.0 0.2 0.3 0.5
- Working hours (structural) 0.1 -0.2 -0.2 0.1 0.0
Cyclical contribution 0.2 -3.0 0.0 0.4 0.4
Real GVA 2.1 -2.8 0.6 1.7 2.1
- Net taxes 0.1 -0.5 0.0 0.0 0.1
Real GDP 2.2 -3.3 0.6 1.7 2.2

Source: Statistics Denmark and own calculations.

2.5 Macroeconomic balances

The significant decrease in private domestic demand has contributed towards increasing the
private sectors financial savings considerably following the economic and financial crisis, and
the level is now well above the historical average. As investments and consumption rise from
2015 and onwards, an approach to the historical level and thereby a gradual normalization of
the private sector savings is therefore expected, cf. table 2.3.

This reduction in the private sectors saving surplus is partly offset by the decreasing public
deficit towards achieving balanced budgets in 2020. Throughout the period the actual gov-
ernment deficit is expected to be below the threshold of 3 pct. of GDP set forth by the Stabil-
ity and Growth Pact.

As the private sector savings surplus is reduced, the current account surplus is assumed to
decline towards 2020. The decrease primarily reflects a reduction in the surplus of the goods
and services balances, from 5% per cent of GDP in 2015 to 3%z per cent of GDP in 2020.
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The large current sector surplus reflects two conditions. First, a relatively weak domestic de-
mand compared to abroad has caused an increase in the goods and services balance, since
2007. An improvement in the terms of trade by 10 percent since 1995 has further contributed

The Macroeconomic Scenario Towards 2020

to a positive trade balance. Secondly, net investment income increased significantly from

2009 to 2012. This reflects both rising net assets and the composition of assets and liabilities
held. A large proportion of Denmark’s assets are thus placed in direct investments, which has
traditionally provided a higher return than bonds and other loans, which account for about 75

per cent of Denmark’s liabilities, cf. Economic Survey, December 2013.

Table 2.3

Savings, investments, current accound and net asset position

1990- 2010 2011 2012 2013 2014 2015 2016 2017 2020
2009
Per cent of GDP
Investment ratio, private 182 148 155 150 151 153 157 166 173 19.1
sector
Savings ratio, private sec- 289 321 322 320 322 329 349 342 334 314
tor
Private financial savings 2.0 8.6 8.3 9.9 8.2 8.7 10.6 9.1 7.4 3.6
General government 0.1 -2.7 -2.0 -3.9 -0.9 -1.4 -3.0 -2.3 -1.7 0.1
budget balance
Current account 2.0 5.8 5.9 6.0 7.3 7.2 7.5 6.8 5.8 3.6
Net asset position -175 140 285 375 392 454 514 564 599 651

Source: Statistics Denmark and own calculations.
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The Macroeconomic Scenario Towards 2020

Appendix 1. Key figures for the Danish economy 2010-
2020

Tabel 2.a

Key figures for the Danish economy 2010-2020

Medium-term scenario

Short-term forecast” Recovery Potential
growth
2012 2013 2014 2015 2016-2019” 20207
Outpout gap and real growth rates (per
cent)
Output gap (per cent of GVA) 27 29 24 -20 -0.8" 0.0
GVA -0.2 0.4 1.6 1.8 2.3 1.7
GDP -04 04 16 19 2.4 1.7
Demand, real growth, per cent
Private consumption 0.1 00 13 16 25 2.2
Public consumption 04 08 15 06 0.7 0.6
Gross fixed capital formation 08 07 26 32 5.5 5.2
Change in inventories (per cent of GDP) -0.3 02 00 0.0 0.1 0.1
Export 04 12 37 47 5.6 4.3
Import 09 17 39 45 6.4 5.7
Labour market and productivity
Growth in labour force (per cent) 01 02 05 03 11 0.5
Growth in employment (per cent) -03 02 06 06 12 0.6
Structural gross unemployment (per cent of 42 38 36 34 35" 3.6
labour force)
Registered (net) unemployment 57 54 51 48 4.0Y 3.6
Hourly productivity, entire economy 02 07 09 11 15 1.0
Growth in GVA per employed 00 02 10 12 15 11
1) The forecast for 2014-15 is based on the forecast in the Economic Survey, December 2013, in
which technical adjustments of levels on account of the national accounts for 2013 have been in-
corporated.
2) Growth in 2016-19 is including the cyclical normalization.
3) From 2020 and onwards, GDP growth is expected to follow the historical trend.

4 Average in the period.

Source: Statistics Denmark and own calculations.
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Chapter 3

3.  Public balance and debt
to 2020

The actual public deficit is brought below 3 per cent of GDP in 2013 and is not
expected to exceed 3 per cent in 2014 and 2015. Public finances are improved
by 1% per cent of GDP in structural terms in the period 2011-2013. Denmark is
thus expected to meet the requirements of the EU recommendations. Econom-
ic policy in 2014-2015 is planned within the framework of the Budget Law. Fis-
cal policy is in compliance with the framework of the Budget Law and the rules
of the Stability and Growth Pact in the years from 2016 to 2020. Also, fiscal pol-
icy implies that Denmark’s Medium Term Objective (MTO) for public finances
under the Stability and Growth Pact of -0.5 per cent of GDP is fulfilled. In 2020,
public revenues and expenditures are expected to balance in structural terms.
The public EMU debt is projected to 38% per cent of GDP in 2020 ensuring a
broad safety margin to the requirement of the Stability and Growth Pact.

3.1 The public balance

The preliminary accounts show a public deficit in 2013 of DKK 17.2 billion, corresponding to
0.9 per cent of GDP. On EDP-basis, the public deficit was 0.8 per cent of GDP in 2013, cf.
box 3.1.

Thus, the public deficit in 2013 was approximately DKK 144 billion larger than estimated in
Economic Survey, December 2013. This is primarily due to lower revenues from the pension
yield tax, which turned out to be DKK 22 billion lower than expected, while the revenue from
personal taxes was about DKK 6% billion higher than expected, cf. table 3.1. In general, the
revenue from the pension yield tax fluctuates substantially from one year to the other and
there are often large deviations between expected and actual revenues. The structural bal-
ance is not affected by the lower revenues from the pension yield tax.

The estimated development in public finances in 2014 and 2015 are based on Economic
Survey, December 2013, which is technically updated based on the new national accounts
for 2013 and Statistic Denmark’s budget statistics for 2014 etc. The medium-term scenario
towards 2020 is based on a technical projection and adopted policy, cf. chapter 2.

The public deficit is expected to amount to DKK 27.2 billion in 2014, corresponding to 1.4 per
cent of GDP, and in 2015 the deficit is estimated to DKK 59.4 billion, corresponding to 3.0 per
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cent of GDP. On EDP-basis, the public deficit is estimated to respectively 1.3 per cent of
GDP in 2014 and 2.9 per cent of GDP in 2015. The actual public deficits are estimated grad-
ually to be reduced from 2015 and towards 2020 as the business cycles normalize.

Thus, Denmark is expected to comply with the main requirement of the EU recommendation
of bringing the actual public deficit sustainably below 3 per cent of GDP by 2013.

Box 3.1
Public balance and debt reporting under EDP

Denmark reports the general government deficit and the public gross debt to the European Commission un-
der the Excessive Deficit Procedure (EDP). The public balance on EDP-basis differs from the balance based
on the Danish national accounts. The public balance on EDP-basis includes net interest income from central
government interest rate and currency swaps. The EDP-corrections have only marginal effects on the gen-

eral government balance, cf. table. The corrections have historically been in the order +/- 0.1 or 0.2 per cent

of GDP.

Per cent of GDP 2010 2011 2012 2013 2014 2015
Public balance (EDP-basis) -2.5 -1.9 -3.8 -0.8 -1.3 -2.9
Public balance (National Account basis) -2.7 -2.0 -3.9 -0.9 -1.4 -3.0

Note:  The public balance in 2012 is affected by the 2012 on-off reimbursement of the early retirement
contribution which is estimated to weaken the public finances with approximately 1%2 per cent of
GDP. In 2013-2015 the structural balance is affected by a number of temporary revenue measures,
including one-off revenues in 2013 and 2014 regarding the restructuring of capital pensions.
Source: Statistics Denmark and own calculations.

The public balance in 2013 and 2014 is affected by the restructuring of capital pensions, cf.
appendix 1. The special discount scheme attached to the restructuring of existing capital
pensions implies one-off revenues of DKK 28%: billion and DKK 30 billion in respectively 2013
and 2014. Excluding the expected on-off revenues, the public deficit would be around 1.5 per
cent of GDP higher in both years.

Compared to the forecast in Economic Survey, December 2013, a number of adjustments af-
fect public finances in 2014 and 2015. The public deficit is increased by approximately DKK
4% billion in 2014 and approximately DKK 1% billion in 2015, cf. table 3.1.The two primarily
reasons for this is a downward adjustment of the estimated revenue from the pension yield
tax due to the developments in the financial markets, and a downward adjustment of the es-
timated VAT-revenues. Public consumption is unchanged compared to the projection in De-
cember, while public investment has been revised upwards by DKK 0.8 billion in 2014 in line
with a higher level of investment in Statistic Denmark’s budget statistics.
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Table 3.1
Public balance 2013-2015 and changes since the December Economic Survey

DKK Billion 2013 2014 2015
Public balance in Economic Survey, December 2013 -3.0 -22.8 -57.6
- new estimate for pension yield tax -22.0 -2.8 -2.0
- VAT -2.8 -2.9 -3.0
- personal taxes and labour market contributions 3.3 2.0 1.9
- restructuring of capital pensions 35 0.0 0.0
- public investments -0.9 -0.8 0.0
- subsidies 25 0.6 0.9
- income transfers 0.5 -0.7 -0.4
- other elements 18 0.2 0.7
Public balance in CP2014 -17.2 -27.2 -59.4
CP2014 (per cent of GDP) -0.9 -14 -3.0
Economic Survey, December 2013 (per cent of GDP) -0.2 -1.2 -2.9
Public balance (EDP-form) -0.8 -1.3 -2.9

Source: Statistics Denmatk and own calculations.

3.2 Structural budget balance and fiscal consolidation

The structural budget balance is estimated to -1.7 per cent of GDP in 2010 and -0.1 per cent
of GDP in 2013. Thus, the structural balance is improved by just above 1% per cent of GDP
in 2011-13 in accordance with the requirement in the EU-recommendation, cf. below. Since
the actual public deficits are expected to be brought sustainably below 3 per cent of GDP by
2013, Denmark is projected to meet the requirements of the EU-recommendation.

The structural budget balance is a better measure of the underlying development of public fi-
nances than the actual balance, since the structural budget balance is corrected for the im-
pact of business cycles and other extraordinary or temporary factors affecting public finances,
including developments in the financial markets and oil prices.

Fiscal policy etc. contributes to the structural improvement of the public finances by approxi-
mately 2.2 per cent of GDP in the period 2011-2013 measured by the so-called “bottom up”
approach which measures the direct impact on the public revenues and expenditures from
fiscal policy etc., cf. table 3.2. The consolidation of public finances primarily has to be seen in
the context of the gradual implementation of financing elements in the Spring Package 2.0,
the measures in the Fiscal Consolidation agreement and the Budget Bill for 2012, cf. The Na-
tional Reform Programme, chapter 3.
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Based on the direct budgetary impact, the contribution from fiscal policy in 2011-2013 is ap-
proximately 2.7 per cent of GDP (while the impact on the structural balance, however, can be
reduced due to derived impacts on taxes and duties). However, several structural factors
weaken public finances by approximately 0.4 per cent of GDP towards 2013, which is primari-
ly due to a structural decline in North Sea revenues in 2011-12 and moderate underlying
productivity growth. Thus, public finances are improved net by approximately 2.2 per cent of
GDP from 2010 to 2013 based on the “bottom-up” approach, cf. table 3.2.

The "top-down™-assessment is based on the estimate for actual public balance adjusted for
temporary elements, including the cyclical adjustment. According to this assessment, the
structural balance improves by about 1% per cent of GDP from 2010 to 2013, cf. table 3.2.

Table 3.2
Fiscal policy measures to comply with the EU-recommendation

Per cent of GDP 2011 2012 2013 | 2011-13
Consolidation total (direct budget impact) 1.1 0.5 1.2 2.7
- moderate public consumption growth 0.8 0.0 0.4 12
- public investments -0.1 -0.1 0.1 -1,0
- income transfers (including cash benefit reform)® 0.1 0.1 0.1 0.3
- financing measures in Spring Package 2.0 0.1 0.0 0.2 0.4
- financing measures in Fiscal Consolidation Agreement 0.3 0.1 0.1 0.5
- financing measures in Budget Bill for 2012 0.2 0.1 0.4
- other elements -0.1 0.1 0.1 0.1
Structural factors affecting public finances 0.0 -0.4 0.0 -0.4
Underlying change in fiscal balance (bottom-up) 1.1 0.0 11 2.2
Change in structural balance (top-down) 0.8 0.1 0.7 1.6

Note:  The calculation of the direct budgetary impact of public finances is, among other things, based on
an assumption of productivity growth of 1%4 per cent per year in the non-agricultural industries in
the zero-points for a neutral fiscal policy. If the structural productivity growth in 2011-2013 is used
for the zero-points, the total fiscal consolidation in 2011-2013 corresponds to approximately 2 per
cent of GDP. The calculation of the zero-points is based on an increase in net prices of 1.8 per
cent yearly, corresponding to the assumptions in the medium-term projection. In “structural fac-
tors” is, among other things, included a structural decrease in the North Sea revenues by 0.3 per
cent of GDP.

1)  The budget impact from taxable income transfers is net of the derived impact on taxes.

Source: Own calculations.

In 2014, the structural deficit is estimated to 0.6 per cent of GDP, and in 2015 the deficit is
expected to amount to 0.4 per cent of GDP, cf. table 3.3. Fiscal policy is planned within the
framework of the Budget Law, including the limit for structural deficits of ¥ per cent of GDP.
The limit for structural deficits is aimed at the estimated structural deficit based on the budget
proposal for a given fiscal year. The structural deficit in 2014 was estimated to be in line with
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the framework of the Budget Law both at the time of the budget proposal for 2014 and when
an agreement on the budget for 2014 was reached. The small adjustment of the estimate for
2014 on the current basis should be seen in light of the uncertainty associated with the esti-

mation of the structural balance, and is not due to changes in fiscal policy, cf. box 3.2.

Box 3.2
Uncertainty associated with the estimates of the structural balance

The structural balance is an estimated measure of the underlying balance of public finances and is thus a
central measure in the planning of fiscal policy. The structural balance is calculated as the actual government
budget balance adjusted for the estimated cyclical impact on public finances and the impact from other tem-
porary factors affecting public finances. Thus, while still present - the uncertainty associated with the esti-
mates of the structural balance is considerably smaller than the uncertainty associated with estimates for the
actual balance.

Table a shows the estimated structural balance after a budget agreement for the year in question has been
reached and the estimated structural deficits in Convergence Programme Denmark 2014. The revision of the
estimates reflects the uncertainty associated with the figures for the actual balance as long as accounting
figures are not yet available for public expenditures and revenues for the year in question. Changes to eco-
nomic policy for a given year are limited after a budget bill has been adopted.

The typical deviation of the estimated structural balance is 0.1 per cent of GDP. The revisions of the esti-
mates have been both positive and negative from 2010-2014. In 2011 the positive revision of the estimated
structural deficit is somewhat larger than the revision for the other years. This should, i.a., be seen in light of
public consumption expenditures in 2011 which based on accounting figures turned out to be considerably
more moderate than the budgeted level. Estimates of the structural balance have the budgeted level of pub-
lic expenditures as a starting point until accounting figures are available. Likewise, estimates of public reve-
nues are associated with uncertainty.

Table a
Revisions of the estimates of the structural balance in 2010-2014

2010 2011 2012 2013 2014
Per cent of GDP
Estimate at the time of the Budget for year in questionl) -1.6 -1.3 -0.9 -0.1 -0.5

Latest estimate (Denmark’s Convergence Programme 2014)2’ -1.7 -0.9 -0.8 -0.1 -0.6
Revision® 0.1 0.4 0.1 0.0 0.1

1) Represents the estimated structural balance for a given fiscal year in the first economic survey follow-
ing the budget agreement. As an example does Economic Survey, December 2009 include an estimate
of the structural deficit in 2010 based on the Budget for 2010.

2)  The estimated structural deficit in 2014 is contrary to the estimated deficits in 2010-2013 not yet
based on accounting figures for the actual balance.

3)  Positive figures indicate an improvement of the estimated balance. Negative figures indicate a weak-

ening of the estimated balance.

Soutce: Economic Sutveys from 2009-2013 and own calculations.
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The actual public deficit is gradually reduced from 2015 and towards 2020 as the business
cycle is normalized. In 2020, public finances are expected to be at balance. The projected ac-
tual deficits are larger than the calculated structural deficit throughout the period reflecting
that cyclical conditions are assumed to be fully normalized around 2019, cf. chapter 2. The
lower employment and production towards 2019 (compared to a neutral cyclical year) thus
contribute to a weaker public balance compared to a neutral cyclical impact. In 2020, the pro-
jected development is structural, and the actual budget balance is equal to the structural bal-
ance, cf. table 3.3.

Table 3.3
Structural budget balance

Per cent of GDP 2010 2011 2012 2013 2014 2015 2016 2017 | 2020
1. Public balance -27 -20 -39 -09 -14 -30 -23 -16 0.1
2. Cyclical adjustment -2 -15 -20 -21 -19 -16 -1.2 -0.8 -
3. Special adjustments in total 0.2 03 -1.1 1.3 1.1 -10 -08 -0.6
- corporate tax -0.3 -05 -03 0.1 0.1 0.1 0.0 0.0 -
- vehicle registration tax -04 -04 -04 -03 -03 -03 -02 -01 -
- pension yield tax 1.1 1.1 1.3 -0.1 -0.1 -0.3 -0.3 -0.4 -
- net interest payments 0.1  -01 0.0 0.2 -0.1  -01 0.0 0.0 -
- North Sea revenues -0.1 0.2 0.2 -0.2 -0.3 -0.3 0.0 0.0 -
- Others 0.0 0.0 -1.9 1.7 1.7 -0.1 -0.2 -0.1 -
4. Structural balance (1.-2.-3.) -7 -09 -08 -01 -06 -04 -03 -02 0,1
Memorandum items
Weighted cyclical gap -6 -20 -27 -28 -26 -22 -16 -11 0,0

Source: Statistics Denmark and own calculations.

In 2016-20 the deficit on the actual balance is lower than the 3 per cent threshold in EU’s
Stability and Growth Pact, and the yearly structural deficit is estimated to be between 0 and -
% per cent of GDP. The structural balance is thus expected to be approximately balanced
through the period since the annual structural deficit is within the limits of Denmark’s medium-
term objective for public finances (MTO) on -% per cent of GDP. The assumed fiscal policy is
thus in compliance with the framework of the Budget law and the rules in the Fiscal Compact.

3.3  Public expenditures and revenues

Public expenditures and revenues will be balanced in 2020. Throughout the years towards
2020 actual public expenditures are assumed to exceed public revenues, but with the contin-
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ued normalisation of the cyclical conditions public expenditures are reduced relative to the
revenues.

3.3.1  Public expenditures

Public expenditures measured as a share of GDP are reduced from about 56 per cent of
GDP in 2013 to about 54% per cent of GDP in 2015, cf. table 3.4. The reduction reflects a
decrease in primary public expenditures by approximately 1 per cent of GDP, while public in-
terest payments are estimated to decrease by 0.3 per cent as a result of a drop in average
return on the outstanding debt. The relatively high level of public expenditure in 2012 reflects
the repayment of contributions to the early retirement scheme as a part of the retirement re-
form.

Table 3.4
Public expenditures

Per cent of GDP ESA 2011 2012 2013 2014 2015 2016 2017 | 2020
Public expenditure 56.4 58.1 56.0 557 547 539 531| 51.0
- Primary expenditures 542 56.1 541 541 532 525 51.6| 494
- Public consumption P3 284 285 282 281 279 276 273| 265
- Public investments 2.2 24 2.3 2.3 21 2.0 2.0 2.0
- Income transfers D62 174 177 176 177 175 171 16.8 15.6
- Subsidies D3 2.6 2.6 2.6 2.6 2.6 25 25 2.3
- Other primary expenditures 3.6 5.0 3.3 3.3 3.2 3.3 3.1 3.0
- Interest expenditures D41 2.2 2.0 1.8 1.6 1.5 1.4 15 1.6

Note:  Public expenditures in 2012 are affected by the one-off repayment of contributions to early retire-
ment of approximately 172 per cent of GDP.
Source: Statistics Denmark and own calculations.

Towards 2020, public expenditures are assumed to decrease to about 51 per cent of GDP in
2020. The reduction is partly due to the cyclical normalization which increases GDP and re-
duces unemployment transfers etc., and partly due to agreed reforms, including the early re-
tirement reform that reduces the expenditures for early retirement and increases labour sup-
ply and GDP. Public consumption as a share of GDP is also reduced towards 2020, which re-
flects the cyclical normalization as well as the assumed real growth in consumption expendi-
tures, cf. below.

Public income transfers

Expenditures for public income transfers are expected to gradually decrease from approxi-
mately 17%2 per cent of GDP in 2013 to just above 15% per cent of GDP in 2020. The reduc-
tion is, among other things, due to the assumed normalization of the cyclical position. The in-
crease in age limit for early retirement and state pensions in the retirement reform as well as
other reforms, including the adjusted regulation of public income transfers according to the
tax agreement from 2012, also contribute to the reduction of income transfers. In addition, the
reforms of disability pensions and the flexi-job scheme from June 2012 and the reforms of the
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cash benefit system and the state education grant system in the agreements on Growth Plan
DK also contribute to reduce income transfers towards 2020.

In total, the number of benefit recipients will increase towards 2020. This is a result of meet-
ing the targets for education and the demographic development which implies more recipi-
ents of student grants and more retired persons. However, at the same time there will be less
recipients of early retirement, unemployment benefits and cash assistance.

Assumptions on public consumption

Real growth in public consumption was 0.8 per cent in 2013. In 2014, the real growth in pub-
lic consumption is estimated to 1.5 per cent and in 2015 to 0.6 per cent. This is based on the
assumption that public consumption expenditures in 2014 equal the budgets.

Growth in public consumption is assumed to be moderate in the coming years. In the medium
term projection, the annual real growth in public consumption is assumed to be 0.6 per cent
per year in the period 2015-2020 and about % per cent annual in 2014-2020, cf. figure 3.1.
The average real growth rate in 2014-2020 is thus slightly higher than in CP13 (where it was
0.6 per cent annual). This reflects lower public consumption expenditures in 2013 according
to the preliminary national account figures from Statistics Denmark (which increase the
growth rate in 2014).

As a result, public consumption can grow with a total of DKK 19% billion (2014-prices) from
2015 to 2020 which corresponds to about 3 billion a year.*

Figure 3.1 Figure 3.2
Real growth in public consumption Public investments, 1990-2020
Per cent Per cent Per cent of GDP Per cent of GDP
2,0 4 ‘ r20 26 1 r26
2.4 4 L 2.4
15 4 F15
22 L 22
1,0 1,0
2.0 L 20
average 1999;2012 /\
i L 18 [\ N/ L 18
05 05 f\ \/" average 1990-2008
16 1.6
0,0 A e — 0,0
02- 08 13 14 15 16 17 18 19 20 14 +r 1.4
07 12 90 92 94 96 98 00 02 04 06 08 10 12 14 16 18 20

Source: Statistics Denmark and own calculations.

! The increase in public consumption is estimated without depreciations which are a calculated figure in addition
to the direct public consumption expenditures for wages, purchased goods etc.
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The assumed growth in public consumption allows for real resources per user to grow with
about 0.4 per cent annual during 2014-2020 since demographics draw on the public con-
sumption by about 0.35 per cent annually. The ongoing modernization of the public sector
and the efforts to make the public sector more efficient will allow for a greater improvement in
the quality of public service than the real growth rate imply, cf. chapter 6.

The projection implies that public consumption expenditure decrease to about 26% per cent
of GDP in 2020. This corresponds to the historical average for the period 1990-2012.

Assumptions on public investments

Public investments reached a historically high level in 2012 with 2.4 per cent of GDP as a re-
sult of the moving forward and initiating of investments to support growth and employment
during the economic downturn. In 2013, the investments were approximately 2.3 per cent of
GDP which is also a high level by historical standards.

Following the extraordinarily high levels of public investments in share of GDP in recent
years, a continued relatively high level of investment at about 2 per cent of GDP is planned
from 2015 to 2020. This is a higher level than the average during the period 1990-2008 of
approximately 1.8 per cent of GDP, cf. figure 3.2.

The medium term projection for public investments reflect among other things Growth Plan
DK which implies an extra increase in public investments of DKK 2 billion in 2014, increasing
to DKK 4 billion in 2020 compared to the previously planned level. The projection towards
2020 reflects among other things the implementation of already planned large investment
projects in hospitals and infrastructure.

Besides public investment projects, considerable investments are being made in public en-
terprises and companies that will appear in the national account as private investments, in-
cluding the Metro City ring and the Fehmarnbelt connection etc.

Composition of public expenditures by function

The functional distribution of public expenditures shows that social protection by far is the
largest expenditure function with approximately 25 per cent of GDP, cf. table 3.5. The ex-
penditures for social protection cover among other things the majority of income transfers
(state pension, disability pension, unemployment benefit, cash assistance etc.) as well as op-
erating expenditures for day care, social institutions and nursing homes. Composing about 8
per cent of GDP each, health care and education are the second largest expenditure func-
tions.
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Table 3.5
Distribution of public expenditures by function, 2010-2014

2010 2011 2012 2013 2014
Per cent of GDP
General public services 7.7 8.1 9.1 7.3 6.8
Military defence 1.4 14 15 1.4 1.4
Public order and safety 11 11 11 1.1 1.2
Economic affairs 3.3 3.5 3.6 3.4 3.5
Environment protection 0.4 0.4 0.4 0.4 0.4
Housing and community amenities 0.4 0.3 0.4 0.4 0.4
Health 8.3 8.2 8.5 8.4 8.3
Recreation, culture and religion 1.6 1.6 1.7 1.6 1.6
Education 7.9 7.7 7.8 7.8 7.8
Social protection 25.2 25.2 25.2 25.1 24.8
Public expenditures in total? 57.5 57.5 59.2 56.9 56.4

Note:  As part of the expenditures for general public services is the repayment in 2012 of the contribu-
tions to early retirement. 2010-2012 reflects national account figures, 2013 is based on preliminary
national account figures and 2014 reflects budgetary figures.

1) Statistics Denmark’s budget statistics for 2014 and the government’s latest estimate for GDP in
2014 in CP14.
2) The estimate of total public consumption as a share of GDP by Statistics Denmark differs from

the statement in table 3.4 due to differences in definitions and methods used (in table 3.4. is in-
cluded depreciations and sales of goods of public consumption, which is not the case in Statistics
Denmark’s statement).

Source: Statistics Denmark and own estimates and calculations.

The medium term projections for the Danish economy do not include a distribution of expend-
itures by function (COFOG). The projection includes estimated developments in real econo-
my sub-components, i.e. public consumption expenditures, income transfers and public in-
vestments cf. above.

The Government'’s target within the areas of education and research implies that more public
resources are prioritised to these areas towards 2020. The targets are described in further
detail in the National Reform Programme, chapter 4. Meeting the education targets will fur-
thermore reduce labour supply in the short run due to an increased number of students which
will affect public finances. However, the reform of student grants reduces expenditures on
education towards 2020 through an increasingly well-functioning and efficient system for stu-
dent grants.

The increasing number of elderly due to the demographic development increases pressure
on expenditures to health, elderly care and state pensions etc. towards 2020. As a result of
fewer pupils, the expenditure pressure related to elementary schools will on the contrary de-
crease.
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3.3.2  Public revenues

Public revenues are reduced from about 54% per cent of GDP in 2012 to about 51% per cent
of GDP in 2015, cf. table 3.6. This primarily reflects a gradual normalisation of the revenues
from the pension yield tax following the unusual high level in 2012.

The tax burden increases temporarily in 2013 and 2014 primarily due to an increase in per-
sonal taxes as a result of on-off revenues from restructuring of capital pension schemes. The
decrease in the tax burden from 2014 to 2015 thus to a great extent reflects the disappearing
of these on-off revenues. In addition there is lower revenue from taxes on received capital
pensions afterwards, due to the restructuring of the capital pension schemes to a new retire-
ment pension.

Table 3.6
Public revenues

Per cent of GDP ESA 2011 2012 2013 2014 2015 2016 2017|2020

Public revenues 543 542 551 543 517 517 515| 511

- Taxes and duties (tax burden) 479 484 496 493 46.8 469 46.6| 46.3

- Personal income taxes etc.” 205 207 232 230 210 21.0 20.8| 20.1

- of which property value tax 0.7 0.7 0.7 0.7 0.7 0.7 0.7| 0.6

- Labour market contributions 4.5 4.5 45 4.5 4.4 4.4 44| 4.4

- Pension yield tax 2.1 2.4 1.0 1.1 0.8 0.8 0.7 1.0

- Corporate taxes 2.8 3.0 3.3 3.2 3.0 3.0 2.9 2.9

- VAT 9.9 10.0 9.8 9.8 9.8 9.8 9.8 9.9

- Property tax (land tax etc.) 1.4 14 14 14 15 15 15 1.6

- Excise duties etc. 5.6 5.5 5.6 5.5 85 5.6 56| 5.7

- Social contributions 1.0 0.9 0.8 0.8 0.8 0.8 0.8 0.8

- Interest income D41 1.6 1.6 1.5 1.1 1.0 1.0 1.0 1.1

- Other income 4.8 4.3 3.9 3.9 3.9 3.8 38| 3.6
1) Personal taxes cover withholding taxes (including property value tax), motor vehicle fees paid by

households, inheritance tax and other personal taxes. In 2013 and 2014 the revenue from the re-
structuring of the pension schemes are included.
Source: Statistics Denmark and own calculations.

Towards 2020, the total public revenues are expected to decrease further to 51.1 per cent of
GDP. This is mainly due to a reduction in personal taxes as a share of GDP of approximately
1 per cent of GDP from 2015 to 2020.

The decreasing tax burden towards 2020 should among other things be seen in the context
of the agreed tax measures in Agreements on Growth Plan DK and other implemented re-
forms. The reduction in revenues from corporate tax is related to the gradual decrease of
corporate tax from 25 per cent in 2013 to 22 per cent in 2016. A gradual normalization of in-
terest rates towards 2020 furthermore contributes to increased interest deduction which in
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isolation reduces the tax revenues. In 2020, the tax burden is expected to be almost 462 per
cent of GDP which is approximately 2% percentage points below the average tax burden in
the period 1990-2012.

3.4  Net lending by subsectors

The central government deficit is reduced to about 0.9 per cent of GDP in 2013, cf. table 3.7.
The deficit is expected to grow to about 3.0 per cent of GDP in 2015 and subsequently de-
crease towards 2020 as reforms and the normalisation of cyclical conditions take effect. In
2020, the central government finances are assumed to be in balance with a small surplus.

Table 3.7
Public finances by sub sectors

Per cent of GDP 2011 2012 2013 2014 2015 2016 2017 | 2020
Central government 21 -39 -09 -14 30 -23 -16 0.1
Local government 00 -01 0.0 0.0 0.0 0.0 0.0 0.0
Social funds 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Source: Statistics Denmark and own calculations.

The budget balance in municipalities and regions are technically assumed to be balanced
during the entire projection period, cf. table 3.7. The budget balance in the municipalities
should in general be balanced, but by national account measures the municipal balance may
show a small surplus or deficit in individual years. The budget balance of the social funds are
balanced during the entire projection as well.

3.5  Public debt

The EMU debt, which is the government gross public debt, has been reduced since 2011 and
is expected to be just above 43 per cent of GDP in 2014, cf. table 3.8. The decrease in EMU
debt, even though the public deficits, reflects that the deposit on the central governments ac-
count in Danmarks Nationalbank is expected to decrease with approximately DKK 80 billion
in the same period. The EMU debt increases temporarily in 2015, after which it decreases
considerably towards 2020 where it is assumed to be about 38% per cent of GDP. This en-
sures a broad safety margin to the requirements in the EU’s Stability and Growth Pact which
imply that gross debt should not exceed 60 per cent of GDP. The decrease in debt ratio to-
wards 2020 is, however, also a result of the expected increase in nominal GDP in the same
period.

Overall, EMU debt is expected to be reduced by about 7.5 per cent of GDP from 2011 to
2020, cf. table 3.8. The reduction is primarily due to the growth in nominal GDP which in iso-
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lation reduces the EMU debt by about 13 per cent of GDP. Financial conditions etc. also con-
tribute to the reduced debt. The continued development in the primary balance of the central
government and the municipalities, however, contributes overall to an increase in the EMU
debt by approximately 10,6 per cent of GDP from 2011 to 2020, whereas the net interest bal-
ance of central government and the municipalities contributes to an increase in the debt by
4,1 per cent of GDP.

Table 3.8
Generel government gross debt (EMU debt) and net public debt

Per cent of GDP 2011 2012 2013 2014 2015 2016 2017 | 2020 | 11-20
EMU debt (end-year-level) 46.4 454 445 432 443 438 43.0| 38.8 o
Change in EMU debt ratio -10 -09 -13 11 -05 -0.8| -0.6 -7.5

Contribution to change in EMU debt ratio:

- Primary budget balance 35 06 09 25 18 12| -06| 106
- Net interest payments 05 03 05 05 04 04 0.5 4.1
- Nominal GDP growth -09 -08 -13 -15 -16 -1.8| -1.5| -13.0
- Financial contributions.* 41 -10 -15 -03 -11 -0.7 1.0 -9.3
Net public debt® 26 75 59 72 99 117 127| 124 -

Net debt of central and local government? 26 75 58 71 99 116 12.7| 123 -

Note: The sum of the contributions to change in EMU debt ratio does not necessary precisely reflect the
overall change in EMU debt ratio due to rounding.

1) Financial contributions 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 on the EMU-debt of the restruc-
turing of government assets and liabilities (privatisation etc.), payment changes in the tax area, issu-
ance price losses, relending to state guaranteed entities etc.

2) The period 2014-2020 is technically projected based on the development of the general govern-
ment budget balance etc. and the development of the budget balance of central and local govern-
ments.

Source: ADAM, Statistics Denmark and own calculations.

Net public debt, which in contrast to the EMU debt includes the public sector’s financial as-
sets, is projected to increase from about 7% per cent of GDP in 2012 to 13 per cent of GDP
in 2018. This is a result of recent years’ public deficit and debt accumulation. In 2020, the net
debt is expected to decrease as the nominal net debt is growing at a slower pace than GDP
(measured in current prices). Net public debt is expected to amount to 12.4 per cent of GDP
in 2020.

It is mainly the net public debt, and not the EMU debt, which is relevant for the public sector’s
financial position and fiscal sustainability.
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Annex 1. Discretionary on-off measures in 2013 and
2014

Discretionary on-off measures etc. are estimated to increase the public balance by DKK 28.5
billion in 2013 as a result of the restructuring of capital pension schemes, cf. table 3.9. In
2014 the public balance is expected to increase by DKK 30.0 billion also as a result of the re-
structuring of the capital pension schemes.

Table 3.9
Discretionary on-off measures in 2013 and 2014

Billion DKK 2013 2014

Public balance

Restructuring of pension schemes 28.5 30.0

Source: Own calculations.
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Chapter 4

4.  Sensitivity Analysis and
Comparison with CP13

The international economy has strengthened in the past year, and the balance
of risks has become more neutral. Risks regarding the Danish growth outlook

especially relate to the developments in the euro area. A faster recovery of the
European economy than projected in this convergence programme will lead to
stronger employment and public finances. Conversely, there is also a risk that
the European recovery may stall again, which would put public finances under
pressure in the coming years.

The assumptions concerning the international economy and financial develop-
ments in this convergence programme are quite close to the external assump-
tions of the European Commission. If the assumptions of the European Com-
mission are used in the projections, the growth in the Danish economy would
be marginally higher, while public finances would be roughly unchanged. Public
finances would still be within the framework set out by the Budget Law and the
general rules of the Stability and Growth Pact.

4.1 Sensitivity analyses

The Danish Economy is very sensitive to foreign developments. Higher growth in the interna-
tional economy will in itself increase exports, but may also influence the expectations of busi-
nesses and consumers and lead to higher growth in private investment and consumption. Be-
low several scenarios are presented which illustrate the sensitivity of the Danish economy to
altered assumptions regarding growth in the international economy and other factors, in view
of the requirements laid out by the Code of Conduct for the Stability and Convergence Pro-
grammes of EU-member states. The sensitivity is illustrated comparing the projections in the
convergence programme (CP14) with projections based on the external assumptions of the
European Commission for 2014 and 2015 as well as projections based on respectively a
more positive and negative scenario.

4.1.1  Scenario with the external assumptions of the European Com-
mission

As an alternate scenario to the assumptions of CP14 a projection has been made based on

the European Commissions’ external assumptions from the Winter Forecast from February

2014, cf. table 4.1. The assumptions regarding export market growth are fully in line with the

European Commission Forecast. With respect to interest rates, the sets of assumptions are
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close, although the European Commission assumes a somewhat lower long-term interest
rate, especially in 2015. Finally, the European Commission projects a noticeably lower price
of oil in 2014 and 2015.

The alternative scenario based on the external assumptions of the European Commission
leads to approximately similar projection for GDP growth in 2014 and a somewhat higher pro-
jection for GDP growth in 2015 than CP14, cf. table. 4.2. The higher level of Danish growth in
2015 is related to the more favorable effect on domestic demand from lower long-term inter-
est rates and, partly, also the lower price of oil.

The lower price of oil assumed by the European, compared with CP14, would lead to lower
revenues from the activities in the North Sea — which to a high degree are influenced by
changes to production and oil-prices — and would in isolation lower the government budget
balance. Conversely, a higher level of economic activity and higher revenues from the taxa-
tion on the returns to pension funds due to more favorable asset prices as a result of lower in-
terest rates would pull in the other direction. Overall the government budget balance would
be unchanged in the alternative scenario.

Table 4.1

External assumptions

2013 2014 2015
CP14 EU CP14 EU
Export-market gI’OWthl) 25 55 5.6 6.5 6.5
Price of crude oil, USD per barrel 109.9 108.2 104.1 113.4  99.6
Short-term interest rate, percentage points® 0.2 0.2 0.3 0.5 0.4
Long-term interest rate, percentagepoints® 1.6 2.0 1.8 2.5 2.1

Note: 1) Export-market growth for industrial goods, percentage real growth. 2) Besides the change to the
European short-term and long-term interest rates, which the table refers to, the level of the corre-
sponding Danish interest rates have been altered, so that the spread in interest rates vis-a-vis the
euro area is unchanged relative to the assumptions in Economic Survey, December 2013. Moreover,
the average Danish interest rate on bonds is recalculated with the same weights as in the December
Economic Survey, using the revised Danish interest rates.

Source: Economic Survey, December 2013 and the European Commission Winter Forecasts 2013-15.
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Table 4.2
Alternative scenarios

2013 2014 2015
Convergence Programme 2014
GDP growth 0.4 1.6 1.9
Unemployment, per cent of the workforce 5.4 5.1 4.8
Public balance, per cent of GDP -0.9 -1.4 -3.0
Gross debt (EMU definition), per cent of GDP 44.5 43.2 44.3
Alternative scenario based on the external assumptions of the European Commission
GDP growth 0.4 17 2.1
Unemployment, per cent of the workforce 5.4 5.1 4.7
Public balance, per cent of GDP -0.9 -1.3 -2.7
Gross debt (EMU definition), per cent of GDP 44.5 43.0 43.8

Note: The table shows the effect on registered gross unemployment.

Source: Own calculations in ADAM.

4.1.2 A positive and negative scenario for the outlook

The assumed improvement in the Danish economy in CP14 is closely connected to the re-
covery in the euro area, where the return in confidence is well-underway, and the generally
broad-based recovery in the global economy.

External growth may be stronger than assumed with a possibility for more positive develop-
ments in the markets for Danish exports and for business investment. Conversely, weaker
than expected global growth may weaken Danish exports. The confidence of consumers and
businesses would thereby be weakened and growth in domestic demand lowered. The sensi-

tivity to the altered assumptions is illustrated in two alternative scenarios.

e A positive scenario, where external developments increase Danish export-market

growth by 1 percentage points in 2014 and 2015 compared with CP14. At the same
time, Danish private investment increases by 2 percentage points in both years in
order to accommodate an expected increase in demand. This corresponds to a
slightly faster recovery in the investment rate towards historical levels than seen
during previous business cycle recoveries.

A negative scenario, where export-market growth is assumed to be 1 percentage
points lower in 2014 and 2015, e.g. due to a slower-than-expected implementation
of structural reforms in the euro area, that weakens confidence and expectations of
progress and leads to lower growth. Growth in Danish private consumption is as-
sumed to be Y2 percentage points lower in both years and business investment low-
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er by 1 percentage points in both years, corresponding to a slower recovery in the
consumption and investment rate towards historical levels.

In the positive scenario, higher external growth and increased investment increases Danish
GDP growth by % percentage points in both 2014 and 2015. At the same time, unemploy-
ment will be lower and experience sharper falls during both years. The public balance im-
proves due to higher revenues and lower expenditures because of higher activity.

In the negative scenario, GDP-growth in Denmark would decrease by about ¥ percentage
points in both 2014 and 2015. At the same time, unemployment will be higher and the public
balance deteriorates, cf. table 4.3. In this situation Denmark would continue to implement fis-
cal policy in accordance with the requirements of the Budget Law and the Stability and

Growth Pact.

Table 4.3
Alternative scenarios

2013 2014 2015
Convergence Programme 2014
GDP growth 0.4 1.6 1.9
Unemployment, per cent of workforce 5.4 5.1 4.8
Public balance, per cent of GDP -0.9 -14 -3.0
Gross debt (EMU definition), per cent of GDP 44.5 43.2 44.3
Positive scenario
GDP growth 0.4 1.9 2.2
Unemployment, per cent of workforce 5.4 5.0 4.5
Public balance, per cent of GDP -0.9 -1.3 -2.7
Gross debt (EMU definition), per cent of GDP 44.5 42.9 43.6
Negative scenario
GDP growth 0.4 1.2 15
Unemployment, per cent of workforce 5.4 5.3 5.2
Public balance, per cent of GDP -0.9 -1.6 -3.4
Gross debt (EMU definition), per cent of GDP 44.5 43.5 45.1

Note: The table shows the effect on registered gross unemployment.

Source: Calculations in ADAM.
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4.2 Comparison with Convergence Programme 2013

The growth outlook for 2014 and 2015 is roughly the same as expected in CP13, but the un-
derlying basis for progress has improved. Following several years of weak growth in the Dan-
ish economy, growth is expected to increase, in step with increasing growth in the interna-
tional economy. Thus growth of around 1% per cent in 2014 and almost 2 per cent in 2015 is
projected, in line with CP13.

The expected duration of the recovery of the Danish economy is also in line with the assump-
tions in CP13, which also projected a gradual decline in the output gap — the difference be-
tween GDP and the computed potential level of GDP — towards 2019.

The public deficit in 2013 was slightly lower than projected in CP13 and a slightly lower deficit
in 2014 is also projected. This should be seen in light of the fact, that the temporary revenues
stemming from the taxation of conversion of Capital Pensions were higher than projected in
2013 and are projected to remain higher in 2014 than seen in CP13. In addition, the lower
public deficit is due to higher revenues from corporate income taxes and lower public expend-
itures, including lower benefits. In 2015 the temporary revenues from the current window for
converting Capital Pensions will cease, and as in CP13 the public deficit is projected to be
close to 3 per cent of GDP.

All political agreements since CP13 was prepared have been adopted within the same
framework for public finances as in CP13, cf. also section 5.2. Consequently, it does not lead
to changes in the medium-term projections towards 2020. In both CP13 and CP14 there is
balance on the public balance in 2020, cf. table 4.4.

The change in estimated gross debt (EMU-definition) compared to the KP13 is marginal, and
in 2020 the debt is estimated to remain approx. 40 percent of GDP and by a good margin to
60 percent limit in the Stability and Growth Pact.
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Table 4.4
Changes compared to Convergence Programme 2013

2010 2011 2012 2013 2014 2015 2016 2020

Annual percentage change

Real GDP growth

CP13 1.6 11 -0.5 0.7 1.6 1.8 2.4 1.7
CP14 14 11 -0.4 0.4 1.6 1.9 2.1 1.7
Change -0.2 0.0 0.1 -0.3 0.0 0.1 -0.3 0.0

Per cent of GDP

Qutput gap
(per cent of GVA)

CP13 -1.7 -1.8 -2.8 -3.0 -2.5 -2.0 -1.4 0.0
CP14 =fl.77 -1.8 -2.7 -2.8 -2.5 -2.0 =15 0.0
Change 0.0 0.0 0.1 0.2 0.0 0.0 -0.1 0.0

Public Balance”

CP13 -2.7 -2.0 -4.1 =lot/ -1.8 -2.9 -2.0 0.0
CP14 -2.7 -2.0 -3.9 -0.9 -1.4 -3.0 -2.3 0.1
Change 0.0 0.0 0.2 0.8 0.4 -0.1 -0.3 0.1

Public EMU-debt

CP13 42.7 46.4 457 44.0 42.4 435 43.8 40.3

CP14 42.7 46.4 45.4 44.5 43.2 44.3 43.8 38.8

Change 0.0 0.0 -0.3 0.5 0.8 0.8 0.0 -1.5
1) Including temporary revenues of from the conversion of Capital Pensions in 2013 and 2014.

Note.:  Gross Public Debt — EMU-debt — was reduced from 46.4 per cent of GDP in 2011 to 45.7 per
cent of GDP in 2012 and is projected to fall further towards 2014, due to the fact that the public
deficit during those years to a large extent is expected to be financed by drawing on the balance of
the Government with Danmarks Nationalbank.

Source: Own calculations.
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5. Long Term Projection
and Fiscal Sustainability

A long-term projection of the Danish economy shows that, overall, fiscal policy
complies with the central medium-term targets for fiscal policy of at least struc-
tural balance by 2020, a sustainable fiscal policy, and that the public EMU debt
maintains a safety margin to the requirements in the Stability and Growth Pact.

However, some challenges remain for fiscal policy in the period after 2020. The
structural deficit is projected to remain within the limit in the Budget Law of %2
per cent of GDP in the years towards 2030, but subsequently the structural def-
icit is projected to increase to approx. 1% per cent of GDP around 2045 as a
result of the current retirement rules, demographic changes and declining oil
and gas production in the North Sea. In the years hereafter public finances are
set to improve gradually.

Economic policy in future medium-term plans will be designed to be in compli-
ance with the Budget Law in the planning period. Thus, the increase in public
deficits to above ¥ per cent of GDP from 2030 reflects the fact that projections
for the years after 2020 are based on purely technical assumptions, and should
not be seen as plans for a deficit in excess of the requirement in the Budget
Law.

5.1 The development after 2020

Towards 2020, the projection in this Convergence Programme incorporates adopted policies
and a gradual normalisation of the business cycle. After 2020 the projection is based on
technical assumptions reflecting unchanged public expenditure so that expenditures per per-
son (at a given age) grow in line with wages. For health care expenditures, however, a lower
growth rate for each age group is incorporated to reflect better health and lower mortality
(healthy ageing), cf. box 5.1. The projection includes a gradual increase in the retirement age
in line with the rules for indexing the retirement age to life expectancy as stipulated in the
2006 Welfare Agreement and the 2011 Retirement Reform. Also the tax burden is projected
to be unchanged, while a gradual depletion of the Danish oil and gas resources in the North
Sea is incorporated, cf. box 5.2.
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Box 5.1
Principles for the projection of health care expenditures after 2020

For health care expenditures a lower growth in expenditures for each age group is incorporated to reflect
better health and lower mortality, also known as healthy ageing.

In the public health expenditure projection, the population is divided into persons in the so-called terminal
phase (last 3 years of life) and persons with more than 3 life years remaining. The distinction is due to the
fact that health related expenditure on persons within the last 3 years of their lives is significantly higher than
expenditure on other persons, cf. figure 2. Hospital expenses on 70-79 year olds who die within a year are,
for example, around 6 times higher than those for the 70-79 year olds with a remaining life of more than 3
years. A similar tendency is noticeable for other age groups and for other health related expenditures such
as nursing homes, home care and reimbursements for medicine. Improved health — reflected in longer lives
— for a given age group can therefore, in isolation, reduce the demographically-determined pressure on pub-
lic expenditure.

Specifically, the projection assumes that expenditure profiles for persons in the terminal phase and persons
not in the terminal phase correspond on average to the respective age specific expenditure today (corrected
for wage increases). Under the assumption that average life expectancy will increase by around 10 years
from 2012 to 2080, this reduces the share of the population in each age group with less than 3 years remain-
ing. In 2012, for instance, approx. 16 per cent of the 80 year olds are statistically expected to die within 3
years, by 2080 that share is expected to be approx. 6 per cent, cf. figure b.

Thus total average cost per age group is reduced as life expectancy increases. This is solely due to the de-
cline in the share of persons in a given age group with less than 3 years remaining.

Figure a Figure b
Average age related health expenditure per Share of population within and not within the
person, 2012 and 2080 terminal phase, 2012 and 2080
1,000 DKK (2012-level) 1,000 DKK (2012-level) | DKKbn. DKK bn.
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Note.: Health related expenditure in figure a covers practically all health care and home care expenditure.
Source: Ministry of Finance calculations based on data from Statistics Denmark and data from the law
model in the Ministty of Economics and the Intetior.

The long term projection in Convergence Programme Denmark, 2013 (CP13) incorporated
the agreements on Growth Plan DK and the 2013 population forecast. Subsequent political
agreements — including the 2014 Budget Bill and the agreements on Train Fund DK and
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changed taxation of North Sea oil — remain within the same overall framework for the public
economy that formed the basis for CP13. The long-term challenge is therefore essentially un-
changed from last year’s convergence programme, and the projections for fiscal balance and
debt are roughly the same, cf. figures 5.1 and 5.2.

Towards 2030, the structural deficit is projected to remain within the requirement in the
Budget Law of ¥ per cent of GDP based on the abovementioned technical assumptions. In
subsequent years, based on an assumption that expenditures per person increase in line
with the overall growth rate in the economy, the deficit is set to gradually increase to around
1% per cent of GDP by 2045 and gradually improve thereafter.

The growing deficit of more than % per cent of GDP from 2030 reflects that the projection af-
ter 2020 is based on the abovementioned technical assumptions and that the planning period
for current medium-term plans does not extend beyond 2020. Consequently, it does not re-
flect specific plans for public deficits in excess of the requirement in the Budget Law. Eco-
nomic policy in future medium-term plans will be designed to be in compliance with the
Budget Law in the planning period.

Figure 5.1 Figure 5.2

Structural balance Public EMU debt

Per cent of GDP Per cent of GDP Per cent of GDP Per cent of GDP
24 2 70 r 70
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—CP14 cP13 —cP14 CP13

Source: Statistics Denmark and own calculations.

Most of the deterioration in the fiscal balance towards 2045 can be attributed to a longer av-
erage retirement period for those who retire between 2013 and towards the middle of the
century, as compared to both earlier and later generations. The context is that by 2020 the
retirement age has not yet been adjusted in correspondence with the indexation to life expec-
tancy, so that a relatively larger share of cohorts will be in retirement compared to 2050. With
the 2006 Welfare Agreement it has been decided that the increasing longevity for 60 year
olds should be reflected in more working years and the retirement age will therefore be in-
creased in line with life expectancy. This principle has been retained in the 2011 Retirement
Reform. However, the retirement age can be increased by at most one year every five years,
and the first increase due to the indexation will take place in 2030. Thus, the adjustment of
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the retirement age, through increasing the age limits for early retirement and old age pension,
will only be fully phased in in the long term.

Consequently, the adjustment of the retirement age is not sufficient to keep the ratio between
the number of employed and the number of not-employed constant in the period from 2020
and to the middle of the century. Therefore the pressure on the public finances will gradually
increase as the ratio of retirees to the number of employed persons grows.

In addition to this, the deterioration of the structural balance towards 2045 can partly be at-
tributed to declining production and public revenues from the North Sea oil and gas produc-
tion and demographic effects arising from differences in generation sizes.

Towards 2030, the public EMU debt is projected to gradually decrease to a level of around 35
per cent of GDP. Hereafter, the EMU debt is expected to increase again, but projected to
maintain a safety margin to the limit in the Stability and Growth Pact of 60 per cent of GDP
throughout the projection period

Box 5.2
Principles for the projection after 2020

The principles used for projecting after 2020 generally reflect an extrapolation of the structures of the econo-
my as they appear in 2020, with the addition of agreed initiatives that have an effect also after 2020.

* Nominal public consumption expenditures are projected based on an assumption that expenditures per us-
er grow in line with wages while the number of users of public services evolves in line with the calculated
impact of changing demographics. Public sector wages grow in line with private wages, and public net pur-
chases of goods and services from the private sector make up a constant share of public consumption ex-
penditures.

e Social benefits (income transfers) are assumed to rise in line with private sector wages so that replacement
rates overall remain constant (e.g., in case of job loss or retirement).

e From the outset, labour participation rates, and the propensities at which various social benefits are re-
ceived, are assumed to be constant across age, gender and origin. The ratios are adjusted, however, for
the expected effects of the education targets as well as adopted reforms in particular in relation to retire-
ment.

e The long-term projection of public investment is derived from the principle that the ratio between the gross
public capital stock and public production of goods and services as a rule is constant after 2020.

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

o With the exception of adopted tax policy, the tax burden is projected to be unchanged after 2020, so tax
rates in per cent remain constant, while excise duties etc. set in nominal terms are technically assumed to
increase in line with price developments. Property taxes are assumed to follow the development in house
prices, corresponding to a roughly unchanged share of GDP from 2020.

e The revenues from taxation of North Sea activities are based on The Danish Energy Authority’s long-term
projection of oil and gas production, while long-term oil price assumptions are based on the 2013-
projection from the International Energy Agency (IEA).

e A gradual improvement in energy efficiency is assumed for both consumption and production. This should
be seen in light of ongoing improvements in energy efficiency as well as the 2012 energy agreement.
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The CP14-projection assumes — in line with the CP13-projection — that the heightened educa-
tion targets are met by 2020. In this respect, 27 per cent of a youth cohort is expected to
complete a higher education, which corresponds to the most recently observed educational
behaviour!, cf. Denmark’s National Reform Programme, 2014.

Although increased investment in education is expected to have a significant social return,
the fulfilment of the education targets will only contribute to enhance overall welfare after
2020, cf. figure 5.3. The reason is that the positive effects of education on employment and
productivity only arise as younger generations gradually replace older generations on the la-
bour market, while the negative effects on labour supply from increased educational activity
occur relatively quickly.

Figure 5.3 Figure 5.4
Effects on labour supply, productivity and GDP Effect on public finances from fulfilling the
from heightened education targets, 2010-2100 heightened education targets, 2010-2100
1,000 persons Per cent DKK bn. DKK bn.
20 2,0 24 2
15 L 15 14 1
10 10 07 0
5 05 -1 4 -1
0 0,0 -2 2
5 F-0,5 -3 1 -3
-10 - . . - . . - - L -1,0 =) T T T T T T T T - -4
2010 2020 2030 2040 2050 2060 2070 2080 2090 2100 2010 2020 2030 2040 2050 2060 2070 2080 2090 2100
——Labour supply (full time persons)
GDP (ths)
—— Overall productivity (rhs)

Note: The marginal effects of the education targets are measured relative to a projection, where the 95 per
cent target is assumed to be fulfilled, while 54 per cent complete further education, and 24 per cent
complete higher education.

Source: Finansredegorelse 2014.

The investments in a higher level of education will, in isolation, weaken public finances to-
wards 2020 and cannot be expected to improve fiscal sustainability, cf. figure 5.4. This is due
the fact that increased tax revenues from higher participation rates and employment due to
more investment in education does not offset the larger operating costs for educational insti-
tutions, increased spending on student grants and reduced tax revenue from the smaller la-
bour supply while the young people are completing their educations?.

! The education behaviour in the latest DREAM education projection.
2 Increased productivity — which results in higher wages — cannot be expected to improve public finances in the
longer run. The reason is that higher tax revenue from higher wages will be offset by increased expenditure on
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5.2 Fiscal sustainability

One of the central fiscal policy objectives is that the fiscal sustainability indicator should al-
ways be positive, corresponding to a debt ratio in the base year that does not exceed the dis-
counted value of primary public surpluses measured as a percentage of GDP. Fiscal sustain-
ability implies that planned policies up until 2020 can be sustained thereafter, while public
debt stabilises as a share of GDP in the long run, given the assumptions on which the long
term projections are based.

The target of structural balance between public revenues and expenditure in 2020 is, given
the current outlook, equal to the fiscal sustainability requirement. The implication is that struc-
tural balance in 2020 is the necessary requirement for public service standards — measures
by cost per user — to be maintained within a sustainable framework in the years after 2020,
given agreed policies and technical assumptions.

The fiscal sustainability indicator is calculated at 0.0 per cent of GDP, so the development in
public finances is deemed to be sustainable, cf. table 5.1. The sustainability indicator is un-
changed compared to CP13. This reflects, among other things, that political agreements after
CP13 have been kept within the framework for public finances that formed the basis of CP13.
These include the agreements on changes to the North Sea taxation and Train Fund DK that
are consistent with the precautionary principle. On the revenue side, the total increase in rev-
enue from the taxation of North Sea activities is estimated at DKK 28% bn. towards 2042,
while expenditures on construction are expected to amount to DKK 28% bn. towards
2024/2026. If the revenue from the North Sea taxation exceeds or falls below the level ex-
pected when the agreement was made this will not have automatic consequences for the
planned investments in Train Fund DK, but changes to the revenue will be included in the
overall fiscal planning.

Since CP13, an updated economic outlook, oil price forecasts from the International Energy
Agency’s World Energy Outlook, November 2013, 2012 register-based labour force statistics
(RAS), and the effect of increasing educational levels on productivity growth, unemployment
and working hours have been incorporated into the projection. The 2013 population projec-
tion from Statistics Denmark and DREAM, which forms the basis of CP14, was already in-
cluded in CP13.

wages to public employees and transfers, which are normally increased in line with productivity and thus wage in-
creases in the private sector.
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Table 5.1
Changes to the sustainability indicator from CP13 to CP14

Structural balance in 2020 Sustainability indicator

Per cent of GDP Per cent of GDP
Convergence Programme 2013 (level) 0.05 0.0
Convergence Programme 2014 (level) 0.05 0.0

Source: Statistics Denmark and own calculations.
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Chapter 6

6. Public finances and

institutional framework

The Budget Law implies that with effect from 2014 four-year binding expendi-
ture ceilings are set for central government, municipalities and regions. The
first expenditure ceilings covering 2014-17 was adopted in June 2013 based on
the medium term projections in Denmark’s Convergence Programme 2013 that
exclusively incorporates the impact of reforms and initiatives agreed upon by a
majority in the Danish Parliament. The expenditure ceilings are thus based on
a precautionary principle and set in accordance with the fiscal target of annual
structural deficits of no more than %2 per cent of GDP.

The adopted expenditure ceilings can be adjusted in case of for example
changes in the division of costs and tasks between state, municipalities and re-
gions. The expenditure ceilings are set in real terms, but will regularly be up-
dated to the current fiscal year’s price and wage levels. The ceilings are also
subject to continuous evaluation and monitoring by both the government and
the Danish Economic Council in order to ensure compliance.

6.1 Institutional framework

Together with the 2020 Plan (including the current medium-term projections), the Budget Law
constitutes the overall framework for economic policy. The framework sets specific targets for
public finances in the form of fiscal sustainability and approximately balance on the structural
balance. The targets are supported by multi-annual expenditure ceilings. With the Budget
Law it has been stated by law that the structural budget balance is the key measure in plan-
ning and managing fiscal policy.

The government has set the following key landmarks for planning public finances and fiscal
policy:

e  Fiscal policy should contribute to a stable economic development, ensure that the
annual structural public deficit remains below % per cent of GDP, and ensure at
least structural budget balance in 2020. Fiscal policy is planned in order to achieve
a sustainable development in public finances in the longer term (the sustainability
indicator must always be positive), and public debt must keep a wide safety margin
to the requirements set out in the EU Stability and Growth pact. With the Budget
Law, fiscal policy is subject to a precautionary principle, which implies that the
planned development of public spending can only be built on the reforms and initia-
tives that have found majority in the Danish Parliament.
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e Expenditure policy has in recent years been planned in order to adhere to the EU
recommendation. The planned public expenditures in 2014 reflect the Budget Bill
for 2014, which implements the adopted expenditure ceilings for 2014-17. The ex-
penditure ceilings for central government, municipalities and regions cover approx-
imately %2 of total public expenditures. The projected development in public ex-
penditure towards 2020 ensures structural balance by 2020. The Budget Law with
expenditure ceilings underpins that public expenditures comply with medium term
targets and priorities.

e  Tax policy is primarily based on the tax reform from June 2012, which lowers the
tax on labour with a total of approximately DKK 14 billion towards 2022, and there-
by strengthens labour supply and public finances. Agreements on Growth Plan DK
from the spring of 2013 include a reduction in a number of taxes on businesses and
a gradual reduction of the corporate tax towards 2016.

e  Monetary and exchange rate policy: The exchange rate is stable due to the fixed
exchange rate against the euro. This ensures low and stable inflation expectations.
The responsible and stability-oriented economic policy contributes to the credibility
of the fixed exchange rate policy, which supports continued low interest rates.

0.2  Improved expenditure control

The Budget Law, adopted in June 2012, introduce expenditure ceilings for central govern-
ment, municipalities and regions, with effect from 2014, cf. Denmark’s Convergence Pro-
gramme 2013. The key elements of the Budget Law are shown in box 6.1.

The balance requirement of the Fiscal compact is with the Budget Law operationalized so
that the annual structural deficit must not exceed ¥z per cent of GDP, corresponding to Den-
mark's national MTO. The limit for structural deficits is aimed at the estimated structural defi-
cit based on the budget proposal for a given fiscal year. Based on the considerations behind
the requirements in the Budget Law, measures that will have a significant negative impact on
the structural deficit of the year in question cannot be decided on in the period following the
budget proposal. Temporary deviations from the medium term objectives are allowed in case
of exceptional circumstances. A binding correction mechanism is initiated if there is prospect
of a significant deviation (at least 0.5 per cent of GDP) from the medium term objective (i.e. a
structural deficit of at least 1 per cent of GDP).
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Box 6.1
Key elements in the Budget Law

. Within the framework of a sustainable fiscal policy a budget balance requirement for public fi-
nances is introduced. The structural balance must not exceed a deficit of ¥2 per cent of GDP at
the time of budget proposal for a given year, unless exceptional circumstances are present. An
automatic correction mechanism is activated in case of a significant deviation from the balance
requirement.

. The expenditure ceilings underpin that the overall targets for fiscal policy are reached. The ceil-
ings set legally binding limits for expenditures in central government, municipalities and regions.
The expenditure ceilings are to be adopted in the Danish Parliament and cover a continuous pe-
riod of 4 years. Measures to improve financial management and economic sanctions support
compliance with the ceilings.

. The Economic Council is to continually (annually) assess whether economic policy adhere to the
target for the structural budget balance, complies with the expenditure ceilings and whether the
adopted expenditure ceilings comply with the medium term fiscal projections for public finances.

The Budget Law is based on a precautionary principle which implies that the planned devel-
opment in public expenditures can solely be based on concrete reforms and initiatives agreed
upon by a parliamentary majority. The concrete decisions must ensure the necessary ongo-
ing funding so that the annual structural deficit does not exceed % per cent of GDP and fiscal
sustainability is maintained.

6.2.1 Determination of expenditure ceilings for 2014-17

In June 2013, Parliament adopted the first actual expenditure ceilings for central government,
municipalities and regions, covering the period 2014-17.* The expenditure ceilings for 2014-
17 was determined based on the medium term projections for the Danish economy, which
provided the foundation for Denmark’s Convergence Programme 2013.

The expenditure ceilings for 2014-17 are thus set in accordance with the fiscal target in the
Budget Law of an annual structural deficit of no more than % per cent of GDP and are based
on the precautionary principle. Hence there is a link between public consumption growth,
which is planned and financed in the medium term scenario, and expenditure policies given
by the actual expenditure ceilings.

As a starting point, the expenditure ceilings are fixed for the four-year period. If further re-
forms or initiatives are decided the consequences can be incorporated in the medium term
projections and thus allow for modifications of the specific ceilings. Similarly, discretionary tax

! Link to the bill on e‘(penduure ceilings for central government, rnumclpahtles and regions for the period 2014-
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changes can lead to adjustments in the expenditure ceilings. In those cases adjustments in
the ceilings requires an amendment to the applicable bill on ceilings for 2014-2017.

The specific ceilings for central government, municipalities and regions for the years 2014-17
are shown in table 6.1. The adopted expenditure ceilings can be adjusted in case of for ex-
ample changes in the division of costs and tasks between central government, municipalities
and regions. The expenditure ceilings are set in real terms as they will regularly be updated
to the estimated price and wage levels in the current fiscal year.

Table 6.1
Expenditure ceilings for central government, municipalities and regions for the period 2014-17

DKK bn. (2014-prices) 2014 2015 2016 2017

Governmental sub-ceiling for operating expenses 185.8 (185.8) 188.5 192.0 7 195.1
Governmental sub-ceiling for income transfers 252.7 (250.4) 254.5 255.5 256.0
Municipal expenditure ceiling 230.1 (230.0) 230.1 230.1 230.1
Regional sub-ceiling for health expenses 102.6 (102.6) 102.6 102.6 102.6
Regional sub-ceiling for development 2.9 (2.9) 2.9 2.9 2.9

Note:  2014-figures in parenthesis are expenditures as budgeted in the 2014 Budget Bill and in the prelim-
inary 2014-budgets for municipalities and regions.

Source: The Ministry of Finance: Budget Outlook 2014, January 2014, and Budget Outlook 3, December
2013.

The expenditure ceiling for central government covers two sub-ceilings for operating expens-
es and income transfers respectively, cf. table 6.1. The central government sub-ceiling for
operating expenses is budgeted up to the ceiling in 2014. Any additional costs must therefore
be offset by reduced expenses or via the contingency reserve allocated in the Budget Bill for
2014. The budgeted expenditure for income transfers is lower than the ceiling. This should,
i.a. be seen in light of a designated fluctuation buffer of DKK 1 billion.

The budgeted service expenses of the municipalities and the regions’ budgeted expenditure
on health and regional development respectively in 2014 are in line with the agreed expendi-
ture ceilings, cf. table 6.1. The municipal and regional expenditure ceilings for 2015-17 are
set at the same level as in 2014. This reflects the fact that growth in operating expenses in
the period 2015-17 as starting point is placed under the sub-ceiling for central government. In
connection with the annual economic negotiations it is possible to allocate resources to mu-
nicipalities and regions via cost-neutral reallocations within the established ceilings, cf. the
Budget Law.

Determining the ceiling is subject to projection uncertainty, particularly activity fluctuations
and timing shifts in spending. If public finances show a weaker development than expected,
measures of fiscal tightening are in general to be implemented in order to ensure compliance
with the fiscal targets. It will depend on a specific political decision whether fiscal tightening
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will happen through lower costs, higher taxes or new reforms. If the structural balance is bet-
ter than expected, it allows for a relaxation of fiscal policy in the future.

The annual budget laws and financial agreements with municipalities and regions must stay
within the established ceilings. Moreover, accounted expenses covered by the expenditure
ceilings for central government, municipalities and regions must not exceed the agreed ceil-
ings. In case of non-compliance with the expenditure ceilings, sanctions can be set in motion
with effect on both central government, municipalities and regions, cf. box 6.2.

Box 6.2
Sanction mechanisms associated with the expenditure ceilings

The sanction mechanism for central government is associated with the follow-up on expenditure during the
year and the subsequent expenditure control for the fiscal year. If the expenditure ceiling for central govern-
ment is exceeded in a given year, the expenditure ceiling for the following year is as a starting point reduced
correspondingly.

The state sub-ceiling for income transfers contains a reserve to cover temporary additional expenditures (of
DKK 1 billion annually in 2014-17). Permanent additional expenditures under the state sub-ceiling for income
transfers must be redressed in the future.

The sanction mechanism for municipalities and regions is related to compliance with both the agreement and
the budget. Part of the agreed block grant (DKK 3 billion for municipalities and DKK 1 billion for regions) is
conditioned upon municipalities and regions collectively budgeting within the framework of the agreement on
their economies. Any reduction in the block grant will be made collectively with the possibility of individual sanc-
tions.

If the collective service costs of the municipalities exceed the budget, the block grant will be correspondingly
reduced the following year as a combination of individual and collective reductions. In specific cases the ac-
counts may be assessed in relation to the agreed expenditures rather than the budgets. Similar sanction
mechanisms apply to the accounts on net operating expenses for the regions.

The first concrete expenditure ceilings for central government, municipalities and regions,
covering the period 2014-17, was passed by the Danish Parliament in June 2013. The ceil-
ings will be subject to continuing adjustments of a more technical nature, just like the ceilings
will continually be assessed and monitored by both the government and the Economic Coun-
cil to ensure compliance, cf. box 6.3. The box also briefly describes the process of determin-
ing the expenditure ceilings for 2018.
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Box 6.3
Process for determination of expenditure ceilings

In June 2013, the Danish Parliament adopted the first actual expenditure ceilings for central government,
municipalities and regions for the years 2014-17, which was the basis for the budgeting of the government’s
budget proposal for 2014 (FFL14) and the framework for the agreements on the municipalities’ and regions’
economy for 2014.

The expenditure ceilings can continuously be adjusted, for example due to changes in the division of ex-
penditure or tasks, price and wage developments and other technical corrections. The ceilings can also be
changed in relation to the distribution between the central government, municipalities and regions, for exam-
ple in connection with the annual block grant. Finally, the ceilings may be adjusted due to discretionary
changes in expenditures that are not covered by the ceiling, such as changes in tax expenditure and ex-
penditure related to unemployment. These adjustments will in practice be incorporated in the appropriation
acts (the budget bill, amendments to the budget bill and the supplementary appropriations act).

The adopted Budget for 2014 (FL14) is established in accordance with the expenditure ceilings for the fiscal
year 2014 and the budget estimates in 2015-17.

The Minister of Finance will in May and September assess whether the expenditure ceilings for central gov-
ernment in the current fiscal year are expected to be met. If the ceilings are estimated to be exceeded, the
Minister must conduct corrective measures. After the end of the fiscal year, a subsequent expenditure control
will be conducted on the basis of the government accounts, presented in March. Similarly, the government
estimates in January whether the municipal and regional budgets for the relevant fiscal year remain below
the ceilings. In May of the following year, an assessment is made as to whether the municipal and the re-
gional accounts for the relevant year are in compliance with the agreed expenditure ceilings.

The Economic Council is tasked with evaluating annually whether the expenditure ceilings are aligned with
the medium term projection, and whether the ceilings are respected. In the autumn 2013, the Council as-
sessed that the first agreed expenditure ceilings are determined in accordance with the medium term fiscal
objectives and that the proposed ceiling-controlled expenses are within the ceilings established in 2014.

The government’s proposals for specific expenditure ceilings for 2018 will be presented in connection with
the Budget proposal for 2015 (FFL15) in August 2014, with subsequent adoption in the Danish Parliament in
association with the adoption of the Budget Bill for 2015 (FL15).

Below are some of the key elements in the process of defining and assessing the expenditure ceilings for the
period 2014-17 together with the initial determination of expenditure ceilings for 2018.

2013 June August December
t t t
The Danish Parliament adopts FFL14 is presented on the FL14 is adopted, ceil-
bill on ceilings for 2014-17 basis of established ceilings ings are corrected
2014 January May June August September October December
y t t t 1 + t
Municipal and  Assessment of the Block grant is FFL15 and Assessment The Economic  The Danish par-
regional budgets  state ceiling. The adopted proposals for  of the state Council's au- liament adopts
for 2014 are as-  Economic Coun- ceilings for ceiling tumn report FL15 and ceilings
sessed cil's spring report 2018 for 2018
From Marts and onwards April December
2015 :

T T T
Presentation of supplementary appro-
priations act. Possibly correction of ceil-
ings due to changes during the year

Final expenditure control of Municipalities’ and regions’ ac-
the state ceiling for 2014 counts for 2014 are assessed
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6.3  Efficiency Improvements and Modernization of
the Public Sector

Modernization of the public sector is one of the three reform tracks in the government’s
Growth Plan DK. The reform track is intended to ensure effective use of resources and a con-
tinued high quality of public welfare services.

The planned expenditure growth towards 2020 thus only forms part of the foundation for con-
tinued quality and development in the public sector. In addition there is great potential for de-
veloping the public service through continuous modernization and streamlining of the public
sector. The goal is to free up DKK 12 billion towards 2020.

The government is well underway with modernizing the public sector. The work includes a
wide range of initiatives, including digitization and the use of welfare technology, greater fo-
cus on effects and results, working time regulations, public-private cooperation and better
regulation, etc. Many of the initiatives are currently being implemented.

Individual initiatives are described more closely in chapter 5 of the National Reform Pro-
gramme 2014.
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Annex tables according to the
EU’s “Code of Conduct”

Table la
Macroeconomic prospects

2013 | 2011 2012 2013 2014 2015 2016 2017 | 2020

DKK bn. Rate of change, per cent
Real GDP 1,557.2Y 11 -04 0.4 1.6 1.9 21 2.2 1.7
Nominal GDP 1,858.0 1.8 1.9 1.8 3.0 3.4 3.7 4.1 3.9
Components of real GDP
Private consumption 768.0"| -07 -0.1 0.0 1.3 1.6 2.3 25 2.2
Government consumption 4364V | -1.4 0.4 0.8 15 0.6 0.6 0.7 0.7

Gross fixed capital formation ~ 288.4" 3.3 0.8 0.7 2.6 3.2 6.6 5.8 5.2

Changes in inventories? 04 03 0.2 0.0 0.0 0.1 0.1 0.1
Export of goods and services ~ 887.8" 7.0 0.4 1.2 3.7 4.7 5.6 5.6 4.2

Import of goods and services ~ 821.7" 5.9 0.9 1.7 3.9 45 7.2 6.9 5.7

Contributions to real GDP growth Percentage points

Final domestic demand -0.2 0.2 0.4 15 15 25 25 23
Changes in inventories? 04 03 0.2 0.0 0.0 0.1 0.1 0.1
External balance of goods

and services 0.9 -0.2 -0.2 0.1 0.4 -0.5 -05 -0.7
1) Based on chained 2005-prices. Growth rates are also based on chained indices.

2) Contribution of change in stock to GDP growth
Source: Statistics Denmark and own calculations
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Table 1b
Price developments

2013 | 2011 2012 2013 2014 2015 2016 2017 2020

Level Rate of change, per cent
GDP-deflator 119.3 0.7 2.3 1.4 1.3 15 1.6 1.9 2.2
Private consumption
deflator 117.9 2.7 2.8 1.0 1.3 1.8 1.9 2.0 2.0

Consumer price index 129.9 2.8 2.4 0.8 1.2 1.8 1.9 2.0 2.0

HICP 128.3 2.7 2.4 0.5 1.1 1.8 1.8 1.9 1.9
Net price index 131.3 2.6 1.9 0.9 14 1.8 1.7 1.8 1.9
Public consumption

deflator 120.2 1.2 1.8 0.1 1.0 1.9 2.1 2.3 25
Investment deflator 111.6 0.9 1.3 -0.1 15 1.2 11 1.4 1.6

Export price deflator 115.0 1.2 3.6 0.8 0.9 13 1.3 1.6 1.9

Import price deflator 111.5 3.7 3.7 -0.8 0.7 1.7 1.6 1.7 1.7

Note: For all price indices 2005=100
Source: Statistics Denmatk and own calculations.
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Table 1c
Labour market development

2013 | 2011 2012 2013 2014 2015 2016 2017 | 2020
Level Rate of change, per cent

Employment, 1,000 persons 2,734.3 -0.2 -0.3 0.2 0.6 0.6 0.8 1.2 0.6
Employment. hours worked
(mill. hours) 3,947.4 0.9 -0.5 -0.3 0.7 0.7 0.7 1.1 0.7
Unemployment rate
(per cent)?,
harmonized EU-definition 7.7 7.7 7.1 6.9 6.6 6.2 5.7 4.9
Labour productivity. persons
(1.000 DKK)Z) 569.5 1.2 -0.1 0.2 1.0 1.3 1.3 1.0 1.1
Labour productivity. hours
worked (DKK)? 394.5 0.2 0.1 0.7 0.9 1.2 1.4 11 1.0
Compensation of employees
(DKK bn.)* 1,023.5 1.1 1.1 1.6 2.4 2.8 30 38 37
Compensation per
employee® 398.0 1.2 1.4 1.3 1.8 2.2 2.2 2.6 3.2
1) The number corresponds to the EU-harmonized unemployment in per cent of the labour force. The

data is based on Statistics Denmark’s Labour Force Survey (AKU). The structural unemployment is

nearly 3”2 per cent in 2015 based on the national unemployment definition. There is uncertainty

with respect to the relation between the national and the harmonized unemployment definition.

2) Calculated as real GDP per person employed, where GDP is based on chained 2005-prices.

3) Calculated as real GDP per hour worked, where GDP is based on chained 2005-prices.
4) Based on current prices, i.e. growth rates are in nominal terms.

5) Calculated as compensation per employed wage earner.

Source: Statistics Denmark and own calculations.

Denmark’s Convergence Programme 2014 - April 2014

65



66

Annex tables according to the EU’s “Code of Conduct”

Table 1d
Sectoral balances

2011 2012 2013 2014 2015 2016 2017 ‘ 2020

Per cent of GDP

Net lending/borrowing vis-a-vis the

rest of the world 59 6.0 7.3 7.2 7.5 6.7 5.7 ‘ 35
Of which: ‘

- Balance of goods and services 5.2 5.1 5.7 5.7 5.8 5.0 4.4 ‘ 3.1
- Balance of primary incomes and ‘

transfers 0.4 0.9 1.6 15 1.7 1.6 1.2 0.4
- Capital account 0.3 0.0 0.0 0.0 0.0 0.0 0.0 ‘ 0.0
Net lending of the private sector 8.0 9.9 8.2 8.7 10.5 9.0 7.3 ‘ 35
Net lending of general government” 20 -39 -09 -14 30 -23 -16 ‘ 0.1
Statistical discrepancy 0.0 0.0 0.0 0.0 0.0 0.0 0.0 ‘ 0.0
1) Public balance (net lending) is based on national accounts. In 2012 the general government deficit is

extraordinary high due to the repayment of eatly retirement contributions, which amounts to
approx.. 1 per cent of GDP.
Source: Statistics Denmark and own calculations
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Table 2a
General government budgetary prospects (EDP-basis)

2013 | 2011 2012 2013 2014 2015 2016 2017 | 2020

DKK bn. Per cent of GDP
Net lending (EDO B.9) by
sub-sector
General government (EDP-form) -151( -19 -38 -08 -13 -29 -22 -16 0.1
Central governemt -14.4 -2.0 -3.7 -0.8 -1.3 -2.9 22 -16 0.1
Local government -0.4 00 -01 0.0 0.0 0.0 0.0 0.0 0.0
Social security funds -0.3 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

General government (S13)

1)

Total revenue 1,022.7| 543 541 550 542 517 517 515| 511

)

Totalexpenditure2 1,0379| 563 579 559 556 546 539 531 510

Net lending -151( -19 -38 -08 -13 -29 -22 -16 0.1

Interest expenditures 31.9 2.0 1.8 1.7 15 1.4 1.3 1.4 1.6
3)

Primary balance 16.7 0.1 -2.0 0.9 02 -15 -09 -02 1.7

One-off effects” 03 -11 13 11 -10 -08 -06| 00

Selected components of
revenue

)

Total taxes® 907.2 | 46.9 474 488 484 46.0 46.1 459| 456

Taxes on production and imports 3124| 170 169 16.8 16.7 16.7 16.9 17.0| 17.2

Current taxes on income and

wealth etc. 590.9| 29.7 30.4 31.8 314 291 290 286| 281
Capital taxes 3.9 0.3 0.2 0.2 0.3 0.2 0.2 0.2 0.2
Social contributions® 147 10 09 08 08 08 08 08| 08

)

Property taxes” 28.0 2.1 1.8 15 1.1 1.0 1.0 1.1 12

Other (residual) 8 72.9 4.3 4.0 3.9 3.9 3.9 3.8 3.7 3.6
2)

Total revenue 10228 | 543 541 550 542 517 517 515| 511

)

p.m.:TaXbUI’der‘l9 9219 479 484 496 493 46.8 469 46.6| 46.3
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Table 2a (continued)
General government budgetary prospects (EDP-basis)

2013 | 2011 2012 2013 2014 2015 2016 2017 | 2020

DKK bn. Per cent of GDP
Selected components of
expenditure
Compensation of employees
and intermediate consumption 519.8| 28.2 283 280 278 276 274 272| 264
- compensation of employees 338.1| 185 183 182 181 179 17.7 175]| 16.9
- intermediate comsumption 181.7 9.8 10.0 9.8 9.8 9.7 9.7 9.7 9.5
Total social transfers 355.2| 190 192 191 191 189 185 181 | 17.0
- social transfers in kind® 274| 15 15 15 15 15 14 14| 13
- other than in kind 3278 174 177 176 177 175 171 16.8| 15.6
Interest expenditures 31.9 2.0 1.8 1.7 15 1.4 1.3 1.4 1.6
Subsidies 48.4 2.6 2.6 2.6 2.6 2.6 25 25 2.3
Gross fixed capital formation 43.1 2.2 2.6 2.3 2.3 2.1 2.0 2.0 2.0
Capital transfers 115 1.2 2.2 0.6 0.8 0.7 0.8 0.7 0.6
Other (residual) ¥ 279| 11 13 15 14 13 13 12| 11
Total expenditure? 1.037.9| 563 57.9 559 556 546 539 531 510
p.m.: Public consumption 5245| 284 285 282 281 279 276 27.3| 265

Note: Public balance figures are on EDP-basis. In 2012 the general government deficit is extraordinary
high due to the repayment of early retirement contributions, which amounts to approx.. 1 per cent

of GDP.
1) Excl. central government revenues from sale of UMTS-licenses.
2) Adjusted for swap-related flows and spending on infrastructure investments.

3) Defined as the EDP-definition the net lending plus EDP-definition of the interest expenditures.

4) Based on the calculation of the structural budget balance and includes temporaty variations in
revenues from pension yield taxation. North Sea activities, net interest, corporate taxes and other
special items. The structural budget balance is not calculated on EDP-basis. The calculations of the
structural budget balance are based on public finances according to national account principles.

5) Defined as the sum of taxes on production and imports, current taxes on income, wealth, etc., and
capital taxes. Does not include compulsory social contributions, which are traditionally included in
the tax burden.

6) Does not include voluntary and imputed social contributions, since these are not included in the tax
burden.
7) Incl. interest income and dividends and land rent etc.

8) Statistic Denmark does not publish figures for all the subgroups (P.11+P.12+P.131+D.39+D.7+D.9
(other than D.91), D.6311, D.63121, D.63131, D.29+D.4 (other than D.41)
+D.5+D.74+D.9+P.52+P.53+K.2+D.8), and no estimates are available for these individual
components in the projections.

9) Defined as the sum of taxes on production and imports (incl. those collected by the EU), current
taxes on income, wealth etc., and capital taxes and compulsory social contributions.

Source: Statistics Denmark and own calculations.
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Table 2b
No-policy change projections

2013 2013 2014 2015 2016 2017
DKK bn. Per cent of GDP
Total revenue at unchanged policies 1013.8 54.6 54.0 51.3 51.4 51.1
Total expenditure at unchanged policies 1040.2 56.0 55.3 54.7 54.1 53.3
Table 2¢
Amounts to be excluded from the expenditure benchmark
2013 2013 2014 2015 2016 2017
DKK bn. Per cent of GDP
Expenditure on EU programmes fully
matched by EU funds revenue 0 0 0 0 0 0
Cyclical unemployment benefit
expenditure” 21.6 12 11 1.0 0.9 0.9
Effect of discretionary revenue
measures 9.2 0.5 -0.3 0.2 -0.1 0.0
Revenue increases mandated by law 0.0 0.0 0.0 0.0 0.0 0.0
1) The cyclical unemployment benefit expenditure consists of the cost of unemployment benefits and

social assistance for unemployed.

Source:  Statistics Denmark and own calculations.
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Table 3
General government expenditure by function

COFOG 2012 2013

Per cent of GDP

General public service 1 8.9 7.2
Defence 2 15 14
Public order and safety 3 11 11
Economic affairs 4 3.6 3.4
Environmental protection 5 0.4 0.4
Housing and community amenities 6 0.4 0.4
Health 7 8.5 8.4
Recreation. culture and religion 8 1.7 1.6
Education 9 7.8 7.8
Social protection 10 25.2 25.1
Total expendituresl) TE 59.0 56.8

Note:  Short-term and longer-term projections do not include general government expenditures by
function. The focus of both short-term and longer-term projections is public expenditures by type
of transaction.

1) Adjusted for swap-related flows. The estimate for the total expenditure-to-GDP ratio in Statistics
Denmark’s calculation deviates from the estimate in table 2a due to definitional differences in the
approach of calculation (table 2a includes depreciations in public consumption, which is not the
case in Statistics Denmark’s approach).

Source: Statistics Denmark and own calculations.
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Table 4
General government debt developments

2011 2012 2013 2014 2015 2016 2017 | 2020

Per cent of GDP

Gross debt 46.4 454 445 432 443 438 43.0| 388
Change in gross debt ratio” 36 -1.0 -09 -1.3 11 -05 -08 -0.6
Change in gross debt? 44 -02 -01 -0.1 2.6 11 0.9 0.9
Contributions to change in gross debt

Primary balance” 01 -20 09 02 -5 -09 -02| 17
Interest expenditure” 20 18 17 15 14 13 14| 16
Stock-flow adjustments) 2.3 0.0 -2.7 -1.7 2.6 0.6 -0.3 -2.4
p.m. implicit interest rate on debt” 5.1 4.4 4.1 3.7 3.6 3.3 35 4.3
Other relevant variables

Central government account in

Danmarks Nationalbank 125 8.9 8.7 7.5 6.6 - - -
Public net debt” 26 75 59 72 99 117 127| 124
Net debt in central and local governments7) 2.6 7.5 5.8 7.1 99 116 12.7| 123

Note: In 2012 the general government deficit is extraordinary high due to the repayment of early retirement

1

2)

contributions, which amounts to approx.. 1 per cent of GDP.

Change in gross debt ratio is defined as Dt/ GDPt— De1/GDPet, where D is public debt measured in

nominal terms (DKK).

Change in gross debt is defined as Dt/ GDPr— De1/GDPr. where D is public debt measured in
nominal terms (DKI).

As defined in table 2a.

As defined in table 2a.

At present information is not available to split stock-flow adjustment into subgroups.

Proxied by interest expenditures divided by the debt level of the previous year.

In the specification of public net debt and net debt in central and local governments the central
government liquid assets in Danmarks Nationalbank as well as other assets are subtracted.

Source: Statistics Denmatk and own calculations.
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Table 5
Cyclical developments

2011 2012 2013 2014 2015 2016 2017 ‘ 2020

Per cent

Real GDP growth 11 -0.4 0.4 1.6 1.9 2.1 2.2 ‘ 1.7

Per cent of GDP

General government balance -2.0 -3.9 -0.9 -1.4 -3.0 -2.3 -1.6 0.1

Interest expenditure™ 20 18 17 15 14 13 14| 16
)

One-off effects’ 0.3 -1.1 1.3 11 -1.0 -0.8 -0.6 0.0

Per cent

3)

Potential GDP growth 11 0.5 0.6 1.2 1.4 1.7 1.6 1.7

Percentage points

Of which, contribution from:

- Labour 0.4 0.2 0.3 0.3 0.2 0.2 0.3 0.4

- Of which labour force 0.2 0.3 0.4 0.2 0.1 0.2 0.3 0.4
- Capital 0.0 0.0 0.1 0.2 0.2 0.7 0.7 0.9
- Total factor productivity 0.7 0.3 0.2 0.7 1.0 0.8 0.6 0.5

Per cent of GDP

Output gap -18 27 28 25 20 -15 -10 0.0
)

Cyclical componem4 -1.5 -2.0 -2.1 -1.9 -1.6 -1.2 -0.8 0.0

)

Structural budget balance® -0.9 -0.8 -0.1 -0.6 -0.4 -0.3 -0.2 0.1

%) 05 03 04 01 01 02 03| 06

Primary structural budget balance

Note:  In 2012 the general government deficit is extraordinary high due to the repayment of early
retirement contributions., which amounts to approx.. 1 per cent of GDP.

1) As defined in table 2.

2) Based on the calculation of the structural budget balance and includes temporary variations in
revenues from pension yield taxation. North Sea activities, net interest, corporate taxes and other

special items.

3) Including a contribution from indirect taxes (in real terms).
4) The calculation of the cyclical component is based on the output gap.
5) The structural budget balance is not calculated on EDP-basis. The calculations of structural budget

balance are based on public finances according to national account principles. The primary
structural budget balance is based on an actual primary balance defined via net interest expenditures
and not gross interest expenditures.

Source: Statistics Denmark and own calculations.

72 Denmark’s Convergence Programme 2014 - April 2014



Annex tables according to the EU’s “Code of Conduct”

Table 6

Divergence from previous update

2011 2012 2013 2014 2015 2016 2017 2020
Rate of change, per cent
Real GDP growth
- Previous update 1.1 -0.5 0.7 1.6 1.7 2.4 2.2 1.7
- Current update 1.1 -0.4 0.4 1.6 1.9 2.1 2.2 1.7
- Difference 0.0 0.1 -0.3 0.0 0.1 -0.3 0.0 0.0
Per cent of GDP
Output gab (per cent of GVA)
- Previous update -1.8 -2.8 -3.0 -2.5 -2.0 -1.4 -0.8 0.0
- Current update -1.8 -2.7 -2.8 -2.5 -2.0 -1.5 -1.0 0.0
- Difference 0.0 0.1 0.2 0.0 0.0 -0.1 -0.2 0.0
Actual budget balance”
- Previous update -2.0 -4.1 -1.7 -1.8 -2.9 -2.1 -1.6 0.0
- Current update -2.0 -3.9 -0.9 -1.4 -3.0 -2.3 -1.6 0.1
- Difference -0.1 0.2 0.7 0.4 -0.1 -0.2 0.0 0.0
Gross debt level
- Previous update 46.4 45.7 44.0 42.4 43.5 43.8 43.9 40.3
- Current update 46.4 45.4 44.5 43.2 44.3 43.8 43.0 38.8
- Difference 0.0 -0.4 0.5 0.8 0.8 0.1 -0.9 -1.4
Note: In 2012 the general government deficit is extraordinary high due to the repayment of early

retirement contributions, which amounts to approx.. 1 per cent of GDP.

Source:  Own calculations.
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Table 7
Long-term sustainability of public finances

2000 2005 2010 2020 2030 2050 2060 2070

Per cent of GDP

Total expenditure 531 519 563 510 518 525 514 512
Of which:
- Age-related expenditure 272 283 318 293 298 296 285 284

- Pension expenditure

- Social security pension 9.4 9.4 10.2 9.5 9.2 8.1 7.5 7.5

- Old-age and early pensions 7.0 7.3 7.9 7.5 7.2 5.9 5.2 5.1

- Other pensions 2.4 2.2 2.3 1.9 2.0 2.2 2.3 2.4

- Occupational pensions - - - - - - - -

- Health care” 48 53 63 60 63 63 61 61

- Long-term care” 1.9 2.0 2.3 2.3 2.8 3.6 3.6 35

- Education expenditure 6.0 6.1 6.7 6.1 5.8 6.0 5.7 5.8

- Other age-related expenditures 5.1 5.4 6.4 55 5.7 5.6 55 55

- Interest expenditure 4.3 2.6 2.1 1.6 1.9 2.6 2.7 2.7

Total Revenue 553 569 536 511 512 509 503 503
Of which:

- Property income? 2.2 2.2 2.1 1.2 1.3 1.3 1.3 1.3

- Revenue from pension payouts net -0.6 -1.1 -0.8 0.4 0.3 0.8 0.6 0.6

Pension reserve fund assets 105.2 128.8 143.3 158.1 163.7 167.4 165.7 168.7
Of which:

- Public pension fund assets 11 0.0 0.0 -0.1 0.0 0.0 0.0 0.1
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Table 7 (continued)
Long-term sustainability of public finances

2000 2005 2010 2020 2030 2050 2060 2070

Per cent

Assumptions

Labour productivity growth 3.7 0.4 3.8 11 1.3 1.2 1.0 0.9

3)

Real GDP growth 35 2.4 14 a7 1.6 1.9 15 14

Participation rate males (aged 20-64) 835 830 801 828 834 838 840 841

Participation rate females (aged 20-64) 733 738 730 767 774 780 780 783

Total participation rate (aged 20-64) 785 785 766 79.7 804 809 81.0 812
Unemployment rate® 7.1 66 60 38 37 37 38 38
Structural unemployment 5.9 4.6 3.3 3.2 3.2 3.2 3.2 3.2

Population aged 65+, 1,000 persons 791.1 817.8 918.3 1165 1371 1506 1543 1634

Note:  Figures are based on national account principles. i.e. not on EDP-basis.

1) The cost of nursing homes is included in long-term care.
2) Includes public revenues from interest income and dividends.
3) In some years after 2025 GDP growth is effected by the regulation of early- and old age person

ages in line with longevity.
4) Registered gross unemployment (including people in activation programmes).
Source: Statistics Denmark and own calculations.
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Table 7a
Contingent liabilities

2012 2013
Per cent of GDP
Public guarantees 12.9 -
- of which: linked to the financial sector 0.5 -

Note:  Does not include deposit guarantees. Public guarantees consists of “statsforskrivninger”, guarantees
concerning loans and other guarantees. Guarantees linked to the financial sector consists of the
Financial Stability Company.

Source: Government accounts for the fiscal year 2012.

Table 8
Basic assumptions

2010 2011 2012 2013 2014 2015 2016 | 2020

Short term interest rate

(annual average) 14 0.6 0.3 0.3 0.6 1.3 2.1 3.8
Long term interest rate

(annual average) 2.7 1.4 1.8 2.1 2.6 3.1 3.7 4.8
Exchange rate USD/EUR

(annual average) 139 129 133 134 134 136 136 137
Nominal effective exchange rate

(1980=100) 104 101 102 103 103 103 103 103
World excluding EU,

GDP growth“ 2.9 3.2 2.3 3.0 3.8 3.7 3.5 3.1
EU, GDP growth” 2.4 0.1 0.3 1.9 2.3 2.7 26 2.3

Growth of relevant foreign
markets® 7.0 -2.1 -2.0 55 6.5 12.1 11.2 3.2

World import volumes, excluding EU 55 6.1 4.3 5.8 7.4 7.1 6.8 6.0

Oil prices 109.8 111.7 110 108 113 119 124 139

1) GDP growth weighted by trade

2) Includes OECD countries and emerging economies, i.e. Brazil, Russia, India, China, South Africa,
Turkey, Indonesia and Mexico.

Source: Statistics Denmark, OECD and own calculations.
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