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Modest inflation pickup and choppy waters ahead

- Core inflation has remained stable due to imputed prices and tobacco.
- New consumption pattern and return of tourism will increase volatility.

- We expect inflation to increase from 0.4% this year to 0.8% and 1.3% in
2021 and 2022 respectively.

Imputed prices soften crisis blow to inflation

Danish CPI inflation hit zero in the spring almost entirely driven by falling oil prices. Core
inflation has drifted stably around 1% since February as opposed to eurozone core inflation.
That said, COVID-19 has had a significantly negative impact on some prices. In particular,
we have seen price declines in hotels and household equipment. Some of the obvious effects
are not registered because prices are imputed, on for example package holidays,
international air fares, concerts etc. The price declines have been countered by increasing
tobacco prices in the wake of the tax increase in April and thus NPI inflation (which
excludes taxes) stands at just 0.2% in October.

Key questions for Danish inflation going forward relate to rents, the impact from higher
tobacco taxes and the timing of a vaccine and the following impact on air fares, package
holidays, hotels, etc. Besides, we could be heading for choppy waters over the coming years
as big changes in our consumption pattern will impact CPI weights going forward.

Rentincreases will remain low

Looking at rent increases, which weighs 21% of total CPI, they have declined from above
2% in 2013 to 0.9% in the last two years. We know that rents in the regulated part of the
private rental market are capped by inflation itself, so low inflation is self-reinforcing here.
In the social housing sector, where rents are set according to costs, the low level of interest
rates is helping to keep rents subdued. Hence, there is nothing really to indicate that
upcoming rent increases should be much higher than has been the case in recent years. We
expect an unchanged rent increase of 0.9% in February 2021 but a slightly higher increase
in 2022 as inflation has increased in the meantime.

Tobacco gives steady push higher

Since the tobacco tax was increased in April, such that a 20-pack cigarettes increases from
approximately DKK41 to DKKS55, prices have climbed 24% and there is another 8% to go
before the full impact is reached. Stock piling of cigarettes and old tax stamps are the key
reasons for the delayed impact. Tobacco consists of three subcategories in the CPI;
cigarettes, cigars and ‘other tobacco goods’ with weights of 1.30%, 0.01% and 0.26%,
respectively. Cigarette prices only have another 5% to go before full impact from the tax
increase but the pace has decreased almost to a standstill. Cigar prices still have not
increased much, but make up a negligible share of tobacco. The price of ‘other tobacco
goods’, which is made up of 90% pipe tobacco, has only increased 8% so far. We expect
this slow but steady trend of both to continue. In January 2022, the price of a 20-pack
cigarettes is increased to DKKG60 and we expect the price impact to be much quicker.

Important disclosures and certifications are contained from page 3 of this report.
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Tobacco weight has stabilised
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New rules from the government limit the amount of extra old tax stamps that can be
acquired before the tax increase from 5% to 2% extra compared to normal turnover. At the
same time, it will be forbidden to sell cigarettes at the old price just three months after the
tax increase. The turnover on other tobacco is much lower and we expect the price impact
here to be significantly slower as we have also seen with the previous tax increase. The tax
on e-cigarette fluids increases in July 2022 but the price impact will likely drag out and the
weight is negligible.

In 2021, the PSO tariff on electricity will be phased out completely. It currently makes up
3% of the consumer price on electricity and will deduct 0.07 percentage points from total
CPI inflation once phased out by the end of 2021. There remains uncertainty for the future
of the registration fee on electric and hybrid cars, which will increase if nothing else is
agreed. So far in 2020, electric and hybrid cars have made up 18% of the number of newly
registered cars, so this is a significant upside joker.

Reopening and new weights will add to inflation volatility

The direct effect on CPI inflation from travel restrictions on hotels was -0.12 percentage
points in October. We expect prices to remain low as long as travel restrictions are in place
and we have pencilled in a rebound in late 2021 assuming tourists will be back. Package
holidays will likely remain imputed for a long time, considering how the price collection
goes six months ahead of the registered price (and the actual holiday). With a weight of
1.5%, the impact can be big, when prices are collected again, but the sign of the price
correction is difficult to predict, not least because the last registered price dates back to
March. Lower flight capacity could cause higher prices and excess hotel capacity could
cause lower prices. International air fares are collected in advance and right up to the actual
flight and thus might be registered sooner. We have pencilled in a solid rebound in air fares
in Q4 21.

The composition of consumption has completely changed in 2020 due to restrictions. This
will be reflected in the CPI weights already in 2021. At the time of writing, Eurostat is
working on how to adjust the weights, but the result could well be a large decline in the
weights of particularly package holidays, air fares and hotels. The seasonality of the series
can cause significant volatility in the CPI contributions if weights are changed. To
illustrate: if the weights on these components were halved in 2019, the accumulated
contribution would have ranged between -0.26 and +0.20 percentage points over the year.
In reality with almost unchanged weights, the contribution ranged from -0.02 to +0.18
percentage points. If the weights are reduced further, the effect will be bigger. Another
potential candidate for volatile contributions is vacation centres etc. The weight was halved
in 2019 for technical reasons with a resulting large negative contribution of -0.3 to -0.4
percentage points over the summer months. The opposite effect could easily occur, if
weights are adjusted to reflect 2020 consumption. At least, nights spent in holiday houses
by Danish nationals have increased 71% in 2020 so far. This seasonality caused by weight
changes remains speculative until we know the actual impact of the new consumption
pattern on CPI-weights. Thus, it is not pencilled into our inflation outlook.

In October, hotel prices and imputed air fares and package holiday prices deducted about
Y a percentage points from service inflation. Inflation on other services is not lower than
what we have seen in recent years. Despite a rebound in economic activity next year, the
output gap will remain negative for the foreseeable future and with modest wage increases
in sight we expect service inflation to remain subdued. We expect inflation to increase from
0.4% in 2020 to 0.8 in 2021 and 1.3% in 2022.
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Holiday house rentals have increased
massively

Holiday house rental days by Danish
nationals in Jan-Sep, million

O = N W H U O N ©
O = N W b U O N ©

2015 2016 2017 2018 2019 2020

Source: Statistics Denmark, Danske Bank

Inflation will increase as we go back to
normal

45 -%y/y Consumer prices %y/y- 4.5
2.5: : a5
-05 - :'0’5

oy

04 06 08 10 12 14 16 18 20 22
Source: Statistics Denmark, Macrobond Financial,
Danske Bank

https://research.danskebank.com




Research Denmark

Disclosures

This research report has been prepared by Danske Bank A/S (‘Danske Bank’). The author of this research report is
Bjorn Tangaa Sillemann, Analyst.

Analyst certification

Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.

Regulation

Danske Bank is authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject
to the rules and regulation of the relevant regulators in all other jurisdictions where it conducts business. Danske
Bank is subject to limited regulation by the Financial Conduct Authority and the Prudential Regulation Authority
(UK). Details on the extent of the regulation by the Financial Conduct Authority and the Prudential Regulation
Authority are available from Danske Bank on request.

Danske Bank’s research reports are prepared in accordance with the recommendations of the Danish Securities
Dealers Association.

Conflicts of interest

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high-quality
research based on research objectivity and independence. These procedures are documented in Danske Bank’s
research policies. Employees within Danske Bank’s Research Departments have been instructed that any request
that might impair the objectivity and independence of research shall be referred to Research Management and the
Compliance Department. Danske Bank’s Research Departments are organised independently from, and do not
report to, other business areas within Danske Bank.

Research analysts are remunerated in part based on the overall profitability of Danske Bank, which includes
investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate finance
or debt capital transactions.

Financial models and/or methodology used in this research report

Calculations and presentations in this research report are based on standard econometric tools and methodology as
well as publicly available statistics for each individual security, issuer and/or country. Documentation can be
obtained from the authors on request.

Risk warning

Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis
of relevant assumptions, are stated throughout the text.

Expected updates
Ad hoc

Date of first publication
See the front page of this research report for the date of first publication.

General disclaimer

This research has been prepared by Danske Bank A/S. It is provided for informational purposes only and should
not be considered investment, legal or tax advice. It does not constitute or form part of, and shall under no
circumstances be considered as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial
instruments (i.e. financial instruments mentioned herein or other financial instruments of any issuer mentioned
herein and/or options, warrants, rights or other interests with respect to any such financial instruments) (‘Relevant
Financial Instruments’).

This research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank A/S considers to be reliable but Danske Bank A/S has not independently verified the contents hereof.
While reasonable care has been taken to ensure that its contents are not untrue or misleading, no representation or
warranty, express or implied, is made as to, and no reliance should be placed on, the fairness, accuracy,
completeness or reasonableness of the information, opinions and projections contained in this research report and
Danske Bank A/S, its affiliates and subsidiaries accept no liability whatsoever for any direct or consequential loss,
including without limitation any loss of profits, arising from reliance on this research report.

The opinions expressed herein are the opinions of the research analysts and reflect their opinion as of the date
hereof. These opinions are subject to change and Danske Bank A/S does not undertake to notify any recipient of
this research report of any such change nor of any other changes related to the information provided in this research
report.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom
(see separate disclaimer below) and retail customers in the European Economic Area as defined by Directive
2014/65/EU.

3| 24 November 2020

https://research.danskebank.com



Research Denmark
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Disclaimer related to distribution in the United States

This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets
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