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Summary

Denmark managed the rare feat of a “soft-landing” in 1999, after a long
and finally unsustainable period of strong growth. Now, real GDP is set to
rise by around 2¼ per cent this year, and 2½ per cent the next, leaving
output close to its potential level. Fiscal policy has had to play a major role
in offsetting the expansionary effects of monetary policy, which turned
out to be stronger than policy makers had expected. Closer convergence
with the business cycle in the Euro area would alleviate the macro-
economic policy challenges in the future, as would greater control over
public spending. Although Denmark has achieved more progress on
improving the budget balance than most OECD countries, there is no
room for complacency: tax rates are too high, and ageing will soon add to
spending pressures. Increased outsourcing and more reliance on user
charges could help to restrain the growth of public consumption. Struc-
tural reforms undertaken over the past decade have led to higher trend
growth rates, but more remains to be done. While Denmark has succeeded
in reducing structural unemployment, it has made less progress on meet-
ing its labour-supply objectives. Increased labour supply will be essential
to assure long-term fiscal sustainability. There is still too little effective
competition in many product markets, despite the best efforts of the Com-
petition Authority, and the rental housing market continues to function
rather poorly. There has been a laudable increase in the use of economic
instruments in the area of environmental policy. But it should be possible
to achieve environmental improvements more cost-effectively if greater
use of cost-benefit analysis were made and policies were rationalised in
some areas. In sum, while Denmark has made good progress on many
fronts, further efforts to improve policies would help to secure a more
prosperous future. ■
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This Policy Brief presents the assessment and recommendations of the 2000
OECD Economic Survey of Denmark. The Economic and Development
Review Committee, which is made up of the 29 Member countries and the
European Commission, reviewed this Survey. The starting point for the Survey
is a draft prepared by the Economics Department which is then modified fol-
lowing the Committee’s discussions, and issued under the responsibility of the
Committee.
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Can the economy 
maintain balanced 
growth?

The pace of activity in Denmark
slowed in 1999. This followed a long
period of very strong growth in
domestic demand and the adoption
of policy measures aimed at cooling
the economy. Overall GDP growth
was 1.6 per cent, with domestic
spending remaining soft for most of
the year, reflecting weak private con-
sumption, falling fixed investment
and a sharp adjustment in stocks.
However, exports grew by 7 per
cent, well ahead of market growth,
benefiting in part from a lower effec-
tive exchange rate. Imports grew
only slowly, so that the current
account returned to a surplus of
1 per cent of GDP. Higher export
growth offset weakness in domestic
manufacturing orders and helped
maintain industrial production
growth. Capacity utilisation has
fallen from its peak in early 1998 but
started to rise again last spring, and
business confidence has risen steadily
from its trough at the end of 1998.

With output having moved above
levels considered sustainable as the
recovery matured, wage and price
developments remained a concern in
1999. CPI inflation kept rising until
very recently to over 3 per cent and
Denmark breached the EMU infla-
t ion  c r i t e r ion  in  e a r l y  2000 ,
although this is expected to be only
temporary. In contrast, domestic
m a rk e t - d e te rm ine d  in f l a t io n
(abstracting from oil prices, imports,
taxes and housing), which peaked in
the first half of 1999 at 3.1 per cent,
fell back to 2.7 per cent by the fourth
quarter. Hourly earnings growth has
moderated only slightly to 4 per
cent.  Employment growth has
slowed, even though registered
unemployment has continued to fall

to around 5¼ per cent of the labour
force. Rather than signalling a fur-
ther rise in labour market pressures,
the persistent decline in measured
unemployment may be sustainable,
since it has coincided with continu-
ing efforts to tighten the unemploy-
ment benefits regime. The recently
concluded accord between the social
partners suggests moderate wage
growth can be expected in 2000, eas-
ing inflation risks. An important fea-
ture  of  the  agreement was  an
increase in holidays, which is gener-
ally expected to reduce average
working hours over the next three
years, even if the costs thereof may
be partially offset by increased work-
ing-time flexibility. The pact covers a
four-year period, providing greater
certainty to employers and a stable
backdrop to bargaining at the enter-
prise level.

By the end of 1999, excess demand
was more or less eliminated, and the
danger of overheating had receded.
Looking ahead, the economy is pro-
jected to expand at rates close to
potential growth, at 2¼ per cent in
2000 and 2½ per cent in 2001.
Exports may continue to benefit
from increasingly buoyant activity in
the rest of Europe, and domestic
spending is projected to accelerate
gradually as export-led growth feeds
into higher employment and infla-
tion eases, allowing real disposable
incomes to recover. With no signifi-
cant output gap expected in the
short term, the risks are quite finely
balanced between a renewal of infla-
tionary pressures and a pick-up in
unemployment. If wage settlements
ultimately agreed at the plant level
turn out higher than currently
expected, possibly reflecting the
recent strengthening in demand, this
could be sufficient to set the econ-
omy back on a path of rising infla-
tion, especially if labour supply

continues to shrink. On the other
hand, if international developments
lead to a larger increase in short-
term interest rates and especially if
these feed through into higher long-
term mortgage rates, the economy
might be pushed into a renewed
slowdown. Managing to keep the
economy on a reasonably steady
growth path will be a challenge to
policy makers, given the limited
instruments available.

Monetary conditions play a major
role in determining the short-term
outlook for Denmark, but they are
effectively determined by the eco-
nomic situation in Europe as a
whole. Expansionary monetary con-
ditions, and the inability of fiscal
policy to tighten enough to counter-
act them effectively, led to the over-
heating in 1997 and 1998. The
a pp re c i a t ion  o f  th e  e f f ec t i ve
exchange rate in 1998 helped to take
some steam out of the economy. The
economy has been out of step with
the rest of Europe during the 1990s,
producing sometimes inappropriate
monetary conditions. However, the
“soft landing” achieved in 1999, may
help align the business cycle with
that of the euro area in the future,
reducing the risk of untimely mone-
tary impulses.  Denmark has a long-
standing and highly credible policy
of maintaining a fixed exchange rate.
It is also committed to operating
monetary policy in the framework of
the Exchange Rate Mechanism,
which ties the Danish currency to
the euro and minimises risk premia
over the longer term. Under these
conditions, Denmark may be better
off adopting the euro and thereby
gaining the benefits of sharing a sin-
gle currency with most of its main
trading partners. However, the deci-
sion rests on the outcome of a refer-
endum scheduled for September. ■
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Are budget surpluses at 
risk?

With the effective exchange rate and
interest rates largely beyond its abil-
ity to influence, fiscal policy is Den-
mark’s main tool for macroeconomic
stabilisation in the short run. A

budget surplus of 3 per cent of GDP
was achieved in 1999, after several
years of consolidation. The so-called
“Whitsun” package, adopted in mid-
1998 and being phased in up to
2002, contained measures oriented
towards dampening activity in the
short term and improving savings

incentives and resource allocation
over the medium term. With no
major policy changes in the budget
for 2000, the surplus will be main-
tained, at least on a cyclically-
adjusted basis, as long as the agree-
ments with local governments are
adhered to. However, as some other
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OECD countries have found, main-
taining a surplus can be difficult in
the face of calls for tax cuts or addi-
tional spending, and such pressures
may emerge in the negotiations over
the budget for 2001. Nonetheless,
these pressures should be resisted.

Public finance faces several medium-
term challenges. The first is to con-
tinue to reduce the level of outstand-
ing debt by at least maintaining the
budget surplus. This would provide
more room to manoeuvre if and
when there is an economic shock,
especially one that might affect Den-
mark to a greater extent than its EU
partners. Maintaining the surplus
would also help to prepare for the
spending pressures of an ageing pop-
ulation that will begin to arise over
the next few years. Second, the top
marginal tax rate remains rather
high and is paid by a growing
number of taxpayers. More gener-
ally, high tax rates may discourage
human capital investment and entre-
preneurship and make short work-
ing hours and “do it yourself”
activities more attractive. Efforts to
reduce the distortions in the tax sys-
tem have  been  made through
reforms since 1994, although some
further improvements in the effi-
ciency of the tax system could be
made. However, tax policy options
may  be  c ons t ra ined  ove r  the
medium term by the need to respond
to pressures on the overall tax base
arising, inter alia, from the removal
of restrictions on cross-border trade
in 2004. In any case, the magnitude
of the welfare state makes it difficult
to reduce the overall tax burden
without compromising public
finances. With public expenditure at
almost 55 per cent of GDP in 1999,
and public consumption at more
than 25 per cent of GDP, gaining bet-
ter control over expenditure and
enhancing the value for money in
the public sector are key elements.

Tax reforms have improved private
financial savings and lowered statu-
tory tax rates.  But because an
increasing number of taxpayers find
themselves in the top tax bracket
and local government taxes have
increased, the average effective mar-
ginal tax rate on labour income has
declined only slightly. More than a
third of full-time workers currently
face a marginal rate of 62 per cent,
and the proportion is likely to rise as
a result of the 1999 tax reform. Since
wages are relatively compressed,
raising the threshold for the top tax
rate could be achieved for relatively
little revenue foregone while the
impact in terms of strengthening
work incentives could be significant.
Furthermore, the large differences
between the tax treatment of positive
and negative net capital income, pri-
vate share portfolios and pension
saving schemes – which widened
further with the latest tax reforms –
tend to distort households’ portfolio
choices. Some of these problems
could be resolved by lowering the
tax rate on positive net capital
income. Although tax expenditures
related to corporate taxation have
been reduced in scope, depreciation
rates higher than economic depreci-
ation still reduce the effective tax
rate and produce a bias in favour of
capital-intensive industries. Broad-
ening the corporate tax base by
reducing depreciation allowances
would provide room for reduction in
statutory rates for all firms. ■

How can public 
expenditure control be 
strengthened?
Making room for even modest cuts
in marginal tax rates without under-
mining the budget surplus will
require restraint in and better con-
trol over spending. Real consump-
tion expenditure by county and

municipal authorities has ratcheted
up in recent years, having been
repeatedly higher than initially pro-
vided for in the annual agreements
with central government or in the
budgets finally adopted, although
the outcome for 1999 was in line
with planned levels. The municipal
budgets for 2000 reflect the annual
agreement, so that one source of past
slippage has been avoided this year.
However, sustained progress in this
area will require a clearer division of
responsibilities between central and
local governments. The increased
tendency in recent years for central
government to engage more directly
in setting objectives for locally-pro-
vided services seems to be partly in
conflict with the very decentralised
governance structure of the Danish
public sector. In addition, the large
variation in unit costs of providing
services across municipalities sug-
gests scope for rationalisation of the
present system through a combina-
tion of better co-operation between
authorities, voluntary mergers or
outsourcing. Although progress in
altering existing arrangements has
proved very difficult, it is important
that rationalisation efforts be pur-
sued.

More effort could be made to incor-
porate techniques for improving the
allocation of resources within the
public sector as well as the efficiency
of their use. The general government
share of total employment at 30 per
cent, is higher in Denmark than in
almost all other OECD countries,
and the wage bill is a higher propor-
tion of public consumption than
elsewhere. Greater recourse to out-
sourcing, through tendering for the
provision of publicly-funded goods
and services, should therefore be
considered. As in other countries,
this could be achieved without com-
promising government objectives for
service delivery and quality as long
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as supply contracts are carefully
designed. Tendering would also
stimulate supplier innovation, ulti-
mately providing better services at
lower cost. Experience so far has
been encouraging.

User charges for public services are
not applied consistently and are
mostly insignificant, with little effect
on incentives. Experience from Den-
mark and elsewhere has shown that
even relatively modest charges, if
well-designed, can provide clearer
signals about demand for public
services and encourage more efficient
use of resources. The free provision of
many services by government has
long been a feature of Danish society,
and the utilisation of user charges for
social services has actually dimin-
ished over the past decade. But it is
well established that “free” services
tend to be over-used, while the tax-
payer foots the bill. A more consist-
ent and widespread application of
user charges could play an impor-
tant role in achieving tighter con-
trol over public expenditures. An
initial step would be to calculate
and publish the full costs of provid-
ing each service so that the degree
of subsidy is made transparent.

Denmark has achieved a considera-
ble reduction in unemployment
since 1994, and, while some of this
improvement reflects the pickup in
activity, structural policy reforms
have played an important role. These
reforms have concentrated on
improving active labour market pol-
icies and tightening the eligibility
criteria. However, it is doubtful
whether these policies can do much
more to reduce the structural unem-
ployment rate, and they may even be
put under some strain if unemploy-
ment  edges  back  up .  Further
strengthening the eligibility criteria
and stronger reliance on economic
incentives should be considered. For
example, calculating the unemploy-

ment benefit based on annual taxa-
ble income (rather than the last
twelve weeks’ wages) could be one
way to make the benefit digressive.
Gradually reducing the high statu-
tory replacement rate applying to
most of the unemployed in line with
the duration of the unemployment
spell would encourage job search.
Another initiative would be to
remove the extended benefit rights
that currently apply to the unem-
ployed aged 55 to 59. These privi-
leges, together with their link to
early retirement benefit entitlement,
prevent active labour market poli-
cies from working as effectively as
they might for this age group. ■

What measures would 
raise labour supply?

O v e r  th e  m e d iu m  t e rm,  t he
government wants to increase labour
supply to enhance productive capac-
ity and help position the economy to
deal with an ageing population.
However,  the  objec t ive  looks
unlikely to be attained on present
policies. Average hours worked,
already low by OECD standards, are
falling further because of the high
marginal tax rates and recently-
agreed additions to standard holiday
time. In contrast, Denmark has one
of the highest participation rates in
the OECD, even though almost eve-
ryone of working age outside the
workforce is receiving a public bene-
fit. But there are two particular weak
spots in labour force participation –
the withdrawal of older workers and
the excess time spent in education.
I n  g e n er a l ,  re a c h in g  t he
government’s objectives may require
a careful reassessment of the rules
governing transfer schemes so that
they do more to discourage take-up
and promote a return to the labour
market. The impact of the recent
reform of the early retirement benefit

scheme should be monitored closely,
and the changes should be strength-
ened if outcomes fall short of expec-
tations. Within the announced
framework for reform of the early
retirement (disability) pension
scheme, it is important to ensure
that the benefit structure underpins
rather than compromises the effort
to improve job opportunities for
people with less than full working
capacity. In particular, the replace-
ment rate for the least disabled
group should not be increased. The
sickness benefit could also be made
less generous, by introducing a wait-
ing period before benefits become
available.

Progress has been made on improv-
ing performance and managing costs
in the formal education system.
Basic skills acquisition has been
enhanced, and the dropout rate from
upper secondary education has been
reduced. The agreements reached in
the 1999 wage bargaining round
should lead to increased teaching
hours and establish a link between
teachers’ pay and performance. Nev-
ertheless, more efforts are needed to
reduce the excessively long time
spent in education and the corre-
sponding high average age of entry
into the work force. Reducing the
length of time over which students
can receive state support would
help. Initiatives to strengthen cost
awareness and improve the incentive
structure in the adult education sys-
tem were agreed in 1999. In particu-
lar, the relevant public expenditures
will henceforth remain unchanged
in nominal terms, so that public
financing will diminish over time,
leaving employers and employees –
the direct beneficiaries – to bear a
greater share of the cost. But the list
of courses for which public subsidies
are made available should also be
pruned to eliminate narrow, firm-
specific programmes. ■
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Could competition be 
strengthened further?

The housing market, which was
reviewed in depth in the previous
Survey, remains subject to a wide
range of interventions and policies
that have resulted in the misalloca-
tion of resources. Rent controls have
discouraged maintenance and new
investments in private housing, per-
versely adding to the stock of build-
ings qualifying for urban renewal
subsidies. In a further negative twist,
urban renewal is proving more
costly on average than constructing
new social housing. A two-pronged
approach is in order: removing rent
controls should be a high priority,
and urban renewal policies need to
incorporate stronger incentives for
cost containment. Rent regulation
in the social housing area also needs
to be modified to eliminate unwar-
ranted rent differentials within and
across vintages. Furthermore, the
social housing sector would benefit
from granting increased property
rights to tenants, provided social
problems are not exacerbated, in
order to encourage tenant responsi-
bility. In addition, the housing asso-
c i a t i o n s  a re  a c c u m u l a t i n g
significant wealth, and it is unclear
to whom it belongs or what should
be done with it.

The vigour of competition in prod-
uct  markets has improved but
remains weak in many sectors. The
Competition Act has been strength-
ened, but merger control and limits
on fines are two dimensions where it
still falls short. The more active role
being taken by the Competition
Council in advocating intensified
competition, even in matters where
it has no direct authority, is wel-
come. Nevertheless, more could be
done to ensure vibrant competition.
It is important to remove remaining
exemptions from the Act, such as co-

operative agreements in distribu-
tion, resale price maintenance for
Danish publications, and pharma-
ceuticals. And practices that are
exempt under the “necessary or
direct consequence of public regula-
tion” provision should be more
tightly controlled. Most utilities are
still heavily regulated. Reform is
underway in the electricity sector,
but further initiatives to reduce ver-
tical integration are still needed.
This industry should be carefully
monitored to ensure  ef fect ive
competition. ■

How could environmental 
policies be made more 
cost-effective?
Environmental issues are a priority
concern in Denmark. In some areas
– notably greenhouse gas emissions
and waste recycling – ambitious
environmental targets have been
adopted and a wide-ranging set of
policies intended to achieve them
has been developed. Most individual
policies are carefully designed,
partly to meet political, fiscal and
distributional objectives. But it
seems that some of the targets have
been adopted without a full appreci-
ation of the resulting costs or bene-
fits, and the resulting structure
sometimes appears rather complex.
Progress in using economic instru-
ments may be undermined by over-
lapping directives, special treatment
or complicated exemptions that sub-
vert the principal advantage of eco-
nomic  inst ruments  –  namely,
ensuring that environmental exter-
nalities are internalised equally in all
activities. Such special treatment
both raises costs and reduces the
likelihood of reaching the targets.
More rigorous and systematic valua-
tion of costs and benefits, where pos-
s i b l e  a n d  e v e n  i f  s ub j e c t  t o
uncertainty, would provide a basis

for more transparent and consistent
comparison with the many non-
quantifiable costs and benefits.

Water is an example where different
sectors currently face differing
incentives to reduce polluting dis-
charges. The targets for municipal
water treatment and industrial dis-
charges have been met, but at high
cost, whereas discharges from agri-
culture have declined much less.
The environmental component of
current water charges and taxes
could be used to equalise abatement
costs, but major rebates are given to
industrial users, and a completely
separate system handles agricultural
discharges. Although fines are
imposed for “excess” fertiliser use
(compared with a norm defined with
respect to agricultural technology
but with no reference to environ-
mental costs), no incentives are
given for reductions beyond the
norm. Some farmers have even
switched to more fertiliser-intensive
types of wheat production to take
advantage of special concessions in
the Aquatic Action Plan II. A better
approach would be to tax net nitro-
gen discharges from farms or to
establish a tradable permits scheme.
An offsetting and transitional gener-
alised tax credit could be granted if
there were concerns about the
potential income effects on some
farmers.

Denmark has a number of ambitious
energy-related targets and appears
willing to pay a considerable price to
achieve them. Its laudable policy of
“leading by example”, through
which it hopes to induce other coun-
tries to adopt equally ambitious tar-
gets, results in relatively high costs,
particularly in the case of CO2 and
other energy-related emissions.
These costs should be made as trans-
parent as possible so that the relative
merits of various options to reach
Kyoto commitments  might be
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clearer. The existence of a widely-
varying set of tax rates, with lower
rates for heavy energy users, means
that overall costs – per tonne of Dan-
ish CO2 emissions abated – are
higher than would appear at first
sight to be necessary. An alternative
policy would imply higher taxation
on energy-intensive industry (and
lower taxation on households), with
the likely result that some plants
(though perhaps fewer than industry
lobbyists might suggest) would
close, and that some of their produc-
tion – and CO2 emissions - would
migrate to countries with less strin-
gent targets. The Danish authorities
argue that such “carbon leakage”
defeats the object of their pro-
gramme, which is to have an impact
on global emissions, not just those
located in Denmark. If Danish credi-
bility and influence as a leader in this
field depends on other countries tak-
ing the same view on leakage, these
added costs may be worthwhile. But
in the context of the Kyoto Protocol,
where all industrialised countries –
including many to whom Danish
emissions might “leak” – also have
targets to meet, such an approach
would certainly represent costly pro-
tection of particular industries. The
Danish authorities recognise this and
have stated that they will over time
modify the system of differentiated
CO2 tax rates as the Kyoto Protocol
comes into force. Consideration
should be given to phasing the differ-
entiation out entirely.

The authorities also recognise that
the wind turbine programme has
been expensive, although views dif-
fer on the value of the environmental
benefits that have been obtained. In
this and a number of other areas pol-
icy is already moving towards much
more cost-effective ways of achiev-
ing environmental goals through
increasing use of domestic cap-and-

trade schemes and emission taxa-
tion. It should be possible to increase
the efficiency gains by integrating
some of these, notably the green cer-
tificate system for wind turbines, the
CO2 trading system for electricity
generators, and the CO2 tax. This
would allow the current sector-by-
sector targets to be abandoned and
the elimination of sector- and use-
specific tax rates, as well as ensuring
that the wind turbine programme is
not used to protect and provide rents
to an “infant” industry that, with a
major presence in world markets,
has now grown up. Danish concerns
over leakage makes full integration
of the various measures difficult.

Emissions are also an issue for trans-
port. Transport policies may not cur-
rently provide the right incentives
for reducing emissions. First, subsi-
dies to public transport may be justi-
fied for social reasons (although
procedures for allocating them are
far from transparent), but they are
often assumed to be good for the
environment as well. In fact, the
environmental advantages of public
transport depend critically on pas-
senger load factors. Economic effi-
c i e n cy  a nd  e nv i ron m e n ta l
effectiveness would be improved by
ceasing to deliver subsidies through
fuel tax exemptions and by ensuring
that allocation of subsidies is based
as much as possible on systematic
and consistent cost-benefit analysis.
Second, the current taxation of pri-
vate cars and fuels is skewed. Most
revenue is raised from a tax that dis-
courages car ownership but where
the relation to the emissions thereby
generated is weak. It might appear
desirable to switch taxation to fuel,
but insofar as such a move results in
a shift in fuel purchases across the
border to Germany, its efficiency in
terms of reducing overall emissions
would be lowered, and tax revenues

would also be lost. As a conse-
quence, costs to the nation would be
high compared to environmental
benefits.

Waste management is an area where
Dan ish  envi ronmenta l  po l i cy
appears to rely on a strong system of
economic instruments in the form of
differentiated waste taxes and
charges. But government sugges-
tions that cost-benefit analysis has
been carried out are belied by the
reliance, in practice, on national tar-
gets for the proportions of different
types of waste to be recycled, incin-
erated or disposed of in landfill sites.
Such a “waste hierarchy” approach is
not necessarily cost-effective; hence
further development of economic
instruments should be considered.
The system of taxes on individual
containers and packaging products
makes sense, provided they are set to
re f l e c t  e nv i ron m e n ta l  c os t s ,
although there is inevitably a trade-
off with administrative complexity.
Ongoing monitoring or periodic
review would help to establish the
appropriate balance. However, the
present regulations on re-use of glass
bottles and the ban on metal cans as
drink containers are believed to
favour domestic producers and the
EU Commission is contesting the reg-
ulations before the European Court.
It would be best if they were revised
to meet environmental objectives
w i thout  harming  t r ade  and
competition. ■

For further information

More information about the study
can be obtained from Deborah Rose-
v e a re  ( e - m ai l :  d eb ora h . ros e -
veare@oecd.org, telephone: (33-1)
45.24.17.54) and Steen Daugaard (e-
mail: steen.daugaard@oecd.org,
telephone: (33-1) 45.24.14.47). ■
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For further reading

■ OECD Economic Surveys: Economic Surveys review the economies of Member countries and, from time 
to time, selected non-Members. Approximately 18 Surveys are published each year. They are available 
individually or by subscription. For more information, consult the Periodicals section of the OECD online 
Bookshop at www.oecd.org/bookshop.

■ Additional Information: More information about the work of the OECD Economics Department, including 
information about other publications, data products and Working Papers available for downloading, can 
be found on the Department’s Web site at www.oecd.org/eco/eco/.

■ Economic Outlook No. 67, June 2000
A preliminary edition is published on the OECD Web site approximately one month prior to the publication 
of the book: www.oecd.org/eco/out/Eo.htm.
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The OECD Policy Briefs are prepared by the Public Affairs Division, 
Public Affairs and Communications Directorate. 

They are published under the responsibility of the Secretary-General.

www.oecd.org/publications/Pol_brief/
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