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The Danish Tax Reforms in the 1990’s

During the 1990’s Denmark introduced 3 tax reforms, which reduced the taxation on labour
and increased the taxation on environmentally harmful behaviour and the use of resources.

1993 Tax Reform

The 1993 tax reform was phased in from 1994 to 98 and concerned mainly households. The
main features of the 1993 tax reform were a gradual reduction in marginal tax rates on personal
incomes, an increase in existing green taxes and introduction of new green taxes.

The existing green taxes were increased sharply in the 1993 tax reform on fossil fuels
(petrol, diesel and coal), electricity and waste. The new green taxes introduced in the 93-tax reform
were on piped water, wastewater and plastic and paper carrier bags.

The increase and introduction of green taxes were broadly offset by a gradual reduction in
the tax on personal income. There were introduced compensations for persons with low incomes
who could not be sufficient compensated by the tax reduction. Families with children got an
increase in the family allowances. Pensioners, students and recipients of cash benefits were also
ensured compensations for the green taxes.

The impact of the tax reform in the total change in disposable income for 6 categories of
households from 1993 to 1998 appears from the following table.
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Table 1 Change in Households’ disposable Income from 1993-1998 due to 1993 Tax reform

1993-1998
tax reform
included
change1)

Green
taxes

Change
(1) + (2)

Local
income tax

raises to 31,9
per cent2)

Total change
(1) + (2) + (3)

DKr, 1993 prices
Single with one child in rented accommodation.
150.000 DKK income, 8.500 DKK allowance,
district heating, no car. 6,497 -2,085 4,412 -1,724 2,688
A couple with two children in an owner-occupied
accommodation. 300.000 DKK income
(170/130), 500.000 DKR property values, 15.000
DKK interest expenses, 20.000 DKK allowance,
oil/natural gas heating, 15.000 mileages. 13,342 -4,560 8,782 -3,278 5,504
A couple with two children in an owner-occupied
accommodation. 450.000 DKK income
(225/225), 800.000 DKK property value, 25.000
DKK interest expenses, 20.000 DKK allowance,
oil/natural gas heating, 15.000 mileages. 25,477 -4,560 20,917 -5,548 15,369
A single receiving unemployment benefit in
rented accommodation 8.500 DKK union
contingent, district heating, no car. 4,768 -1,675 3,093 -1,501 1,592
A single pensioner without other income in
rented accommodation, district heating, no car. 2,853 -586 2,267 -946 1,321
A couple pensioners without other income in
rented accommodation, district heating, no car 3,043 -1,290 1,753 -1,108 645
Source: Calculations by the Ministry of Taxation.
1) Including the pre tax value of old age pension and increase in child support.
2) The changes local income tax increases from 30,2 in 1993 to 31,9 per cent in 1998.
Note:  The changes in disposable incomes are counted as the sum of personal tax change, contribution to labour
markets’ funds, pensions, unemployment benefits, green taxes and child support.

All six categories of households ranging from the single mother, double income families
with children to old age pensioners faced a positive gain in their disposable incomes as a result of
the tax reform. This holds even taking increases in local taxation into account.

The tax reform was revenue neutral. The revenue loss in 1998 due to the reductions in the
personal income tax equals 45 billions DKK. The tax reform was under financed in the first years
because of a depression in the economy but was fully financed in 1998 by revenues from increased
and new green taxes by 12 billions DKK, from pay roll taxes by 22 billions DKK and from
broadening of the tax base by eliminating special privileged tax arrangements by 11 billions DKK.
The revenue at 11 billions DKK raised from broadening the tax base was only liable to tax payers
already privileged before the tax reform by lower taxes, tax exemptions or due to tax fraud.

1995 Tax Reform

The 1995 tax reform was phased in from 1996-2000 and concerned the energy
consumption in industry and trade. The background for the 95-tax reform was that it was realised in
the mid nineties that if the Danish target of CO2 reduction should be realised in a cost efficient way
it was considered necessary to extent the green taxes to industry and trade. It was considered that
there was great and cheap energy saving possibilities in this sector, which the households could
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only accomplish by expensive measures. Industry and trade had not been burdened with energy
taxes since all VAT registered enterprises could get a reimbursement of the energy tax. From 1993
industry and trade had been burdened with a modest CO2 tax where the most energy intensive
enterprises could get all the CO2 tax reimbursed if they entered voluntary agreements on energy
savings with the Danish Agency on Energy.

The objective with the tax reform was to reduce the CO2 emissions from trade and industry
but in such a way that the Danish reduction was not just replaced by increases abroad.

The solution was a differentiated CO2 tax which was formulated so that that the lowest
rates were used for the most energy intensive processes but in such a way that the tax burden per
unit produced continues to increase with the energy intensity. In spite of the low marginal taxes on
the most energy intensive processes the average tax burden per unit produced will therefore be
greater than for the less energy intensive processes. Furthermore some of the tax concessions are
made conditional on the companies having an energy audit carried out. The tax relief was carried
out as a differentiated reimbursement system depending on whether the energy is used for light or
heavy processes or whether the company has entered a voluntary agreement with the state in respect
of energy saving. There is no refund on the CO2 tax or the energy tax for energy used for space
heating. When the CO2 tax was revised in 1995 it was decided that the increased revenue should be
transferred back to industry and trade. It was carried out that by giving reductions in the social
security contribution (paid as a proportion of labour cost), supplementary pension payment and by
giving investment subsidies for energy savings.

There was also taken other considerations than the international competitiveness into
account when the CO2 tax was designed in 1995. It was important that the competitive relation
between domestic companies should not be deteriorated. Companies should not be able to obtain
tax- relief by changes in their organisation No enterprise should have a net benefit after the general
recycling of the tax revenue. There should also be reasonable distributional effects. Finally, it
should be possible to get the whole package approved by the European Commission according to
the state aid rules.

1998 Tax Reform

The 1998 tax reform was phased in from 1998-2002 and concerned mainly the households.
The energy taxes and the tax on petrol were increased by 15-25 per cent. The increase in the energy
taxes was intended to contain the real value of the energy taxes. It was introduced at a time where
there had been a drop in the oil prices on the world marked.

The 1998 tax reform implied reductions in the personal income taxes for lower and
medium incomes. It implied also compensations for pensioners and other recipients of transfer
incomes. The total effect of the adjustments in the tax and benefit system was a considerable
redistribution in favour of people with lower incomes.

The following table shows the effect of the tax reform for some households with lower
incomes.
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Table 2 Change in Households’ disposable Income from 1999 – 2002 due to 1998 Tax Reform

Income tax Reductions Green taxes *
1999 2002 1999-2002

DKK
1. Single in rented accommodation. 158.400 DKK income. Trade

union contributions 8.700 DKK 927 2.620 110-310
2. Single in rented accommodation, 210.000 DKK income 5.000 DKK

interest expenses. 9.500 DKK trade union contribution 917 4.692
525-865

(815-1.350)
3. Single in owner- occupied accommodation 450.000 DKK income .

1.000.000 DKK property values. 60.000 DKK interest expenses.
9.500 DKK trade union contribution. -2.648 36

145-420
(735-1385)

4. A couple in owner-occupied accommodation 175.000/150.000
DKK income. 700.000 DKK property values. 35.000 DKK interest
expenses. 2 x 9.500 DKK trade union contributions 664 2.099

655-1.205
(1.045-1.850)

5. A couple in rented accommodation 275.000/175.000 DKK income.
10.000 DKK interest expenses. 2 x 9.500 DKK trade union
contributions 40 km daily transport. 1.925 9.727

170-495
(760-1.465)

6. A couple in owner occupied accommodation 350.000/200.000
DKK income. 1.300.000 DKK property values. 75.000 interest
expenses. 2 x 9.500 DKK trade union contributions. Free company
car -2.926 1.223 895-1.555

7.a A couple in owner occupied accommodation 
600.000/250.000 DKK income. 1.500.000 DKK property values. 
80.000 DKK interest expenses. 2 x 9.500 DKK trade union 
contributions 50 km daily transport -3.479 3.268

1.110-1.905
(1.990-3.355)

7.b Like 7.a but with a max payment of capital-pensions (2 x 33.100
DKK) -7.900 -2.797

1.110-1.905
(1.990-3.355)

8. Single recipient of daily benefits in rented accommodation 139.880
DKK daily benefits. 9.500 DKK trade union contribution. 410 1.863 110-310

9. Single pensioner in rented accommodation 93.216 DKK pension
and 7.000 DKK ATP 345 1.799 465-755

10. A couple pensioners in rented accommodation. 134.760 DKK
pension 783 2.695 545-900
* In brackets are included expenses for households with car.

All households with smaller and medium incomes faced a positive gain in their disposable
incomes as a result of the reform.

The revenue impact in 2002 was a revenue loss in income taxes equal to 10 billions DKK
and a revenue gain from green taxes by 6 billions DKK and 7 billions from property taxes. In the
longer run the tax reform was neutral because of some once-for-all effects.
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Competitiveness and Income Distributional Concerns

When the tax reforms were designed it was considered how the negative effect on the
competitiveness of industry and the distributional effects could be overcome.

The Competitiveness Concerns

The international concerns for the environmentally taxes has been addressed by a
differentiation of the taxes between households and enterprises and between enterprises and
branches. The reason for that is that the consumption is very uneven between households and
industry but also between individual enterprises and branches. It has been taken into consideration
that the enterprises with the highest consumption of e.g. energy compared to value added will also
often be in keen international competition and they are unable to shift the tax on to the prices. It was
also taken into consideration that a share of the tax burden could involve a considerable fiscal
element, which it was not reasonable to charge on the enterprises.

According to economic theory a uniform tax rate should be used in all sectors. But in a
small open economy like the Danish there is no doubt that that a high uniform taxation would result
in a reduction in the CO2 emission from Danish territory but emissions abroad could be expected to
increase correspondingly. This reduction in the Danish CO2 emissions would therefore not give a
welfare gain but rather a loss of efficiency, because production would be located in areas other than
where the costs are lowest.

This loss of efficiency with a uniform taxation is assessed to be much greater than the loss
of efficiency with a differentiated taxation where there may be a welfare loss if consumption of
energy intensive goods (like cement) is increased at the expense of low energy intensive goods (like
hairdressing). The possibilities of substitution between domestic cement and imported cement are
much greater than between domestic cement and hairdressing also in the longer run.

After an evaluation of the environmentally related taxes on industry and trade in 1999 it is
still the opinion that the environmental effect is much greater with a differentiated tax system than it
would have been if a uniform tax rate had been used corresponding to the average tax burden. It
was also the conclusion from the evaluation report that the energy package had only a slight effect
on employment, private consumption, the balance of payments etc. There is no knowledge to plant
closures or relocations, which can be attributed to the CO2 tax. Further when the CO2 tax was
adopted there were no other exemptions than the obligatory exemptions in the Mineral Oils
Directive.

If international agreements are entered about CO2 reductions or if tradable permits are
introduced internationally there will no longer be the same reason for differentiated tax rates for the
industry in international competition, because there will no longer be the same leakage problem as
we have to day. It will no longer be a possibility to locate production in tax-free or quota-free areas.

Income Distributional Concerns

Green taxes like many other excises on e.g. cigarettes have a regressive income effect,
which may be alleviated by various mitigation and compensation measures. There has been some
political concern in Denmark about the distributional effects of the green taxes but it has been
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possible to solve these problems in connection with adjustments in the income tax and benefit
system in a satisfactory way. There has not been green taxes, which has not been adopted solely
because of income distributional concerns.

There has from time to time been some discussion about introduction of mitigation
measures in the green taxes instead of compensations outside the green tax system. After the
implementation of the tax reform in 1998 a committee was set down to evaluate possible mitigation
measures for some of the green taxes (in particular electricity and water) The committee should
evaluate the possibilities of designing a model with a zero rate band (or tax floor) that would reduce
significantly the effective green tax burden on low income households. The committee found that it
would be impossible to design a good mitigation measure that redistributed the tax burden from
households with low consumption to households with a high consumption. The distributional effect
was that low incomes families with children and households with more persons would benefit from
a zero rate band solution and that households with a single person and single pensioners would
loose. Further the committee found that the compliance costs were considerable, because the
electricity companies and the water works were not in position of the necessary information about
the individual families to be able to calculate the tax payment. Most of this information was
available at the income tax authorities and the welfare institutions and other public bodies.

Therefore it was recommended not to introduce a mitigation measure but to maintain the
compensation system, which was adopted in connection with the 1998 tax reform.

Therefore there is no disagreement with conclusion in professor de Kam’s discussion paper
that lump sum compensation through the tax and benefit system is to be preferred over mitigation
measures in the environmentally related taxes because of the reduction in the price signal and thus
the environmental effectiveness of the tax. Normally excises are not well suited as an income
distributional instrument because they are levied by enterprises, which shift the tax on to the
consumers, and they have no special knowledge of the income and family size of the final
consumer. It is not a task for the enterprises to take care of distributional effect of the excises.
The overall distributional balance can better be solved in the income tax and benefit system
according to Danish experience. Therefore there are only few examples of mitigations measures for
low incomes groups in the Danish excise system. The same applies for the VAT system where there
is only a single rate. The motor vehicles registration tax is a progressive tax where the marginal tax
rate increases from 105 to 180 per cent when the taxable value exceeds 50 000 DKK. Previous there
was a low rate for kerosene in 10 litre jars used for heating purposes. The tax reduction was,
however, abolished because the incentive was so that people replaced supply of gas oil in tanks with
kerosene in 10 litre jars. Previous disabled people could get a car without registration tax but this
has been changed so that the tax is paid to the tax authorities but the disabled people can get the tax
refunded by the social authorities. In this way the question can be solved in a more competent way
than it could be done by the tax administration according to the tax law.

There is also agreement on the conclusion that the lump sum compensation through the tax
system will be more cost efficient and it will have a similar distributional effect as a mitigation
measure. In Denmark almost all households pay income tax and can easily be compensated. For
income groups, that are not compensated satisfactory through the tax reductions, a lump sum
compensation could be granted by the relevant social benefit or pensions system. Such
compensation has the same effect as a non-wasteable tax credit.


