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BASIC STATISTICS OF DENMARK

THE LAND
Area (km?) Population of major urban areas (thousands, 2011)
Total 43098 Copenhagen 1199
Agricultural 26630  Arhus 250
Odense 168
Alborg 104
THE PEOPLE
Population (thousands, 2011) 5561 Total employment (thousands, 2010) 2793
Inhabitants per km? 129 Percentage of employment in:
Average annual net population growth (2000-10) 8.4 Agriculture 2.7
Manufacturing 11.3
Construction 5.8
Market services 429
Community, social and personal services 37.2
THE PRODUCTION (2010)
Gross domestic product Gross fixed capital formation
DKK billion 1755 DKK billion 302
Per capita (USD) 56 300 Per cent of GDP 17
THE GOVERNMENT
Number
General government, % of GDP (2010) Composition of Parliament (December 2011) of seats
Total revenue 55.1 Liberals 47
Total expenditure 57.8 Social Democrats 44
Public consumption 29.1 Danish People’s Party 22
Gross fixed capital investment 21 Social Liberal Party 17
Public debt (Maastricht definition) 43.4 Socialist People’s Party 16
Red-Green Alliance 12
Liberal Alliance 9
Conservative People’s Party 8
North Atlantic 4
Last general elections: 15 September 2011 Total 179
THE FOREIGN TRADE (2010)
Exports of goods and services, % of GDP 50.3 Imports of goods and services, % of GDP 45.1
Main merchandise exports (% of total) Main merchandise imports (% of total)
Agricultural products 16.6 Agricultural products 11.2
Machinery and instruments 24.9 Machinery and instruments 314
Manufactured articles and goods 24.0 Manufactured articles and goods 311
Chemicals and related products 113 Chemicals and related products 11.6
Petroleum and petroleum products 12.3 Petroleum and petroleum products 10.6
Merchandise exported by destination (% of total) Merchandise imported by destination (% of total)
Germany 284 Germany 299
Sweden 17.9 Sweden 16.5
United Kingdom 9.0 Netherlands 8.8
United States 8.9 United Kingdom 6.9
THE CURRENCY
Monetary unit: Krone November 2011, monthly average of daily figures
DKK per USD 5.49
DKK per EUR 7.44



EXECUTIVE SUMMARY

Executive summary

'T;qe current international slowdown entails new risks for the Danish economy, which so far had
been recovering only slowly and unevenly from the unwinding of a massive domestic property boom
and the global crisis that erupted in 2007-08. The main challenge is to secure the necessary space for
policies to cope with potential further adverse shocks by sticking to the current plans and to bring
about strong, sustainable and greener growth. The economy displays a number of strengths. The
fiscal position is relatively sound. The flexicurity system helps adjust to shocks while limiting the
social cost of unemployment and the risk that it becomes entrenched. The welfare system ensures
low poverty and inequality. However, competitiveness has deteriorated in the past decade and
productivity growth has been weak, eroding potential growth. Moreover, vulnerabilities remain in
the financial sector. Denmark’s green growth ambitions might translate into new sources of growth,
but energy and climate change policies need to be reviewed to achieve better results at low cost.

e Improving financial stability. Further strengthening co-operation between the financial
supervisory authorities and enhanced prudential tools, in line with developments at EU level,
would improve financial stability. Systemically important financial institutions may need to be
subjected to higher capital requirements. Issuance of new deferred-amortisation mortgage loans
should be closely supervised to preserve the quality of the assets of mortgage issuers.

e Further encouraging competition. Despite some recent progress, there is ample scope for greater
competition in a number of sectors, which would boost productivity growth. Decreasing the
number of institutions involved in competition policy and granting them more power would
improve their effectiveness.

e Strengthening the fiscal framework. Better control of public expenditure would help to ensure
long-term fiscal sustainability without raising the already high tax burden, which acts as a drag on
economic growth. This could be achieved by introducing multi-annual spending ceilings at the
general government level, covering most spending, and broadening the Danish Economic Council’s
fiscal monitoring mandate. To ensure that individual municipalities are constrained by expenditure
ceilings covering all municipalities, the use of individual and credible sanctions should continue.

@ Raising the efficiency of social expenditures. The reform of the early retirement scheme will
increase labour supply and strengthen the sustainability of the welfare system. Reducing the
share of the working-age population receiving sickness and disability benefits is also crucial to
achieve these goals. The authorities will have to ensure that the new senior disability scheme does
not lead to a greater uptake of these benefits. The special disabled employment programme
(Fleksjob) should also be reconsidered, in particular by making it more targeted and less generous.
The efficiency of public spending on education and health care can be improved.

e Towards green growth: improving energy and climate change policies. Reqular reassessment of
national climate and energy targets in light of international and technology developments would reduce
their costs. Supporting technologies in a more neutral way would increase the chances of adopting the
best technologies and reduce the risks of costly mistakes. It would be consistent with Denmark’s
ambitious targets to push for lower emissions caps in future EU negotiations. Hiking some taxes on
fossil fuels would help harmonise the implicit price of carbon and encourage GHG emission cuts in the
transport and residential sector. Efforts to cut GHG emissions from agriculture should continue.
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Assessment and recommendations

The Danish economy has only partly recovered from the global crisis that erupted in
2007-08 and from the unwinding of a massive domestic property boom, and now faces
weakening global activity and confidence amidst acute uncertainty surrounding the euro
area crisis. The new government has to make sure it has sufficient leeway to cope with a
potential further deterioration in global economic conditions while in a longer-run
perspective promoting strong, sustainable and green growth. Denmark’s fiscal, labour
market and well-being indicators compare favourably with those in many other
OECD countries, but productivity growth has long been anaemic and weaknesses remain in
the financial sector. Implementing policies to achieve the new government’s ambitious
goal to raise labour supply is also a key part of the solution.

Reforming the welfare system and strengthening the fiscal framework would help
contain public expenditure, thereby making room to deal with future shocks and to avoid
increases in the tax pressure, which acts as a drag on productivity growth (Chapter 1).
Greater competition in a number of sectors would boost productivity gains. Addressing
financial sector vulnerabilities would limit short-term risks and policies should be in place
to prevent any future resurgence of the housing market imbalances that contributed to
weakening productivity growth in the 2000s. Denmark is focused resolutely on green
growth and plans to become independent from fossil fuels by 2050 (Chapter 2). In many
respects, this strategy is visionary and it may allow Denmark to benefit from potential new
sources of growth. However, as it is also likely to entail substantial economic costs, energy
and climate change policies need to be designed efficiently.

The ongoing global economic slowdown clouds Denmark’s economic
prospects

Following several years of strong but overleveraged growth, the Danish economy
started to slow down in 2007 due to binding capacity constraints, eroding competitiveness
and the unwinding of a major property boom. This slowdown was amplified in 2008 by the
global crisis as exports collapsed in the face of shrinking foreign demand and the financial
sector experienced problems. Taking advantage of the country’s fiscal wherewithal, the
authorities took swift action, easing the macroeconomic policy stance and offering support
to the banking system. Even so, Denmark endured an unprecedented economic
contraction, with output down by 7.9% from the unsustainably high peak to the trough
(Figure 1). Unemployment rose strongly and employment fell abruptly, especially in
construction. The increase in unemployment has not been reversed and it remained at
7.4% of the labour force in the third quarter of 2011 (on the harmonised measure).
Long-term unemployment has also risen, and accounted for 23% of unemployment in the
third quarter of 2011, which, however, remains low in historical and international
perspective.
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Figure 1. The Danish economy is still struggling to overcome the crisis
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Source: OECD, Analytical Database. Statlink s http://dx.doi.org/10.1787/888932563419

The Danish economy had not fully recovered from the property collapse and the global
economic crisis when renewed economic weakness became apparent in 2011. Following
the May 2010 Fiscal Consolidation Agreement, it had been hoped that growth would
gradually rely more on private domestic demand and exports. However, stagnant private
consumption and lower-than-expected export growth made for a muted recovery through
mid-2011 (Table 1). The renewed global slowdown will depress exports and delay the
hoped-for pick-up in investment and private consumption. Competitiveness has
deteriorated markedly since 2000 and the recent improvements were not sufficient to fully
reverse previous losses (Figure 2). However, terms-of-trade gains and a large surplus in the
current account over the past 20 years may reflect better performance in terms of
non-price competitiveness. Nevertheless, wage moderation will have to continue. The new
stimulus package, mainly in the form of public investment, and the pay-out of
contributions from the early retirement scheme as part of its reform (see below), will boost
economic activity in 2012. Exports are expected to benefit from a pick-up in world trade
in 2013 and the labour market should improve slightly. However, fiscal consolidation is
projected to damp private demand and the recovery is likely to remain subdued in 2013.

OECD ECONOMIC SURVEYS: DENMARK © OECD 2012
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Table 1. Macroeconomic developments and projections

2008 2009 2010 2011 2012 2013

Percentage changes, volume (2005 prices)

Real GDP -0.8 -5.8 1.3 1.0 0.6 1.2
Private consumption -0.3 -4.2 1.9 -0.6 0.4 1.8
Government consumption 1.9 2.5 0.3 -0.4 0.6 0.1
Gross fixed capital formation 4.2 -13.4 -3.8 0.0 3.4 2.0
Final domestic demand -0.6 —4.4 0.3 -0.5 1.0 1.3
Stockbuilding’ -0.3 -2.3 1.0 0.3 -0.1 0.0
Total domestic demand -0.9 -6.7 1.3 -0.1 1.2 1.3
Exports of goods and services 3.3 -9.8 3.2 7.5 2.2 4.6
Imports of goods and services 3.3 -11.6 3.5 57 341 53
Net exports' 0.1 07 0.0 1.2 -0.3 -0.1
Memorandum items

Potential output growth 1.1 0.8 0.6 0.7 0.8 0.7
Consumer price index 3.4 1.3 2.3 2.7 1.6 1.8
Unemployment rate? 3.2 59 7.2 7.3 7.4 7.3
General government financial balance® 3.3 2.7 2.7 -4.0 -5.6 -29
General government gross debt 4 34.2 415 43.4 44.2 46.7 46.8
Current account balance® 2.6 35 5.2 5.4 47 4.6

Note: National accounts are based on official chain-linked data. This introduces a discrepancy in the identity between
real demand components and GDP. For further details see OECD Economic Outlook Sources and Methods (www.oecd.org/
eco/sources-and-methods).

1. Contributions to changes in real GDP (percentage of real GDP in previous year).

2. The unemployment rate is based on the Labour Force Survey and differs from the registered unemployment rate.
3. As a percentage of GDP.

4. Maastricht definition.

Source: Update, based on national accounts data released on 22 December 2011 and other data releases, of the
projections presented in OECD Economic Outlook No. 90, which are based on a “muddling-through” scenario.

Figure 2. Competitiveness has deteriorated
Based on relative unit labour costs,! index 2005 = 100

Index Index
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125 125
120 120
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1. Competitiveness-weighted unit labour costs in dollar terms in manufacturing. Competitiveness weights take into
account the structure of competition in both export and import markets of the manufacturing sector of
49 countries. A decrease in the index indicates a real effective appreciation and a deterioration of the competitive
position.
Source: OECD, Economic Outlook Database.
Statlink sw=r http://dx.doi.org/10.1787/888932563628
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The Danish krone has been subject to appreciation pressures in recent months as a
consequence of flight to quality, pushing ten-year government bond yields below
Germany’s. This has led the Danish National Bank (DNB), whose objective is to maintain a
peg to the euro, to intervene in foreign exchange markets on various occasions.
Accordingly, foreign-exchange reserves rose by 12% between January and December 2011,
to 31% of annual GDP. The DNB cut its key lending rate by 35 basis points in early
November 2011, to 1.2%, bringing it 5 basis points below the ECB’s, and then twice in
December 2011, to 0.7%, bringing it 30 basis points below the ECB’s. Going forward, the
economy will continue to be supported by low interest rates, which are expected to
decrease even further, in line with developments in the euro area.

Despite accommodative fiscal and monetary policies, there are many downside risks
to economic growth. A sharper-than-expected slowdown in Denmark’s partner economies,
would further depress exports. This in turn could worsen loan impairments in the
corporate sector, putting pressure on the financial sector. Some small banks are especially
exposed to agriculture, which faces high debt, falling land prices and funding problems.
Moreover, if global financial conditions were to deteriorate further, leading to liquidity
shortages, banks might restrict lending to the corporate sector. This would make it
especially difficult for small and medium-sized enterprises, which already face stricter
lending conditions, to access funding and would depress growth even further.

Household leverage reached disquieting heights during the pre-crisis boom (Figure 3).
Since then, households have been taking advantage of the 2009 tax cuts and low interest
rates to rebuild their savings, but this nevertheless led to subdued private consumption.
The pay-out of contributions to the early retirement scheme due to its reform will give a
one-off boost to household disposable income and thus should sustain private
consumption in 2012, although households are expected to continue to deleverage.
Household assets are also high. A major portion of these, notably pension rights, is illiquid,
while household debt largely consists of mortgage loans. Households thus remain exposed
to labour market, housing market or other shocks. Non-performing loans have not been a
major problem for mortgage issuers’ balance sheets during the crisis as legal arrangements
in Denmark strongly encourage loan repayment. However, further increases in unemployment

Figure 3. Household debt is high and net wealth has taken a hit

In per cent of GDP
A. Households debt', 2009 B. Total net wealth? and debt' of Danish households
Per cent Per cent
160 280
140 —— Net wealth 260
+ Financial liabilities 240
120
220
100 200
80 180
60 160
14
40 0
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20 EREEEAREAAAN A | 100
0 n n n n n n n n n n n n n n n
XOWNrE<rzZzaWrzZEZO<OrE<dXZUzZdX
Ez‘%i%&%268%9%8%&%92%5%58% 1996 1998 2000 2002 2004 2006 2008 2010

1. Gross household debt.
2. Aggregate household housing and net financial assets after tax.
Source: OECD, Households’ assets and Danish National Bank.
Statlink sw=7 http://dx.doi.org/10.1787/888932563647
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and a fall in house prices would raise risks of losses for the financial system, which may in
turn lead to a reduction of lending to households. While the house price slide essentially
stopped in 2010, the real estate market has shown signs of further deterioration in 2011,
with transactions falling anew.

The downside risks make it even more important to lift potential growth

Against this backdrop, the easing of the fiscal stance in 2012 is appropriate but it needs
to be accompanied by measures to consolidate public finances in the longer term in line
with the EU Stability and Growth Pact requirements and the 2020 budget balance target. In
the event of a dramatic further deterioration in global conditions, however, Danish policy
options would be influenced by the reaction of other economies and the state of
international financial markets, and the potential benefits of fiscal expansion to support
activity will have to be balanced against the need to safeguard the credibility of fiscal policy.

In any case, pushing ahead with structural reform is necessary to secure the leeway to
cope with the ongoing slowdown and with further potential adverse shocks. In
December 2011, the Parliament adopted the agreement signed between the previous
government and other parties to reform the early retirement scheme, which allowed
workers to leave the labour market at age 60, explaining why employment rates are
relatively low for workers above that age, even though they are much above the OECD
average for other age groups. The reform shortens the scheme’s duration and brings
forward the decision adopted in the 2006 Welfare Agreement to raise the retirement age.
The implementation of this reform will significantly improve long-term public finances
and hence provide room for short-term policy action. It will also help limit the effect of
population ageing on employment and lead to a more equal treatment between current
and future generations since the current generation already enjoys longer life expectancy.

The shortening of the duration of unemployment benefits from four to two years as
part of the May 2010 Fiscal Consolidation Agreement is also expected to raise labour supply
although the new government has decided to postpone the implementation of this reform
by six months. The reform will help to minimise the risks of long-term unemployment. It
will also be important to ensure that the impact of measures proposed in the Budget Bill
for 2012 that ease the requirements to receive certain social benefits and increase their
generosity are offset by other measures to increase the labour supply.

Equally important for future living standards is the need to boost productivity growth
so as to help restore competitiveness and increase potential growth, which is expected to
be relatively weak in the absence of reform. Labour productivity growth declined from an
average of 2.2% in 1981-93 to 1.4% in 1994-2007, reflecting slower capital deepening and
smaller total factor productivity gains. This widened the GDP gap vis-a-vis the upper half of
OECD countries (Figure 4). The scars of the global crisis may further weaken potential
output insofar as heightened risk aversion inhibits investment (OECD, 2009). However,
contrary to Sweden and to a lesser extent Germany, terms of trade have improved in
Denmark and therefore, the country compares somewhat more favourably to those
neighbours in terms of gross domestic income (GDI).

Flexicurity should help Denmark both during hard times and to achieve strong
economic growth over the longer term. The Danish flexicurity model rests on three pillars:
i) flexible hiring and firing regulations (Figure 5); ii) a generous social safety net; and
iii) strong active labour market policies. This model fosters low unemployment and high

OECD ECONOMIC SURVEYS: DENMARK © OECD 2012 13
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Figure 4. GDP per capita and productivity have lost ground in relative terms
Gap to the upper half of OECD countries®
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1. Percentage gap with respect to the simple average of the highest 17 OECD countries in terms of GDP (GDI) per
capita and GDP per hour worked (in constant 2005 PPPs). For more details on the incorporation of terms-of-trade
gains and losses into international comparisons, see OECD (2010), Economic Policy Reforms 2010: Going for Growth,
OECD, Paris.

Source: OECD (2012), Economic Policy Reforms 2012: Going for Growth, OECD, Paris, forthcoming.
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Figure 5. Job protection is relatively unrestrictive'
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1. OECD indicator for strictness of employment protection legislation. Index scale is 0 to 6, from least to most
restrictive.

Source: OECD, Employment Protection Database.
StatLink sz=7¥ http://dx.doi.org/10.1787/888932563685
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employment but it may be tested by prolonged periods of low labour demand. It has been
argued that low job protection has contributed to weak productivity growth by
discouraging investment in firm-specific human capital (IMF, 2010). However, the equal
treatment of workers on temporary and permanent contracts, which leads to low duality,
minimises the risk that workers most in need of training do not receive it. Furthermore, job
protection affects productivity growth through various channels (Bassanini et al., 2009). In
particular, low job protection helps firms adapt to the cycle and to technological progress,
and encourages them to use labour and capital efficiently (Hopenhayn and Rogerson, 1993).
In any case, Danish hiring and firing regulations were already in place in the 1990s when
the productivity gap relative to leading OECD countries was narrowing.

The Danish welfare system acts as a buffer in periods of crisis. While GDP per capita
has lost some ground relative to the upper half of OECD countries, well-being in terms of
both material conditions and quality of life is very high (OECD, 2011a). In particular, relative
income poverty rates and inequality are comparatively low and intergenerational mobility
is high (Causa and Johansson, 2009; d’Addio, 2011). This is the result of a well-functioning
labour market and a well-developed and generous welfare system that includes social
policies directed at helping those with the lowest incomes, broad access to education and
free access to most health services (Figure 6). This system is costly, however, with Denmark
spending more than 20% of GDP on social policies. Even so, net public social spending is
higher in a number of OECD countries where poverty is more prevalent.

Figure 6. The welfare system has led to low relative poverty rates
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depending on date availability.
2. Net publicly mandated social expenditure accounts for the effect of government intervention through the tax
system on social spending. It includes: i) direct taxes and social security contributions on cash transfers,
ii) indirect taxes on goods and services bought by benefit recipients and iii) tax breaks with a social purpose.
Source: OECD Income distribution - Poverty Database and OECD Social Expenditure Database.
Statlink sw=r http://dx.doi.org/10.1787/888932563704
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More could be done to foster competition in some sectors

16

Intensifying competition would help raise total factor productivity growth. Indeed,
despite high rankings on overall competition indicators, including those featuring in the
OECD product market regulation database, weak competition and barriers to market entry
depress productivity in Denmark (Danish Economic Council, 2010). Net prices, adjusted for
VAT, taxes and income, are higher on average in Denmark than in comparable countries,
especially in services, signalling insufficient competition (Figure 7; Danish Competition
Authority, 2010).

Figure 7. High prices indicate a lack of competition
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1. Index scale is 0 to 6, from least to most restrictive.
Source: OCDE Analytical Database, OECD Product Market Regulation Database and OECD calculations.
Statlink sz http://dx.doi.org/10.1787/888932563723

The April 2011 Competition Package introduced measures to boost competition,
primarily in construction and services, which are broadly in line with the recommendations
made in the OECD 2005 Economic Survey special chapter on competition. The relaxation of
ownership rules of clinics by dentists and general practitioners is welcome. Despite some
reforms, more progress for pharmacies, taxis, public transportation and healthcare remains
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warranted (OECD, 2009). Some restrictive regulations in retail, such as zoning laws, prevent
the exploitation of economies of scale through hypermarkets. The Package also aims to
increase competition for public contracts. There has been an improvement in the
tendering process in recent years and private provision of local public services has
increased, but it can expand further. There is some choice of public and private providers
of welfare services. For example, in 2009, one third of the assistance to elderly and disabled
persons was provided by the private sector (Danish Competition Authority, 2010). Even so,
regulations are quite restrictive in this area and private involvement would improve
incentives to innovate and raise productivity.

Several agencies are involved in competition issues, which weakens the effectiveness
and enforcement powers of the overall competition framework. The Danish Competition
and Consumer Authority (DCCA), which is the main regulator, was made more effective in
April 2010 as merger control was strengthened by lowering the thresholds of merger
notifications, simplifying the procedures for handling unproblematic mergers and
extending the time limits for the handling of problematic ones (OECD, 2010c). However, the
two-tier system of the Competition Council (which also has a number of powers including
to grant and revoke individual exemptions, review mergers and certify that conduct is not
anti-competitive) and the Appeals Tribunal (which acts as a check on Council and
Authority decisions before they get appealed to the regular court) may undermine decisions
made by the Competition Authority (OECD, 2005). The inclusion of representatives from
industry and consumers in the Competition Council, its lack of power to directly prosecute
and impose fines and weak sanctions (low fines and no possibility of imprisonment) may
undermine its effectiveness.

Greater competition would entice firms to innovate in order to survive and speed up
the adoption of new technologies. In Denmark, innovation is high as measured by the
number of patents, R&D spending as a percentage of GDP and R&D personnel, but there is
room for improvement. Innovation results from a range of complementary assets that go
beyond R&D, such as software, human capital and new organisational structures.
Investment in these intangible assets is rising and high in Finland, Sweden, the United
Kingdom and the United States but less so in Denmark (Figure 8).

Figure 8. Investment in fixed and intangible assets lags many other OECD countries
As a share of GDP in 2006!
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1. For Canada, Japan and Portugal, data are available in 2005.
Source: OECD (2010), Measuring Innovation: A New Perspective.
StatLink sw=7¥ http://dx.doi.org/10.1787/888932563742
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Box 1. Competition policy recommendations
from previous OECD Economic Surveys that remain relevant

@ Increase competition for pharmacies, taxis, and public transportation (OECD, 2005, 2009).
e Improve competition in the public sector via greater tendering (OECD, 2005).

® Ease regulations under the Planning Act surrounding the size and placement of new
shops (OECD, 2005, 2009).

e Streamline the institutional set-up of the authorities in charge of competition and
increase the fines for violations of competition policy (OECD, 2005, 2009).

Financial system vulnerabilities need to be addressed

The Danish banking system features a large number of small banks and a couple of banks
that are “too big to fail” with one of them being classified as a global systemically-important
financial institution by the Financial Stability Board. The two types of banks create
different vulnerabilities, which need to be addressed in line with supervisory developments
at the European Union level. In response to the global financial crisis, Denmark took
numerous measures to support its banking system, including the provision of capital
injections, guarantees and extra liquidity (OECD, 2009). Denmark has since replaced its
blanket debt guarantee, and introduced a special resolution regime (which was used for
Amagerbanken in February 2011 and Fjordbank Mors in June 2011). These measures, which
prevent moral hazard, put Denmark ahead of other countries that were still working to
replace extraordinary public support provided to the financial system during the crisis. In
response to renewed pressures in global financial markets, some new support mechanisms
were introduced in August 2011, including the expansion of collateral accepted by the
Danish National Bank (DNB).

Funding problems faced by smaller banks will lead to banking sector consolidation

The number of commercial and savings banks had already decreased from 147 in early
2008 to 121 by mid-2011 as some of these small banks were merged or closed without
endangering the financial system, given their size. After the expiry of the state guarantee,
faced with the challenge of refinancing debt in 2012-13, smaller banks might have trouble
accessing credit markets. Closure of small banks that cannot operate effectively without
unconditional public support will lead to a more efficient banking structure. The set of new
measures introduced - under the name of Bank Package IV - to more strongly encourage
healthy banks to take over distressed ones (which was used for the resolution of Max Bank
in October 2011), notably by extending existing government-guaranteed funding (for a fee),
will speed up the consolidation process. However, care must be taken that such
consolidation does not increase the number of banks that are too big to fail.

Until recently, the larger banks shared in the cost of compensating depositors of failed
banks since the Danish guarantee scheme has an ex post financing mechanism with
contributions being a function of banks’ share in the covered net deposits of all the
institutions in the scheme. Bank Package IV set out to change this arrangement into an
insurance-like one with annual premia and thus a greater ex ante element. Making
contributions to the scheme contingent upon the riskiness of banks, in line with forthcoming
European Commission recommendations, would help prevent imprudent behaviour of the
kind exhibited by some smaller banks exposed to construction and agriculture.

18 OECD ECONOMIC SURVEYS: DENMARK © OECD 2012



ASSESSMENT AND RECOMMENDATIONS

Large banks need to be supervised more closely

Whether the current winding-up arrangements would prove adequate to deal with the
failure of a systemically-important financial institution (SIFI) is not clear, but Bank Package IV
has rightly put SIFI supervision on the agenda. Developments in the supervision of global
SIFIs can provide guidelines in this process (Financial Stability Board, 2011). The recent
global crisis has shown that an overly large banking sector (as measured by assets to GDP)
in general and SIFls in particular can be dangerous for small countries. Many of them are
addressing these issues, for example through higher contingent capital requirements on
SIFIs in Switzerland. Denmark’s experience in the early 1990s, when the banking crisis did
not become systemic thanks to Danish banks’ large capital and reserves, unlike in the
other Nordic economies, illustrates the merits of adequate buffers (Vastrup, 2002). It is
important to balance the need for banks to bolster their capital in the new supervisory
environment, and the role they should play in shouldering the liabilities that a financial
crisis can impose on public finances. This could be achieved by setting up a reserve which
would be available in the event of future crises to assist financial institutions, especially
SIFIs, along the lines of Sweden’s Stabilisation Fund (Schich and Kim, 2010). The Danish
government currently maintains an on-demand deposit with the central bank of 14% of
GDP, which could be drawn upon in such circumstances.

Financial supervision has been strengthened but challenges remain

To address these vulnerabilities, the collaboration between the Financial Supervisory
Authority (FSA) and the Danish National Bank (DNB) has been strengthened by joint
liquidity stress tests and the introduction of a common bank reporting platform. A
committee is investigating whether the structure of financial supervision needs to be
altered. It is important to further step up collaboration efforts with a view to ensure
consistency between the FSA microprudential mandate focusing on individual banks and
the DNB macroprudential supervision mandate.

In 2010, the FSA introduced a new tool to monitor the riskiness of individual banks,
dubbed the “supervisory diamond” (whose facets include large exposures, lending growth,
a funding ratio, concentration on commercial property and liquidity ratios). The Danish
supervisory diamond could be adjusted to take into account more of the risks to the
financial system from external sources, as done in Norway, where a similar tool has been
introduced. Further enhancement of cross-border financial supervision co-ordination and
co-operation through the Nordic-Baltic Memorandum of Understanding, especially on the
resolution of cross-border institutions, would also contribute to financial stability.

The supervisory authorities are also working to address the challenges Danish banks
will face in the implementation of the Basel III rules, which needs to be carried out as soon
as feasible. The two proposed liquidity measures, the net stable funding ratio (NSFR) and
the liquidity coverage ratio (LCR), will help make mortgage markets more stable.
Depending on how the NSFR is implemented in the European capital requirement
directive, it may limit the use of shorter-term bonds to finance variable-rate mortgages.

Given that Danish covered bonds have proved to be as liquid as government bonds in
the recent crisis (Boucholst, 2010), the authorities argue for treating the two on an equal
footing for the purposes of the LCR (DNB, 2011). If that is done, it becomes even more
important that the mortgage market is monitored closely. Adjustable-rate and
deferred-amortisation mortgage loans have fuelled house price exuberance prior to the
crisis (Danish Economic Council, 2008; DNB, 2010). These loans, especially when

OECD ECONOMIC SURVEYS: DENMARK © OECD 2012 19



ASSESSMENT AND RECOMMENDATIONS

accompanied by excessive loan-to-value ratios, could be a source of weakness if they are
given to households who could not easily service their debt if interest rates increased sharply
or house prices fell. Therefore, they should be closely supervised, including by monitoring
the implementation of the requirement that the borrower can show they can afford the
corresponding fixed-rate loan instalments. The ongoing efforts to improve data collection on
the characteristics of the users of different types of loans will provide more information to
the supervisory authorities. Once the housing market recovers, more stringent caps on
loan-to-value or loan-to-income ratios for such loans could be introduced.

Box 2. Recommendations on enhancing financial stability

@ Deposit insurance premia should be contingent on an institution’s riskiness. Consider
imposing capital requirements dependent on size for systemically-important financial
institutions.

e Continue to improve collaboration between the Danish National Bank and the Financial
Supervisory Authority with a view to ensure consistency between the DNB macroprudential
supervision mandate and the FSA microprudential mandate focusing on individual banks.

@ Closely supervise new deferred-amortisation mortgage loans, possibly by introducing
more stringent caps on loan-to-value or loan-to-income ratios for such loans, once the
housing market recovers. Continue the ongoing efforts to improve data collection to get
a better understanding of the characteristics of the users of these types of loans.

Better controlling public expenditure would help ease the tax pressure

Denmark entered the crisis with a large fiscal surplus and a moderate debt ratio, hence
the country’s public finances remain in much better shape than in many other OECD countries
despite a marked deterioration during the crisis (Figure 9).

However, the tax pressure is high, reaching 50% of GDP (Figure 10). Despite some easing
of the tax and social security burden on labour, taxes on labour remain high compared with
other OECD countries (OECD, 2009, 2011b). In particular, the highest marginal tax rate enters
into force at relatively low levels of income, leading to high marginal tax wedges for incomes
just above the average. This is not conducive to entrepreneurship and reduces Denmark’s
attractiveness to foreign skilled workers, thereby exerting a drag on productivity growth. It
also diminishes the attractiveness of higher education. High marginal tax rates, better work
conditions in the public sector and relatively moderate wage dispersion may have
discouraged skilled workers from taking jobs with high productivity growth potential in the
private sector. Furthermore, high marginal tax rates on incomes just above the average
reduce hours worked. Against this backdrop, the new government has announced a
fully-financed tax reform, including a reduction in labour income taxation.

Apart from high marginal tax rates on income, the tax structure is generally sound,
with relatively high indirect taxes and low corporate taxes, room to adjust the tax structure
is limited (Arnold et al., 2011). Nevertheless, part of the tax burden could be switched from
labour to property and environmental externalities (see below). Property value taxes have
been frozen in nominal terms since 2002. Raising taxation on property, by restoring the tax
base once the housing market has stabilised, could limit the risk of future housing booms
and would partly offset the distributional effects of reducing taxes on higher incomes,
either through an increase in the tax threshold for the top personal income tax rate or a
decrease in the marginal tax rate. Indirect taxes on unhealthy products have been raised
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Figure 9. Denmark’s fiscal position is relatively good
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1. For Ireland, the support to the banklng sector is excluded from the general government balance, given its
exceptionally large size (20.4% of GDP).
2. Or latest year available.
3. Chile, Mexico and Turkey are excluded for lack of comparable data.
Source: OECD Analytical Database. Statlink sz http://dx.doi.org/10.1787/888932563761

Figure 10. The tax pressure is strong and marginal tax wedges are high for high incomes
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1. Or latest year available.
2. Evaluated at 67%, 100%, and 133% of average earnings for a single person with no child.
Source: OECD Analytical Database and OECD Tax Database. Statlink sw=7 http://dx.doi.org/10.1787/888932563780
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recently and will be increased further in 2012-13. Denmark is the first country to have
introduced a “fat tax”. Such increases contribute to making room over the longer term for
enhancing the efficiency of the tax structure by reducing taxes on income. Their effect on
health and their distributional impact should be monitored in the near future.

Denmark has long tried to contain public expenditure growth and to reduce the overall tax
burden and its negative effects on the economy. The “tax freeze” introduced in 2001 to limit
both direct and indi