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Foreword

Denmark has become a role model not just for the European Union, but also on the global arena. Nu-
merous delegations have come to visit this little country which seems to have found an exceptionally
successful combination of a dynamic economy and social security. On the one hand Denmark shares a
range of features with the other Nordic welfare states consisting of a high degree of economic equality
and security for its citizens. However, on the other hand Denmark has a dynamic labour market and a
great adaptability for changing external conditions, which is traditionally associated with more liberal
market economies.

The interest shown in the Danish model gathered speed when Denmark in the early 1990's stood out
from the remaining EU and in a few years reached an unemployment level far below the European av-
erage. As a result many foreigners also believe that Denmark at the time invented a unique societal
model, which we later began to marked - often headlined as “flexicurity”.

Therefore, the strength in Mogens Lykketoft's writing on “The Danish Model” is that it accentuates the
long lines in the development of Danish society. For foreign delegations such a narration may seem dis-
appointing. The Danish model is not to be copied in a quick pull. But when the disappointment is sur-
mounted, they after all realize that there is inspiration to be found in e.g. an emphasis on lifelong learn-
ing, an ambitious active labour market policy or an extended public service which won't hamper, but on
the contrary contribute to growth and affluence.

For the rest of us the narrative about the long lines contributes to emphasize the strength and cohe-
sion in the Danish model.

It is not a party marquee set up for a shindig in the summer heat but a solid building, which has lasted
for many decades.

Thus not said that the Danish model is invulnerable. The many balances between flexibility and security,
which marks our society, must constantly be maintained and adjusted. Reforms can be well founded.
But they can also cause damage, if they are implemented in a rush or on ideological grounds without
respecting the interaction between the different parts of the model. This is where the historic outline
will sharpen the awareness as to the value of the institutions and tradition for cooperation, which com-
poses the main pillars in the model.

That is why Mogens Lykketoft's analysis is an important contribution to the debate about the develop-
ment of the Danish model - also in a forward-looking perspective.

Copenhagen, December 2009
Per Kongshgj Madsen

Professor in Economics

Chairman of AE - The Economic Council of the Labour Movement
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THE DANISH MODEL

The Danish Model

- a European success story

In my capacity of Minister for Finance in 1998 |
participated along with former chairman of the
European Commission Jacques Delors ina confer-
enceinthe Danish House in Paris with French poli-

ticians on “why the Danish bumble bee can fly".

The background was the fact that development in
Denmark from 1993-94 took a very different, pos-
itive turn in employment and economics in com-
parison with large continental European countries

like Germany and France.

Since then | have participated in a multitude of
meetings and conferences, in Germany, France,
China, Chile and elsewhere, to meet the strong
interest abroad in understanding more about the
Danish Model.

Neo-liberal and conservative politicians and econ-
omists find it incomprehensible that a country
with such heavy taxes as Denmark is more com-
petitive and has a higher employment rate than

most other countries.

So let me, once again, try to explain - this time in

a longer perspective.

Denmark - from past to present
A few facts on recent Danish history, the political

structure and the business pattern:

Denmarkis a small country with 5.5 million inhab-
itants and an area of 44,000 square kilometres.
Since 1973 we have been member of what is now
The European Union (EU).

Denmark has a GDP pr. capita of 35.800 dollars
in 2007. That makes us the 11th richest country in
the world measured in purchasing power parity -
i.e. not translated into official rates of exchange,
but with respect to how much can be bought with
the money in specific countries.

The World Economic Forum’s 2008-competitive-
ness index ranks Denmark in its Top Three world-
wide. And the World Transparency Index ranks us
as the world champion in non-corruption. Further-
more it should be noted that other international
comparisons nominate the Danes as the happiest

people in the world!

For a long time Danes have had no ambitions of
dominating other large and small countries. But
we do believe that we can contribute with good
experience and ideas on how democracy and so-

cial relations can enrich a society.
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The triumphal progress of democracy
- at first the farmers in the lead, then
the workers

Democracy came to Denmark at an early stage.

Denmark’s loss of territory and power - most re-
cently the loss of Schleswig-Holstein to Germany
in the 1864-war - made the country a small, ho-
mogenous nation state with a distinct cultural, so-
cial and democratic development which explains

a lot about the strength of the Danish society.

Agriculture, which was long the principal indus-
try in Denmark, was dominated by an independ-
ent and confident farming class, which organised
a strong cooperative movement and won the po-
litical power as of 1901. ‘Folk high schools' became
a stronghold for development of democratic at-
titudes and a national feeling founded in Chris-
tianity.

Rapid industrialisation towards the end of the
1800s increased growth in the cities and created
strong trade unions as a counterweight to private
capitalist power. From the beginning, the trade
union movement and the Social Democrats were
linked politically as well as organisationally. In
Denmark, as well as in the other Nordic countries,
the interaction between unions and the party be-
came the key driving force in the development of
a highly vital welfare model. Economic inequali-
ties were evened out through tax-funded services
within education, health care, care for the elderly
and the children, and through a system of eco-
nomic benefits in case of unemployment, illness,

disablement and old age.

Social Democrats originally had public ownership
of means of production on their political agenda.

But in reality the Danish Model was never about
abolishing capitalism, but rather humanising it by
insisting on a fundamental structure of society
providing more equal rights and strong security
fortheindividual as opposed to the free play of the
market forces. The Danish Model is not the result
of one big master plan. Creating social progress
for ordinary people with lower incomes has been
a long and gradual process - fighting and striking
balances with employers and centre-right politi-

cal parties.

It was crucial that the Social Democrats achieved
substantial political influencein collaboration with
the small Social-Liberal Party at an early stage in
the 20th century, and thus set the agenda for so-
cial reform. Initially most Liberals and Conserva-
tives were against it, but over time they adopted
significant parts of it as it turned out to have huge

popular appeal.

The Communists played a significant role on the
Danish political scene only for a short period after
the end of the German occupation in 1945 - be-
cause of their role in the Resistance.

But in 1959 a new left wing party - Socialist Peo-
ple's Party- was established by former commu-
nists, breaking with Moscow. That party has es-
tablished itself as a much stronger factor and one
of permanence. Nowadays there are few program-
matic differences between Social Democrats and
Socialist People's Party.

Only a few times during a total of three years
(1967 and 1971-73) a “socialist” parliamentary
majority existed, which was represented by the
Social Democrats and the Socialist People’s Party.
These majorities did not give rise to any revival of

old socialist anthems. However, in 1967 this ma-
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jority managed to ensure the two most significant
sources of income of the welfare society - the tax-
at-source (or pay-as-you-earn-tax) and the value
added tax (VAT).

Between 1924 when the first Social Democratic
government came into power and 1982, the party
was only outside the government for 12 years.

Since 1982 a Social Democratic government ruled
only for 9 years from January 1993 to November
2001. Nevertheless, during this time the Danish
Model was renewed and Denmark experienced
an- in the European context exceptionally strong

economic progress and increase in employment.

The Danish Model: From crisis and war
to the great progress of welfare
Naturally, the Danish Model has developed in in-
teraction with the vast changes of economic con-
ditions. The first great challenge - and also the
first huge leap forward - was the crisis and mass
unemployment of the 1930s.

On the very same day Hitler came to power in
Germany in 1933, the Danish Social Democratic
Prime Minister Stauning made a huge political
settlement with the opposition Liberals. The deal
addressed unemployment, consolidated agricul-
tural earnings and laid the groundwork for a social
reform that gave social welfare benefits to those

in need as a right - not as alms.

During the 1930s Denmark pursued an economic
policy with huge public investments with the aim
of creating jobs. This was in good conformity with
ground breaking ideas of the great British econo-
mist Keynes, who said that the state must make
capital injections and create employment during

times of crisis. However, it is uncertain whether
the decision-makers of the time actually knew
of Keynes' theory. But anyway they did the right
things.

After the liberation in 1945, politicians decided to
continue the work that was interrupted by World
War Il. Society took on a more active part to en-
sure the way back to full employment. People in
Denmark were - along with everyone in the West-
ern world - experiencing how dramatic techno-
logical developments and the opening of the mar-
kets to the outside world resulted in huge changes
in job opportunities and demanded new and other
skills. From the 1950s the standard of living ex-
ploded. Family pattern experienced a revolution
and we still have not seen the end of it. But the fact
is that we live and work under totally different cir-
cumstances compared to a few decades ago.

Huge changes have happened at a record pace
during the past 60 years. These economic and so-
cial changes have in particular been generated by
two unique revolutions: The very extensive migra-
tion from rural areas to urban areas, and women

entering the organised labour market.

In 1950, 545,000 people earned a living from
farming in Denmark. In 2008 the figure was
83,000. This development resulted in a depopu-
lation in the rural areas and huge investments in
housing and infrastructure in big cities. The few
remaining people in the agricultural sector pro-
duce 14 times as much as back in 1950. And back
then they were six times as many!

In 1950, 33% of the workforce was female. In
2008 it was 48%.
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Figure 1. Occupational structure 1948 - 2008
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The employment rate in 2008 was 80 % for men
and 74 % for women.

Just a few generations ago, the role of most mar-
ried women was to take care of their children, the
elderly and the ill within the family. Not particu-
larly visible. And without pay.

Now the women of the new generations - also
women with young children - are just as much a
part of the labour market as their husbands.

But where did they go - all the people migrating

from agriculture and from work at home?

The most important migrations are shown in fig. 1.

In rough numbers, the changes are as follows:
The agricultural sector has lost a workforce
of 460,000 and the industrial sector has lost
170,000. The construction and civil engineering

sector has grown by 60,000, the public service
sector by 635,000 (!), and the private service sec-
tor by 655,000 employees since 1950.

From 1950-2008, Denmark's gross domestic
product in real terms increased by 276% .

Itis difficult to quantify the specific factors, which
cause this development. But let me stress a few

points:

1. A solid general level of education with a high-
quality primary and lower secondary school
which emphasise interaction with other people
- development of social skills and development
of the ability to improvise. Furthermore there are
strong traditions for vocational training. Finally -
as in other European countries - the proportion
of a generation that achieves higher education
has increased dramatically: From 25% in 1980 to
47% in 2006!
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2. Many small, adaptable, individually owned
companies represent the majority of private em-
ployment. However, there is one single interna-
tional giant - A. P. Mgller / Maersk -within ship-
ping and oil and gas extraction, to mention but
a few things, which represents a substantial and
increasing part of value creation and foreign ex-
change earnings in Denmark

3. A very liberal industrial policy, where govern-
ment has not come to the rescue of companies in
trouble. Denmark does not have large, inflexible
subsidy-requiring companies within mining and

heavy industry.

Onthe other hand, the public authorities have tra-
ditionally owned or controlled fields such as tel-
ecommunications, electricity, water supply and
public transport. Technological development, the

demand for a competitive market and more rigor-

ous EU competition requirements have resulted in
opening public transport to private competition -
and a direct sale of the publicly owned shares in
telecommunications. These are the most impor-
tant examples in some of the traditionally owned
public areas. The philosophy being that at present
the protection of the consumers from exploitation
by private monopolies are handled better through
increased cross-border competition and a more
effective national and European regulation than

through public ownership.

4. The pursued economic policy has supported
growth and changes in the private sector.
Beginning from the 1950s tax legislation giving
the companies very generous depreciation pos-
sibilities on all kinds of machinery made a crucial
contribution to the renewal of the Danish indus-
trial sector.

Figure 2. Pay-rate variation and distribution of competencies
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Furthermore, the prioritisation of good service to
all citizens, for instance within health care, has at
an early stage created a domestic market, which
has given Danish industry the possibility of be-
coming market leader in valuable niches on the
global market. This accounts for NOVO's lead-
ing role when it comes to insulin and similar glo-
bal positions of other Danish medical products. It
is not a coincidence that the late Chinese leader
Deng Xiaoping had a highly sophisticated Danish
hearing aid from Oticon. Or that another Danish
company, Danavox, is mass producing a robust
and inexpensive hearing aid for the market of ordi-

nary Chinese and other citizens of the world.

Particularly in the 1990s, demand for more envi-
ronmentally sustainable energy supply resulted in
state sponsoring development of windmill tech-
nology with tax preferences and research and de-
velopment funds. This laid the groundwork for a
highly significant export success and positive con-
tributions to employment - not least for unskilled
workers in occupationally weak peripheral areas
of Denmark. Vestas is the largest and still more

international producer of windmills.

Certainly a much greater potential exists of such
interaction between public demands and funds for
an environmental or socially desirable develop-
ment on one side and private industrial initiatives
on the other. For instance strong focus should be
on other types of renewable energy that contrib-
utes to less carbon emissions - reaching for the
ambitious, but necessary climate goals.

5. Being a small country with a very extensive
international trade, already from the end of the
1950s Denmark was a leader in lifting import re-
strictions and dealing with external competition.

Thisresulted in large requirements for change, but

also in new export opportunities too.

Entire industry branches disappeared at an early
stage due as a result Denmark pointing the way
to the elimination of import restrictions, - e.g. the

conventional production of textiles and clothing.

6. In turn, an aim to cultivate new productions
which could carry a decent salary was initiated at
an early stage. The union movement was a highly
active participant in this and made a great effort
regarding training in new technology and agree-

ments on new incentive pay schemes.

Rather high minimum wages in the collective
agreements also played a significant part in the
acceleration of the phased elimination of low-
wage trades in Denmark. It was a deliberate tac-
tic. And the development confirmed that supple-
mentary training and education of the workforce
and investments in production facilities could cre-
ate very high employment regardless of the com-

paratively high minimum wages.

In other words: The relatively narrow wage dif-
ferentials in Denmark are the result of collective
bargaining supported and supplemented by a sig-
nificant effort in the educational field resultingina
decreasing number of unskilled workers and a rise
in the number of well-trained semi-skilled work-
ers. The distribution of competencies is simply
smaller in Denmark than in most other countries,

cf. figure 2.

7. The agreements on terms of employment com-
bined with the structure of the unemployment in-
surance system - the so-called flexicurity-model

- have supported a development pointing in the

o
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Figure 3. Tax structure of Denmark, Germany and France
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direction of more and better paid jobs on the Dan-
ish labour market:

It has been part of the unwritten social agreement
that the trade union movement would not insist
on long terms of notice for the workers. There-
fore it has been much easier for employers to hire
and fire in line with fluctuating market conditions
compared to employers in Germany and France -
or even in neighbouring Sweden. When employ-
ers know that it is possible to get rid of manpow-
er when market conditions change, they will not
hesitate to hire new people at an upswing. For in-
stance, Denmark experienced faster and stronger
progress than most European countries in private
employment in almost 15 years from 1994,

However, another aspect of the social agreement

is the unemployment insurance system, where
the lowest paid workers from the first day of un-

employment and several years ahead are entitled
to benefits equal to 90% of their present wage.
There is a maximum amount - to the effect that
coverage is significantly lower for the higher paid
workers - for instance skilled metalworkers re-
ceive only around 60% of their wage in unem-
ployment benefits.

The ideology behind the generous entitlement to
benefits for low paid workers is the fact that no
one should be forced to give up their home be-
cause of unemployment. In turn, in order to be
entitled to unemployment benefits, it is a condi-
tion that the benefit claimant is fully available to
the labour market.

However, it is crucial to such an efficient system
that labour market policies and economic policies
in general are arranged in such a way that eve-
ryone who is affected by unemployment quickly
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moves on and receives supplementary skills, job
training or a new job. This was not an option in
the early 90s, when unemployment rate reached
12%. Thus, the main purpose of the intensification
of the active labour market policy under the Social
Democratic government inthe 1990s was to make
allunemployed people a good offer they could not
turn down; to realise the availability requirement;
to upgrade the qualifications of all unemployed in

order to gear them for new job opportunities.

The benefit rate is the same as in unemployment
insurance during illness - and at maternity leave,

which at present is up to one year long.

The benefits during illness and maternity leave
are obtained after a very short period of active
employment, while entitlement to unemploy-
ment benefits requires 12 months' previous em-
ployment and 12 month of membership of an un-

employment insurance fund.

If the requirements for unemployment insurance
are not fulfilled, the applicant is only- and only
perhaps - entitled to a lower amount of cash ac-
cording to the provisions on social welfare. This
allowance depends on the situation of the house-
hold; any spouse income and almost all net assets

will reduce the cash benefit amount.

The Danish benefits system is funded as follows:

*  The total benefit cost at illness and materni-
ty leave as well as cash benefits and most of
The cost of unemployment benefits is funded
by means of ordinary tax (income tax, value
added tax, etc.),

*  the employees fund a small part of the ben-

efit cost by means of membership fees,

* the employers do not contribute to the fi-
nancing of the unemployment insurance

system.

8. Furthermore, the Danish corporate tax is rela-
tively low and the possibilities of depreciation de-
ductions etc. are favourable. Recently the corpo-
rate tax rate has been reduced to 25%. Also from
this point of view, it is attractive to run a business
in Denmark. Moreover, there are practically no
statutory employers’ or company contributions
to social insurance (nor to social pension or vol-

untary early retirement pension schemes).

A dominant part of the welfare state costs are
funded by taxes, which are paid by the entire pop-
ulation according to income or consumption, and
all groups are guaranteed almost all social rights.
That is why both personal income tax and value
added tax are high as is expenditure tax on cars,

energy, beer, wine, alcohol, tobacco, etc.

There is a significant difference in total level of
taxation between Denmark and Germany - due
partly to the extensive public financing of care
for children and elderly people in Denmark. Even
more there is big difference between Denmark
on one side and Germany and France on the oth-
er concerning the tax structure: In Denmark high
personal income tax and small contributions from
employers. In Germany and France large contribu-
tions to mandatory social purposes are paid by the
employers in addition to wages. Thus there has
been room for larger wage increases in Denmark.
But the state has taken back a much larger share

of the wages in the form of direct income tax. The

©
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end result for the individual - the amount left for
private purposes - is not particularly different in
the three countries.

One of the fundamental differences is that the
Danish system leaves the lowest paid workers
with more money and the highest paid workers
with a little less than in most other countries.
However, the effective progression of Danish in-
come taxation is counteracted by the highest paid
part of the population getting the largest part of
the tax-free capital gains on residential property
and having the largest share in tax-privileged pen-
sion schemes. But even so disposable incomes are
distributed more evenly in Denmark than in most

other countries in the world:

The needs of the citizens are not only higher ma-
terial standards in their daily life - such as better
clothes and food, a decent place to live, modern
appliances, IT, holidays and adventures. Citizens'
demands are just as much directed towards re-
sources and quality when it comes to their chil-
dren's schools and education, childcare provi-

sions, elderly and health care.

When schools, education, elderly and health care
and the major part of childcare are funded by tax-
es instead of individual payment, distribution of

disposable incomes will be more equal.

The most significant features of the Danish model
are exactly this:

*  Education is free. Even 85% of the expens-
es to private schools are funded by the pub-
lic authorities - being an alternative choice
to the public primary and lower secondary
school. Vocational and academic education

is free. Add to this the fact that Denmark has
the most generous grant scheme for students
- e.g. with no obligation to pay back. And by
statute and agreement there are plenty of

options of free supplementary training.

*  As regards local childcare - day nurseries,
kindergartens and after-school care facilities
- the parents share of the expenses is typi-
cally less than a third of the revenue expend-
iture; families with more than one child and
low-paid workers even less. Three fourths of
the total expenses are funded by taxes. Fi-
nancially, this has facilitated women'’s entry
into the labour market, which explains why
96% of children between 2 and 5 years are
part of childcare arrangements.

. Elderly citizens with trouble handling their
cooking and cleaning, etc., receive in-home
assistance free of charge after an inspection
by local authorities. Large grants reduce the
rent on homes for the elderly who are not ca-

pable of taking care of themselves.

* ltis free to see the doctor as well as being

hospitalised.

Few European countries have a matching welfare
model. And in comparison with the USA, the dif-
ferences are dramatic - not least regarding in-
equalities in income distribution. The reason is
obvious: While citizens in Denmark with a low in-
come only pay for welfare relative to income and
spending, the situation is totally different in the
USA. Wealthy Americans pay very little tax - even
less now than they did before George W. Bush be-
came president. In return, families have to save

a fortune in order to get their children into good
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universities or pay for decent care of elderly fam-
ily members. The family budget has to cover full
price for nurseries, and private health insurances
are necessary in order to receive proper medical
treatment. User charges and private insurances,
where premiums are paid according to the risk of
becoming ill or unemployed, are naturally a much
heavier burden on a tight family budget than on

the large family budget.

Professors John L. Campbell and Ove K. Pedersen
from Copenhagen Business School have analysed
the differences between Denmark and the USA

as follows:

Real income per inhabitant, productivity, unemploy-
ment and inflation rate have roughly been at the
same level since the second half of the 1990s. Den-
mark has had a large budget surplus and is bringing
down debt, while the USA has developed a new large
budget deficit and large indebtedness since the presi-
dential change in 2001.

The UN's Human Development Index 2002 ranks
Denmark and the USA on line - in the top group of
the world. But the inequalities in the distribution of in-

come are much larger in the USA than in Denmark:

The Gini coefficient, which shows how large a part
of the total income must be redistributed in order to
obtain an even distribution of income, was 25% in
Denmark and 40% in the USA in the middle of the
1990s.

The share of the population with an income less than
half of the median income is 9% in Denmark, where-
as it is 21% in the USA. (the median income is the
income where half of the population is above and the
other half is under).

Inthe mid-nineties the share of the population be-
tween 16 and 65 years being functionally illiterate
was 10% in Denmark and 21% in the USA.

Taxes and social expenses constitute twice as big
a share of the gross national product in Denmark
as in the USA.

9. Through the past 40 years, most women have
wanted to enter the labour market. And it is a fact
that women participate in the labour market to al-
most as wide an extent as men. However, women
still work part-time to a somewhat greater extent
than men; women are still carrying out more at-
home duties as regards children; they do not make

a career to the same extent as men.

But the high female participation is both the rea-
son and the effect of the gigantic expansion of the
role of the welfare society in childcare, elderly care
and health care. And while women used to be re-
sponsible for this care within the family bound-
aries, it is now mainly women who perform the
task outside the family in day nurseries, hospitals,

nursing homes, etc.

The interaction between the trade un-
ions and the political system

As previously mentioned, the characteristic so-
cial structures created in Denmark made in the
20th century are to a high degree the result of the
strong organisation, mutual relations and great
political influence of the trade union movement

and the Social Democrats.

There has been an efficient, but also highly prag-
matic distribution of work between the trade un-
ion and the political labour movement.
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The trade union movement was acknowledged
as a negotiating party to the employers more
than 100 years ago, and upon recommendation
from the two sides of industry, a no-strike agree-
ment was agreed upon when collective agree-
ments applied. That is why Denmark has rarely
experienced “wild" strikes in periods covered by
collective agreement. But also most renewals of
collective agreements have been settled without

conflict.

The trade union movement made real progress in
securing better pay and improved working con-
ditions in negotiations with the employers. But
where collective agreement was unable to pro-
vide adequate possibilities, the political friends of
the trade union movement took over. For instance,
at an early stage legislation was passed in order
to ensure a better working environment. The trade
unions’ own unemployment and health insurance
system was replaced by legislation on systems
ensuring risk sharing across job demarcations, so
that there is no higher insurance premium for peo-
ple being employed in the most risky trades.

Inanumber of situations legislation was madeina
way that expanded improvements, which were in-
itially agreed upon in collective agreements in or-
der to benefit all employees regardless of whether
their being members of strong or weak unions or

not unionised at all.

However, a distinctive feature of the Danish la-
bour market has been the absence of important
competing unions inside the same trades, and
the extremely high density of union membership
- only marginally outscored by Sweden.

The long existing linkage between trade union
membership and unemployment insurance has
very much been a contributing factor to the high
density of union membership. Still, most of the un-
employment insurance is politically and adminis-
tratively connected with the trade unions, and still
most wage earners consider trade union and in-
surance two sides of the same coin. But since the
centre-right government came to power in 2001
it has deliberately weakened cohesion between
trade unions and unemployment insurance via
legislation and thus contributed to a decrease in
trade union membership and in the share of the
labour force covered by the unemployment insur-

ance.

The blue collar worker groups are in general all un-
ionised in LO - the Danish Confederation of Trade
Unions, which is the trade union movement that
historically has been linked to the Social Demo-
crats. Over the past 50 years two other strong
confederations have gained strength - FTF (the
Joint Council for Salaried Employees and Public
Servants), which gathers large groups of employ-
ees from the public service sector such as teach-
ers, nurses, kindergarten employees and social
educators as well as employees from the finan-
cial community, and AC (the Danish Confedera-
tion of Professional Associations), which gathers
academics from the public and the private sec-
tors. As a main rule a clear demarcation of the
member groups exist between unions and confed-
erations. The confederations cooperate in negoti-
ations with employers. They participate in a large
number of public boards, councils and commis-
sions with employer organisations, business or-
ganisations and public authorities and thus have
influence on proposals for new employment leg-

islation, etc.
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It should be noted that on several occasions -not
least from the 1960s to the 1980s -the trade un-
ion movement agreed on a number of so-called
‘income policy’ packages. Simply stated the un-
ions accepted to receive a lower pay increase than
the market conditions could provide in return for
legislation on social improvements and employ-
ment stimulating economic policies. Naturally,
such agreements were based on the trade unions
having the strength and capacity to provide the
agreed slowing-down in the salary increases and
governments ability to fulfil their promises of the

economic policy.

From the end of the 1980s a new facet was add-
ed to the Danish Model. Until that point the large
majority of blue collar workers were prepared for
retirement mainly based on the relatively low tax-
paid social pension scheme, which gives every cit-

izen the same basic amount of money.

Onthe other hand the large and growing groups of
public servants and salaried employees had col-
lectively agreed and financed supplementary pen-
sion schemes to which employers and employ-
ees together contributed 10-15% of the payroll.
It dawned upon LO that this situation was unsus-
tainable in the long run. A working class family in
which both spouses had been on the labour mar-
ket did not have the possibilities of maintaining
their living standard at retirement unless a sup-
plementary pension scheme was established
through collective agreements. During the past
15-20 years, LO-leaders succeeded in convinc-
ing their members to demand a better pension
scheme in preference to customary pay increas-
es. Now it is normal that 10% of a typical worker's
salary is put aside for supplementary occupation-
al retirement pension.

Theformationofthe occupational pensionscheme
for blue collar workers has had a significant posi-
tiveimpact onthe national economy. Savings have
accumulated, and - along with very significant in-
crease earnings from oil and gas extraction ac-
tivities in the North Sea - this contributed to a
reversal from a chronic deficit on the balance of
payments up to the 1980s to a very significant sur-

plus from the 1990s onwards.

At the same time the low increase of the paid out
wages and salaries has contributed to relieving
the government finances, because the statutory
mechanism for regulating transfer incomes paral-
lel the development in the paid out wages for the
employed excludes compensation for the part of
the wages that is set aside for the labour marked
pension scheme. And in fact the regulation of the
transfer income as social pension, unemployment
and illness benefits etc. is slightly slower than the

development in paid out wages

In the long run, relief of government finances by
means of the booming pension savings is even
bigger, as a significant part of the social pension
scheme is only paid out to citizens with a very
small supplementary pension. And in the future,

the number of such citizens will decrease.

A growing share of the overall pensions is now
based on saving, and Denmark is not remotely ex-
periencing the financing problems with the pen-
sion system, which a large number of other west-
ern countries will in a few years.

However, we all have the same challenge, more

or less:

Over the past decades, fortunately, the average

life expectancy has risen significantly. And there

o
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is reason to believe that this development will
continue, supported by the fact that most elderly
are now healthier and more fit for work at an ad-
vanced age than in the past. At the same time we
have developed our retirement schemes in such a
way that more people are entitled to and have the
financial possibility of earlier retirement.

Somewhat simplified the Danish picture is this:
In 1970 the Danes typically retired at age 67 and
lived to be 73. In 2006 the Danes typically retire
at age 62 and live to be 78.

The lowering of the retirement age has strong
connection with the formation of the so-called
early retirement benefit scheme in 1978. Simply
stated, it was made possible for persons that had
had a lifelong membership of the unemployment
insurance system to stop being available to the
labour market from age 60 and still receive an al-
lowance corresponding to unemployment bene-
fits until they retired on social pension at age 67.
The added expense was completely funded by
regular taxes because the establishment of this
extra right was not accompanied by an increase

in membership fee.

In the original draft legislation on early retirement
benefitsthat 35,000 people would gradually make
use of the retirement offer, especially persons
having carried out hard physical labour for 40-45
years. However, it turned out quite differently. In
the late 1990s 180.000 persons took advantage
of the early retirement benefit scheme, and even
though the group of unskilled workers is larger
than other groups, large groups with good pension
schemes were using the early retirement bene-
fit scheme as supplementary means of paying for
early retirement. In 1998, this caused a majority

o

of the Danish Parliament to adopt an adjustment
of the scheme in order to limit the government ex-
penses and the shrinkage in the workforce. Other
things being constant, the workforce will decrease
in the coming years as the baby boomers of the
1940s retire and the children of the small families
of the 1980s enter the labour market.

The 1998 revision had four main points: A sep-
arate fee was imposed on those who wanted to
subscribe to the early retirement benefit scheme
- but only a fraction of the real expenses of the
scheme. If a person chooses to accept early re-
tirement benefits before turning 62, the allow-
ance will be reduced relative to other pension
rights. If a person refrains completely from using
the scheme, a substantial bonus is awarded at the
age of 65.

The retirement age in social pension scheme was
lowered from 67 years to 65 years. This means
that now there are 3 years instead of 7 years with
early retirement benefits without deduction for
other pension rights. The change must be seen
in context with the early retirement benefits rate
being higher than the old-age social pension rate
and the fact that the vast majority retired before
the official retirement age in the social pension
system.

Every change in the access to retirement is natu-
rally highly politically sensitive. Furious reactions
from amongst many others the trade unions con-
tributed to the weakening of voter-support for
the Social Democratic government. Maybe the
voter-reactions were due to surprise and anger
caused in particular by a number of earlier state-
ments from the prime minister denying any plans

of changes in the early retirement scheme.
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In spite of the reactions to the 1998-reform further
changes in the retirement schemes were actually
decided upon already in 2006 in an agreement
between the centre-right government and the so-
cial democratic opposition. Most importantly the
age at which one is allowed to join the early retire-
ment scheme as well as the social pension will in-
crease parallel totheincrease in average living age
of the Danes - but not before 2019.

After the oil crisis: Unemployment and
devaluation strategies

A shortbackward glance at the economic policy of
the past decades might show which experiences
were gained and which errors were - or were not
- corrected regarding the Danish Model under the

fluctuating economic and political conditions.

After years of steady growth, in 1973 like the rest
of the world Denmark was affected by an increas-
ing unemployment as a consequence of the first
oil crisis. During the first years there was a great
deal of uncertainty on how toreact, and we experi-
enced the unpleasant combination of inflation and
stagnation - with a very high interest rate which only
worsened the situation by killing off investments.

In Denmark these problems grew bigger due to
the fact that the collective agreements had an au-
tomatic “cost-of-living adjustment”, which meant
that large wage increases followed in the after-
math of increasing oil prices. In order to stem the
ensuing aggravation of the competitive power, the
Danish government devaluated the currency rela-
tive to our most important trading partners in the
1970s and in the early 1980s.

In any case, the devaluations momentarily rein-

stated the competitive power to the Danish econ-

omy. In 1979, the largest pre-emptive devaluation
combined with a freezing part of the agreed cost-

of-living adjustment was implemented.

The problems associated with this policy were
that the international markets would expect Den-
mark to repeat the devaluations at short intervals.
This made interest rates rise dramatically. And
the employment rate declined even further when

the second oil crisis erupted in 1980.

These problems wore out the Social Democratic
minority government at the time. It was not able
to get support to pursue an adequately coherent
employment-stimulating policy and the govern-
ment finances accumulated an immensely large
deficit.

1982-1993: From active reform course
to another high unemployment rate
This was the situation when a centre-right minor-
ity government came into power in the autumn
of 1982 under the leadership of the Conservative
Poul Schliter. Schliiter succeeded in remaining
in charge for more than 10 years under changing
centre-right coalitions.

Initially, the centre-right government was very
proactive and managed to lay down lines which
have lasted under changing governments ever
since and furthermore have contributed to stabil-
ity and competitive power in the Danish economy.
The necessary switch from devaluation to fixed
rate policy was implemented in a credible manner
and with full support from the Social Democratic
opposition. Ever since then the Danish currency
has been glued in a fixed exchange rate to initially
the German mark and later the Euro.
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The adoption of the fixed rate policy was accom-
panied by equally necessary final liquidation of
the automatic cost-of-living adjustment of the

wages.

When the fixed rate policy had gained credibil-
ity and wage inflation was under control, an im-
proved investment climate arose, due to a sig-
nificant drop in the level of interest. This and a
tentative international recovery rectified the em-

ployment rate nicely from 1983-87.

The government also managed to stabilise its fi-
nances by means of transitionally fixing the unem-
ployment and sickness benefits and other transfer
incomes in nominal terms - thus cancelling the

automatic compensation for inflation.

Finally, the government managed to collect large
amounts of money from reducing subsidies to lo-

cal governments, who then had to raise taxes.

But the most significant and permanent contribu-
tion to the stabilising of government finances was
the implementation of taxation of the current in-
terest income and capital gains from pension
funds and insurance companies which up to then
had added a very high interest rate to the citizens’
pension receivables. The Social Democratic gov-
ernment had unsuccessfully tried to find support
from the centre-right to implement this taxation
of the increase in value. Now it was proposed by
a centre-right government and implemented with
the support of the Social Democratic opposition!

The centre-right government in the 1980s never
managed at the same time to get under control
the three deficits, which had become chronic in
the Danish economy since 1973: The job deficit,

20

the budget deficit and the balance-of-payments
deficit.

Up to 1987 the reduction of the two first deficits
was successful. A lot of new jobs were created and
automatically contributed to stabilising the gov-
ernment budget. However, concurrently a sub-
stantial growth in consumer spending obstructed
an early-stage export growth. As a consequence,
the balance of payments was dangerously weak-

ened.

Consequently, as of the summer of 1985, an
agreement between the centre-right government
and the Social Democrats and Social Liberals on
a reform of the income tax rules took shape. First
and foremost, this reform meant a very significant
reduction in the deductible value of interest ex-
penses of residential property, which benefited
the well-paid part of the population.

Up to then, people with high incomes had saved
73% of interest expenses over taxes, and infla-
tion paid more than the rest. In other words, the
part of the population which were most able to
accumulate savings were rewarded for having in-
curred debt. This was instrumental in increasing
property prices during the boom of the 1960s and
the 1970s and once again during the economic up-
turn after 1983.

The consequence was a growth in redistribution
that benefited house owners who had been on the
market for a long time and especially those with
the most expensive houses. It facilitated taking up
new loans on increasing property values. This was
a recipe for an explosion in private consumption
and a strain on the already chronic deficit on the

balance of payments.
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However, politically it was easy to appeal to the
house owners' fear of tax interventions and that
is why an intervention was not put in force before
1987. Andthenit had huge impact, mostly because
the government - while it was panic-stricken over
the balance of payments - did not await the in-
tervention’s effect on behaviour of the citizens.
A supplementary intervention against consumer
borrowing in the form of austerity measures (the
so-called “kartoffelkur”) was introduced at the

same time as the tax reform was introduced.

The result was a complete standstill in the real
estate market during the years up to 1990 includ-
ing a huge decrease in prices, many compulsory
sales and a drastic slowdown in private consump-
tion. The balance of payments was stabilised. But
the slowdown contributed strongly to yet anoth-
er increase in unemployment and - in connection
with that - a dramatically weakening of the gov-

ernment finances.

In 1987, Denmark's international competitive
power came under pressure again because of
the accelerating wage increase. Nobody wanted
to ruin the credibility in the fixed rate policy by
adjusting the competitive power by returning to
the policy before 1983. The solution was that the
centre-right government in cooperation with the
trade union movement and the Social Democrats
implemented an abolition of basically all specific
employer's contributions to social schemes and
financed the reduction by a 2%% value added
tax increase. (A very similar proposal was imple-
mented in Germany by the CDU/SPD-coalition
government after the 2005 elections).

The improvement of the competitive power as a
consequence of this readjustment lasted in the

years that followed. This owed only partly to the
fact that the unemployment rate started to in-
crease and that the market driven pressure on pay
rates therefore decreased. In the long run it was of
great importance that the trade union movement
and the employers in cooperation with the cen-
tre-right government and the Social Democrats
drafted a “social agreement” in order to avoid pay
increases of such an extent that the Danish com-

petitive power would once again be weakened.

As mentioned earlier, at this time the trade union
movement was in the process of building occu-
pational pensions in order to ensure that a signif-
icant part of the moderate wage increases went
to savings and not consumer spending.

In the last years of the centre-right government's
term in office in the beginning of the 1990s, it
stayed completely passive in relation to the soar-
ing unemployment rate and making frequent
statements that an external upturn was on its
way; thus the Social Democrats and the trade un-
ion movement was of the opinion that the govern-
ment failed to keep the renewed social agreement
by failing to stimulate employment. The increase
in unemployment became a vicious, self-perpet-
uating process and reached an all time high at
350,000 persons without work before the curve
reversed in the summer of 1994.

The renewal of the Danish Model
1993-2001

The new Social Democratic government came
into power in January 1993 and had as its cru-
cial success criterion to reverse this development

quickly by national Danish political action.

Our approach was as follows:
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Figure 4. Employment within the private and public sector
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The employment situation in 1993 dramatically
emphasised that it was both necessary and pos-
sible to intensively boost employment in order to
stimulate production and create more values and
more equality - acknowledging that a high unem-
ployment rate is the worst source of polarisation
in society.

But we realised that it was just as necessary -and
indeed much more difficult from a political point
of view - to ensure that the economic stimulus
would only be temporary. The economic policy
would have to be tightened further when private
demand started to increase.

In other words, we wanted to prove that precise
cyclical management was possible. The centre-
right government's argument for doing nothing to
relieve unemployment was that it was impossi-

22)

ble to control cyclical fluctuations and that they
would adjust automatically with time!

We - the Social Democrats - think on the contrary
that this blind faith in the market forces give rise
to an unreasonable large loss, for the individual
citizen as well as for society as a whole. Unfortu-
nately unemployment goes up very quickly intime
of crisis, but it takes much more and much longer
to reverse the situation. Therefore it is so impor-
tant that governments intervene strongly to fight
increasing unemployment. It is in the longer per-
spective much less costly than to wait and see.

It seems that the dispute about how to react to the
global financial crisis is repeating itself in 2009.

In our opinion it is possible to a large extend to
control cyclical movements but the timing must
be extremely precise - and the political system
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must be capable of reacting swiftly enough to
changing cyclical fluctuations. The main reasons
why others attempting to lead a conjectural policy
have failed have always been rooted inincomplete
analyses of the problems and bad timing - or in-

adequate political action.

We believe - and with pride - that we made the
correct analyses, had the timing right all the way
from 1993 to 2001 and were lucky to have the
courage as well as the political opportunities to
translate our intentions into practical political ac-

tion.

But our aim was not merely managing cyclical
fluctuations. Just as important was the combin-
ing of macroeconomic policy with fundamental
structural reforms of the labour market and the
tax system so that a steady increase in the em-
ployment rate would not be curbed by bottleneck

problems and a new inflationary pressure.

The policy implemented in 1993-2001 can be
summed up as follows:

1. A labour market reform which was to restore
rights and obligations for the unemployed. Large-
scale investments in education and job training,
but also stricter rules were introduced - laying
down that the unemployed should be fully avail-
able for the labour market. The amount of time in
which you were entitled to unemployment bene-
fits was shortened, but the size of the unemploy-
ment benefits was not reduced apart from one
group: Young people under 25 years without an
education or training who were and who had been
long-term unemployed were forced onto lower
benefits. However, the lower benefits were com-

bined with a proper provision of training servic-

es. In the beginning financially favourable terms
for leave for training and education and childcare
were provided but in step with the development
in employment these terms were tightened by
targeting leave for training and education.. We
also made a temporary expansion of the possi-
bilities of withdrawal from the labour market for
long-term unemployed persons in their 50's but
then eliminated that possibility again when em-
ployment opportunities improved significantly a
few years later. In the autumn of 1998 we negoti-
ated - as already mentioned - changes to the ear-
ly retirement benefit scheme for people over the
age of 60, in order to encourage later withdrawal
from the labour market. It was a natural continu-
ation of other attempts to expand the workforce
in line with the increasing employment opportu-
nities. This process provoked - contrary to previ-
ous reforms - fierce criticism of the government
and crippled it considerably in its further reform

work.

2. A credit reform aimed at the residential proper-
ty market which made it possible for home-own-
ers to convert old burdensome high-interest loans
into lower interest one with a longer loan period.
This was decisive in order to hold up compulsory
sales and stimulate the real estate market. For a
short period this effort was further strengthened
by means of a subsidy scheme for repair and

maintenance of private homes.

3. A tax reform which started out with a net ef-
fect that was supposed to stimulate the economy
but which in the course of a few years merely be-
came a structural change with a reduction of the
income tax rates, a limitation of deductible allow-
ances and the introduction of extra “green” tax-

es on energy and water consumption which apart

®
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Figure 5. Development in private and public spending
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from the fiscal contribution were also meant to
- and did - damper consumption of scarce re-
sources. The total tax collection was not meant
to decline expect for a short period of initial stim-
ulus. But the collection of taxes following the re-
forms was carried out in a way that encouraged
anincreased work performance and savings more
and discouraged too much environmentally un-
sustainable consumption. When Denmark faced
great export prospects in 1998, which were, how-
ever, threatened by heavily debt-funded growth
in consumer spending, yet another number of
changes in tax legislation were introduced in the
form of new austerity measures - the so-called
“Pinsepakke” (meaning “whitson-package” as it
was introduced around Whitson). The content
was a moderate increase in the taxation of prop-
erty values and a further limitation of the value
of interest payment deductibles. The purpose -

2]

and the effect - of the package was to weaken
the dramatic growth rate in property prices and
thereby limiting the debt-funded consumption as
well. The restraints did not give rise to a perma-
nent tax increase but formed the basis for an in-
come tax relief for people on low incomes. In 1993
the total tax burden was 48% of the gross national
product and in 2001 - even before the last stage
of “Pinsepakken's” tax reliefs had taken effect it
was 48.6%.

4. An active industrial, environmental and energy
policy which developed- with help from the new
indirect taxes and direct subsidies - renewable
energy and in general a more sustainable produc-
tion structure. An experiment was also initiated,
where subsidies to cleaning services in private
homes were provided.
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5. Public infrastructure investments were moved
forward in order to contribute to improve com-

petitive power (traffic, IT, etc.).

The large combined bridge and tunnels between
the Danish main islands and between Denmark
and Sweden were completed during this period,
and an entire new metro was built in Copenha-

gen.

6. Acceptance of a somewhat higher rate of in-
crease in the public service expenses - not least
within training, education and research, childcare,
the health care sector and elderly care. Within
training, education and research the investment
was absolutely necessary in order to ensure fu-
ture competitive power. And the establishment
of 200,000 extra places in kindergartens and
nurseries within local authority childcare was e.g.
a necessary response to the fact that even more
parents with young children were working outside
the home.

The figures show that the political goals have
been reached and even surpassed. We inherit-
ed an unemployment rate of 12% and reduced it
to 5%. When the government had to step down
after nine years, the unemployment figures had
dropped from a peak number of 358,000 to
142,000 and jobs for 200,000 Danes had been
created. Two thirds of these new jobs were in pri-

vate companies.

The employment boost was much greater than
in most other European countries. But the figures
also comprise a dramatic renewal process as eve-
ry year in the second half of the 1990’s, 200,000
old jobs disappeared and 230,000 new jobs were
created - and this is an employment market with

a work force of only around 2,6 million employ-
ees! And many of the new jobs had better pros-
pects, improved technology and a higher level of
knowledge than the disappearing jobs. The num-
bers give hope that European countries with the
ability and will to implement structural changes
on the employment market may come out as net
winners as regards full employment in spite of the
fact that the global division of labour is chang-
ing dramatically and traditional jobs in our part of
the world are being moved to China, South-East

Asia, India, etc.

| would like to make a very important observation
here: When | was appointed Minister of Finance in
January 1993, the best minds of the Ministry were
of the opinion that the Danish “structural unem-
ployment” was 9%. This meant that we could not
get below this level without causing the economy
to break down due to the lack of qualified labour.
With a strong focus on skill development and sup-
plementary training - perhaps the single most im-
portant element of the new policy - we actually
succeeded in bringing down the structural unem-
ployment at the same rate as the unemployment

figures in the years up to 2001.

Improved employment figures improve equal-
ity and harmony in a society. And thus the So-
cial Democratic government continued its im-
provement of the collective, tax-financed goods,
and attempted to protect the tax system against
tax evasion through loopholes and fraud. But the
new boom in property prices and the major rise in
share prices as an isolated factor pointed towards

larger inequality.

In the summer of 1998, Denmark found itself in

anunusual situation where the members of LO re-

®
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Figure 6. Total unemployment rate and youth unemployment rate

1000 persons 1000 persons
350 300
300 /\ 250
250 \ 200
200 \ 150
150 \ £ 100
. \ \_\/\ / o
50 T T T T T T T T r T T T T T T T 0
93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10
Total unemployment (l.h.s.) Youth unemployment (16-24 year old) (r.h.s.)

Note: 2009 and 2010 is a prognosis.

Source: AE on the basis of Statistics Denmark.

jected a proposal for new collective agreements,
which the union officials had negotiated and rec-
ommended. Therefore the government was forced
to give legal force to the rejected proposal for col-
lective agreements with a few changes included.
The public understanding of the economic policy
and the social agreement, which LO had been par-
ty to since 1987, was decreasing.

The fierce and non-objective criticism by the op-
position of “Pinsepakken”in 1998 - appealing es-
pecially to the self-interests of the home-owners
- contributed to weakening the support for the
government. And the settlement on the early re-
tirement benefit scheme that same autumn only

made matters worse.

The criticism of the so- called liberal immigration
laws - particularly organised family reunification

®

from a number of Muslim countries (Turkey, Paki-
stan, Arab states) - and the concern over the poor
integration of the immigrants from these coun-
tries became a decisive point of attack against the

government.

Thus the scene was set for the election defeat
of the government, which had brought about the
longest uninterrupted period of economic growth

in Denmark since World War II.

Many people on transfer income - but
only a small national labour reserve
The decline in the unemployment figures was fol-
lowed by a slightly smaller decline in the number
of citizens receiving transfer income from the

public authorities.

The very large number of citizens receiving trans-
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fer incomes often gives rise to misinterpretations
of the Danish reality in the Danish debate and in
the eyes of other countries. The fact is that in all
societies alarge part of the population will be tem-
porarily or permanently incapable of contributing
to the labour market. The share of such citizens is
no larger in Denmark than in other wealthy coun-
tries, but the Danish social system has changed
during the last 40 years meaning that these peo-
ple will be supported by the public authorities in-
stead of by their family.

On average 8 out of 10 Danes between the age
of 18 to 62 are either working or studying. That
is practically a world record. Therefore we do not
have several hundred thousand citizens who may
once again become part of the employment mar-
ket by means of a new and different policy. Some
people will always be on leave due to maternity or
illness and in these cases favourable rules will ap-

ply. Some people will be temporarily between jobs
without posing a real social problem. But they will
be part of the statistics because we have decid-
ed that unemployment benefits shall be payable
from day one of unemployment. Many people are
granted social retirement benefit due to physical
or mental disorders. And of course many people
have chosen early retirement as the early retire-

ment benefit scheme has been so attractive.

A long-term change with follow-up action on
long-term illness, better rehabilitation, a more
successful senior employees' policy and the de-
cided long-term increase in retirement age will
some day contribute to a better and longer work-
ing life for more people.

It is a special challenge to improve integration of
immigrants. From 1993 to 2008, the share of im-
migrants and their descendants from non-West-

Figure 7. The balance of payments
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ern countries rose from 2,8 to 6,4 per cent of the
population, especially due to the inflow of refu-
gees, family reunifications and a high birth rate
within immigrant families. Where the employ-
ment rate for the Danish population is 79%, it is
59 % for immigrants from non-western countries
and 68 % for their descendants.

With increasing employment a growing propor-
tion of the shrinking number of unemployed are of
other origin than Danish. Many within this group
lack sufficient language skills and other qualifi-
cations. But many who actually master the lan-
guage and have the correct qualifications often
encounter unfair mistrust. The climate on the la-
bour market is not totally unaffected by the often
tough political discussion on problems related to

small groups of immigrants.

But the fundamental fact is that the active labour
market policy gradually has been crucial in gradu-
ally reducing the structural unemployment from 9
pct. in the early 1990es to 3-4 pct. in 2009- and
with room for even further improvement down to
2 pct.

In 2006 - at a point where registered unemploy-
ment was a little less than 5 pct. - | predicted,
that 80.000 of the recipients of transfer income
might get into employment within at shorter pe-
riod of time by means of a combination of espe-
cially favourable market conditions, an extensive
effort within active labour market initiatives such
as supplementary training, and creation of more
protected jobs for people with reduced working

capabilities.

Interestingly, we had a decrease in unemployment
of precisely that magnitude from spring 2006 to

2¢)

late 2008, when the financial crises broke through.
It was the end of an extremely high growth period
- internationally as well as domestically. The high
growth was made possible only by mobilising the
last reserves on the national labour market and in-
viting tens of thousands of workers from abroad to
primarily the construction sector from neighbour-

ing Poland and the Baltic countries.

We now realize that this extreme boom - driv-
en by private consumption and investment - was
based on excessive borrowing on unsustainable
high values of shares and fixed property, and it
was not accompanied by sufficient investment in
the labour force. But we got an impression of how
far we can bring down unemployment in times of
very high growth with a revival of an active labour

market policy.

'Freedom of choice’ and 'Tax-freeze' -
The Danish Model under pressure?

At the general election in 2001 a centre-right mi-
nority government under the leadership of the Lib-
eral leader Anders Fogh Rasmussen came to pow-
er, and the elections in 2005 and 2007 did not
change muchinthe balance of power between the

government and the opposition.

The government consists of Liberals and Conserv-
atives, but in all major issues it depends on a ma-
jority through the support of the populist Danish
People's Party. This party is based on xenophobic
hostility against immigration. It appeals to right-
wing nationalism and opposition against the EU.
When it comes to economic policies the party
represents a loyal support to the centre-right gov-
ernment though with some further demands - not
least as regards senior citizens.
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The centre-right government and its supporters
have created an image of themselves as those be-
ing able to slow down Muslim immigration, make
cuts in welfare benefits for immigrants and pur-
suing a tight policy on law and order, but gener-
ally preserving the welfare model for the Danes -
while freezing and even reducing taxes.

The government has benefited fully from the fun-
damental improvements of the economic struc-
ture and especially on the labour market that was
initiated in the 1990s.

Unemployment increased somewhat in the gov-
ernment's first three years - from 5 to 6% pct.
But then it declined steep to 2 pct., followed by a
steady increase since autumn 2008. By the end of
2009 the unemployment rate was 4% pct.

Up until 2008 the government budget showed
an overwhelming surplus as a combined result of
a number of extraordinary events: A huge debt-
funded private spending spree, good company
earnings, a fall in interest rates, capital gains tax
on pension schemes and large tax revenues from
oil and gas extraction in the North Sea as a conse-
quence of the extraordinarily high energy prices.
The latter also contributed decisively to big sur-

pluses on the balance of payments.

In 2009 a large budget deficit has re-emerged,
illustrating that the super-boom was very shaky
and unsustainable.

The public service expenses - which are mostly
paid on municipal or regional level - have been
kept by the government within strict growth lim-
its - even in the boom years.

Figure 8. Public deficit and surplus
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Note: Net lending / net borrowing reflects the government finance SURPLUS.
Source: AE on the basis of Statistics Denmark.



THE DANISH MODEL

Under the slogan ‘Freedom of choice’ the govern-
ment has managed to cultivate private competi-
tion to the public services. This is most expand-
ing in hospitals, because private competitors are
been given very high payment for operations. In
that way the government encourages the popula-
tion to transfer tax money from the public system
and into private hospitals.

This implies a considerable risk that the middle
class in increasing numbers will be turning their
backs on the financially strapped public services
- taking with them their money and support. The
door has opened to a huge increase in private in-
surances and could dampen the willingness of this
group to pay for maintaining good public services
for everyone - including the financially and social-
ly weak groups - via their taxes.

In the upcoming crisis it is more obvious that the
government hasinvested all too little in education,
research and development in order to maintain
Denmark’s leading position in the global econ-
omy. With increasing unemployment there is a
strong need to reverse the cuts from recent years
in active labour market policy: The need is urgent
for a much stronger educational component for
the unskilled workers that are now being thrown
into unemployment and the traditional jobs prob-

ably will not return to Denmark in the future.

The crisis also puts focus on the fact that many
people are in a weaker position, because they
were somehow lured into opting out of the un-
employment insurance and stopped being organ-
ized in the trade unions.

The government's preference for the private sec-
tor - and its ‘freedom of choice’ and tax policy in

0

accordance with this preference - explains the
limitation of resources for important public serv-

ices.

‘The tax freeze' has been the major sales pro-
motion idea from the centre-right government.
Primarily it is a promise not to raise income tax
rates and to freeze tax on property value of private
homes which hitherto followed the development
in sales prices. This tax freeze has been supple-
mented with two minor reductions in income tax
rates on middle and higher incomes in the election
years 2005 and 2007.

In March 2009 - when the financial crisis struck
- the government majority decided a major re-
form of the tax system, which in the years up to
next elections is heavily under-financed and is giv-
ing very big tax reductions to the upper ten per-
cent. The theoretical basis for this tax reform is
that lower marginal taxes for the high-earning
part of the electorate will increase labour supply
and avoid a potential brain-drain from Denmark of
people with higher education. The empirical evi-
dence for this theory is limited in Denmark. Danes
work hard already and most of the Danes that go
abroad for education and job return home after

some years.

While they decided to send out billions in under-fi-
nancing the tax reform government parties reject-
ed the alternative proposal from the opposition
to introduce a big stimulus package of public in-
vestment in infrastructure, hospitals, schools, en-
ergy conservation and development sustainable
energy supplies. The opposition proposal would
create many more jobs for the same amount of
money now spent in under-financing the tax re-

form. In a situation of deep crisis there is strong
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reluctance in private households to spend mon-
ey from tax reductions, because many have lost
there job, many more are afraid of loosing theirs,
and the majority has taken heavy losses in value
of pensions and homes.

Naturally, the tax freeze and tax reductions are
attractive in itself. But in 2005-2008 the govern-
ment'’s tax policy in combination with rising share
prices, extremely low interest rate, new possibil-
ities of instalment-free loans in private homes
have triggered the explosive rise in property val-
ues and a corresponding explosion in private con-
sumption on borrowed money. These were the
driving forces in the boom-bobble that burst in
the autumn of 2008 in America and much of the
rest of the world, including Denmark. In the boom
tax reductions contributed to the instability. In the
crisis they don't work effectively against rising un-

employment!

Denmark is still one of the countries with least
inequality. But the overall result of 7-8 years of
centre-right government is that inequalities have
increased: Between the very few with even more
exceptional income and wealth and the increas-
ing number of poor; between house-owners and
tenants; between the well-established and the
younger, newly established on the housing mar-
ket; between the big cities and the outer regions;
between employed and people on transfer in-
come; between well established Danes and in-

coming new immigrants.

So there are serious threats against the Danish
Model. But the major challenges are not the pres-
sure from globalisation, but a potentially declining
support for the model among the electorate as a
consequence of the centre-right policy.

1. Fairly even distribution of qualifications, a high labour market participation by both men and

women

2. Extensive redistribution through progressive taxation system, paying for public services within

education, childcare, elderly care and health care.

3. Uniquely small disparity in living standards compared with other countries

4. The heavy taxation - especially on private income and consumption - does not harm employ-
ment however, on the contrary stimulates competitive power through investment in education,
research and development, good infrastructure, etc. Low corporate taxes and only small manda-

tory social contribution from the employers.

5. A public sector which in international comparison is highly effective and citizen-friendly.

Corruption is practically non-existent.



About the author:

For three decades Mogens Lykketoft (born 1946) has been in the vanguard of
Danish politics. He has been a member of the Danish parliament, Folketinget,
since 1981, and is at present First Vice-President of the Parliament and
vice-chairman of the Foreign Policy Committee. In the 1960s served as leader
in the organisation Social Democratic Students. He graduated in economics at
University of Copenhagen. In the 1970s he was head of the Economic Council
of the Labour Movement, an economic think tank established by LO (The
Danish Confederation of Trade Unions) and The Social Democrats. 1981-82 he
served as Minister for Taxation. 1982-93 the party was in opposition, and
Mogens Lykketoft served as chairman of several parliamentary committees
and was the key negotiator in negotiations with the centre-right government on
economic policy. 1993-2001 he was Minister for Finance, the longest serving in
a century, and the chief architect of economic reform. 2000-01 Mr. Lykketoft
was Minister for Foreign Affairs, and 2002-05 he was chairman of The Social
Democrats.

www.ae.dk






