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Danish Economy spring 2002

ENGLISH SUMMARY

Chapter I: The Danish Economy

The global economic slowdown in 2001 caused increasing
unemployment in a number of countries, and the trade weight-
ed average growth rate for Denmark’s trading partners
amounted to only 1.4 per cent last year. Trends in both
consumer and business confidence indicators point to a
turnaround in 2002, and the economic outlook is now assessed
more positively than it was before the terrorist attacks on the
United States. However, confidence indicators generally have
still not reached the levels of the first half of 2001. Despite
there being few real economic data to support the presumption
of an economic upswing, growth for Denmark’s trading
partners is expected to increase to about 1½ per cent this year
and to about 2¾ per cent next year. 

Denmark also experienced an economic slowdown in 2001,
with GDP growing by less than 1 per cent. This slowdown is
expected to be short. It is expected that this year economic
growth will return to rates close to the maximum attainable,
given the low rate of unemployment and the small expected
increase in the labour force. GDP is expected to grow by 1½
per cent annually, driven by private consumption, public
consumption and net exports, whereas investments are ex-
pected to grow less strongly. As a consequence of modest
growth last year and in the first half of this year, private sector
employment is expected to fall by about 4,000 persons from
2001 to 2002. Because public sector employment is expected
to increase by about 6,000 persons, unemployment this year
will be largely unchanged compared to last year. Growth is
predicted to be around 2 per cent in 2003-04, primarily driven
by a larger contribution from domestic demand.
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Table 1 Short-term prospects for the Danish economy
Current
prices

DKK bn.d 

Per cent
of GDP

Percentage change, volume

2001 2001 2000 2001 2002 2003 2004

Private consumption 630.4 46.9 -0.3 0.6 1.5 2.2 1.8

Public consumption 343.0 25.5 0.6 1.4 1.3 1.2 1.2

Gross fixed capital formation 283.9 21.1 10.5 0.1 1.2 2.4 1.5

consisting of:

   Residential investments 53.0 3.9 11.0 -13.1 2.1 1.4 1.7

   Business fixed investments 207.4 15.4 10.8 3.4 0.9 2.7 1.4

   Public investments 23.5 1.8 6.7 3.5 2.0 2.0 2.0

Stockbuildinga 0.3 0.0 0.2 0.4 -0.1 0.0 0.1

Total domestic demand 1,257.6 93.6 2.6 1.1 1.3 2.0 1.6

Exports of goods and services 608.9 45.3 11.5 3.1 2.0 4.0 4.1

Imports of goods and services 523.1 38.9 11.2 3.8 1.5 3.8 3.6

GDP 1,343.3 100.0 3.0 0.9 1.5 2.2 2.0

Key indicators

Consumer prices, percentage changeb 3.0 2.1 2.3 1.9 1.9

Unemployment, per centc 5.3 5.1 5.1 4.9 4.8

Current account, DKK bn. 21 34 31 41 48

Current account, per cent of GDP 1.6 2.5 2.2 2.8 3.2

General government financial balance, DKK bn. 33 37 29 36 39

General government fin. balance, per cent of GDP 2.5 2.8 2.1 2.5 2.6

Hourly wage costs, percentage change 3.5 4.3 4.1 3.9 4.0

Terms of trade, percentage change 0.8 1.5 -0.9 0.6 0.3
a) The percentage changes are calculated as the real changes in stock building relative to real GDP

in the previous year.
b) Implicit private consumption deflator.
c) Percentage of the total labour force. National definition.
d) The DKK/USD exchange rate is taken as 8.36 in 2001, 8.24 in 2002, 7.95 in 2003 and 7.85 in

2004.

Sources: Statistics Denmark, National Accounts and own estimates.
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There are several factors that may threaten the relatively rapid
return to a more positive outlook for the Danish economy.
First, it is uncertain when the global upswing will come and
how strong it will be. Second, further increases in the price of
oil will contribute to an increase in overall inflation and
possibly lead to a tighter monetary policy than expected in both
Europe and the United States. Third, fiscal tightening, trig-
gered by large budget deficits, may take place in Germany and
elsewhere. There are also risks related to domestic economic
developments. Any oil price increases will have a dampening
impact on private consumption. Furthermore, as a consequence
of the tight Danish labour market there is a risk that wage
increases will be higher than predicted, which is particularly
likely to happen if demand grows by more than expected. 

Private consumption is projected to regain momentum after
three years of weak growth. In 2002 the increase in private
consumption will primarily be due to vehicle purchases. In the
following years private consumption is expected to follow the
increases in disposable income. Private investments are
projected to grow only weakly this year, which reflects the fact
that many investments have been deferred as a consequence of
the economic slowdown. Growth in private investments is
expected to be somewhat higher next year as prospects become
better. 

The increase in the price of oil in the beginning of 2002 has
contributed to an increase in consumer prices. Thus, consumer
price inflation will increase slightly this year to around 2¼ per
cent. In 2003-04 consumer prices are expected to grow at
around 2 per cent annually. The low rate of inflation is a result
of a combination of rather weak growth in import prices and
moderate wage increases.

As a consequence of the slowdown abroad and domestically,
Danish exports and imports are projected to grow only weakly
in 2002. Export growth will be stronger in 2003-04 with
market growth picking up abroad. A higher growth rate in
domestic demand implies that import growth will increase as
well in these years. Thus, the contribution to growth from net
exports is only expected to increase slightly. Trade and current
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account surpluses will be large, and there will be a significant
reduction in foreign debt.

The public budget surplus is expected to decline from 2.8 per
cent of GDP in 2001 to about 2 per cent in 2002. The fall is
mostly explained by the fact that supplementary pension
contributions have been converted to a mandatory private
savings scheme, and thus these pension savings are no longer
counted as a part of public income. The budget surplus is
projected to rise in 2003-04 as a result of the brighter pros-
pects. The tax freeze announced by the government will in
itself mean that revenues from certain indirect taxes will not
follow general price increases. Public consumption growth is
projected to exceed the 1 per cent target in real terms due to
pressure for new welfare measures. 

A number of empirical studies have shown that the institutional
framework is of importance for fiscal policy. The purpose of
fiscal institutions is to create constraints and incentives that
have a disciplinary effect on policy makers. Budgetary reforms
in other countries, for example Sweden, have contributed to
significant public budget improvements in the 1990s. In
Denmark, consolidation of public finances has also taken
place. But the improvements in Denmark have been primarily
a result of favourable economic developments in the 1990s and
labour market reforms that have reduced the cost of unemploy-
ment support. However, the improvements are also a conse-
quence of more formal fiscal rules that fiscal policy must
comply with, e.g. supplying convergence programmes to the
EU. Moreover, sustainability assessments have become an
integrated part of economic policy.

Policy Recommendations

Danish fiscal policy is expected to increase economic growth
by 0.2 percentage points this year compared to a situation with
a neutral fiscal stance. Due primarily to the tight labour
market, the Danish economy has a very high degree of capacity
utilization. However, the unemployment rate is expected to
increase temporarily in 2002, and therefore the slightly
expansionary fiscal policy is within the acceptable range. The



311

current expectation is that unemployment will start falling
again in the following years, so that there will be neither need
nor room for further fiscal expansion.

Danish competitiveness is expected to deteriorate during the
period 2002-04. This deterioration will be caused mainly by
the high wage increases in Denmark compared to those abroad.
If this development continues, there is a significant risk that
Denmark will lose market shares vis-à-vis our trading partners.
In themselves, high wage increases in Denmark do not consti-
tute a problem, providing that growth in productivity is
correspondingly high. International comparisons indicate that
productivity increases have been higher in Denmark than
abroad during the second half of the 1990s. However, this
must continue to be the case in the coming years if a deteriora-
tion in competitiveness is to be avoided. In the short run it may
prove difficult to influence productivity growth, but in the
longer run there is little doubt that increased efforts within the
fields of education and of research and development will be
beneficial to productivity.

In connection with the budget for 2002, the government
implemented legislation aimed at improving competitiveness.
This legislation included a provision for a longer credit period
for VAT payments for smaller companies as well as lower
administrative costs for smaller companies in connection with
their reports to public authorities. While these initiatives will
naturally improve profits for the firms concerned, the total
effect on competitiveness will be small in comparison with
total wage costs. 

In 2001, the previous government set out a number of eco-
nomic goals for the Danish economy. The central goals were:
reducing the level of the public debt in 2010 to half its level in
2000, significant growth in employment and the labour force,
tighter control over public expenditures, and making the public
sector more effective. The new government has retained these
goals.

There is no doubt that the increasing proportion of elderly
persons in the population that there will be after 2010 makes
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a rapid reduction in the public debt desirable. A speedy
reduction of the public debt is needed in order to avoid future
tax increases and/or reductions in public expenditures. If the
rate of debt reduction falls below that set out in the govern-
ment’s goals, future generations will either have to pay higher
taxes relative to GDP or have a smaller public sector relative
to GDP than current generations. Choosing the profile for the
reduction of the public debt hence implies an important
political choice between the living standards of the current and
future generations.

In order to achieve the goal of reducing the public debt by a
half between 2000 and 2010, tight control is needed over
public expenditures in the coming years. One of the ways the
government intends to achieve its goal is by limiting the annual
real growth in public consumption to 1 per cent until 2005 and
to ½ per cent in 2006-10. Furthermore, a substantial promise
to make the public sector more efficient is implicitly included
in the goals. Fulfilment of these ambitious goals makes large
demands on the institutional frames for fiscal policy manage-
ment, including the imposition of strict budgetary discipline on
local authorities.

Another condition for achieving the medium term goals of
reducing the public debt is that the labour force should
continue to increase in size. The extension of parental leave
which was implemented in connection with the budget for 2002
will actually reduce the labour force and hence conflict with
the goal of increased labour force participation in the coming
years. Furthermore, it may have indirect effects on wage costs
to the extent that workers obtain full wage compensation
during parental leave, as has been the case with earlier
extensions. Full wage compensation will probably also mean
that a very large proportion of the persons affected will take
advantage of the increased leave period. This will only serve to
strengthen the negative effects on the labour force size.

To ensure that the labour force continues to grow it is neces-
sary that economic policy during the coming years contributes
to increased labour force participation, since the demographic
trends in the Danish population imply a reduction in the labour
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force. It is estimated that the government’s goal of an increase
in the labour force by 66,000 persons between 2001 and 2010
can only be achieved if a determined effort is made (see
Danish Economy, Autumn 2001). Specifically, economic
policy should aim at improved integration of immigrants into
the labour market. The labour force participation rate of this
group is well below the national average. Important elements
in this effort are an increase in educational opportunities, more
on-the-job training, and greater focus on the economic incen-
tives for this group to enter the labour market. Furthermore,
there is a need to strengthen the economic incentives for all
sections of the population to choose to remain in the labour
force instead of taking early retirement.

Recently, a number of proposals concerning housing policy has
been put forward. One of these is that social housing residents
should be allowed to buy their own flats. It is unclear at
present what effects this suggestion might have. In particular
there is great uncertainty about the price at which the apart-
ments will be offered, as well as the timing of the sale. The
price level has significance for the distributional consequences
of this proposal. Any price below the market price will give the
current residents a capital gain. On the other hand it is difficult
to imagine that the residents will find it attractive to buy their
flats at market prices if they can opt to continue to live there at
the current low rents. Another proposal has been that apart-
ments which are constructed in the attics of existing rental
buildings should be exempt from rent control. While the first
proposal cannot be expected to correct any of the fundamental
imbalances in the Danish housing market, the second proposal
may do so if it is followed by further deregulation of the
market for rented housing. Rent control and the direct and
indirect subsidies to social housing and co-operative housing
mean that many tenants pay a rent which is significantly below
the rent which would be required to give a market return on the
capital invested. This fundamental imbalance would not
change to any large extent through the implementation of the
proposals above.

The market for owner-occupied dwellings is also characterized
by imbalances (see Danish Economy, Spring 2001). The rate
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at which imputed rents in owner-occupied dwellings are taxed
is well below the rate of taxation for other types of capital
income. As a first step towards an overall higher taxation of
owner-occupied housing, it is recommended that the tax rebate
for house owners who bought their houses before 1 July 1998
should be abolished. Apart from an entirely arbitrary tax
rebate to some house owners, this exemption also creates a
large incentive for these people to stay in their current homes,
since the exemption is lost if they move to another dwelling.
The problems in the Danish housing market can only be
resolved by a long-term reform of the entire housing market
which ensures that all types of housing are treated equally.

The European Union has ruled that the distribution system
agreed between car manufacturers and Danish car dealers,
which has provided large discounts on new automobiles, is not
in accordance with EU competition rules. Consequently, prices
of automobiles can be expected to increase in Denmark. With
the current calculation method for the vehicle registration fee,
this fee will also increase when car prices rise. Such an
increase is not supported by any very weighty arguments. On
the contrary, consideration should be given to altering the
taxation of automobiles so that less weight is attached to the
taxation of car purchases and more weight is put on car use,
e.g. by introducing road pricing or similar systems in the larger
cities. This would make it possible to regulate and control
traffic where this is most needed to a greater extent than today.
Another possibility is to let the half-yearly automobile owner-
ship taxes vary with the age of the vehicle, so that newer, less
polluting cars are taxed at a lower rate.

From an economic point of view it is inappropriate to freeze
the tax system, as has been done by the current government.
The current tax system already has embedded problems (see
Danish Economy, Spring 2001). Changes in the economic
environment, e.g. as a result of internationalisation, will
require future adjustments of the tax system. The tax freeze is
therefore inappropriate because it hinders selected reductions
of certain taxes, since other taxes cannot be increased to cover
the revenue loss. One example is that change away from the
taxation of mobile tax sources, such as capital gains and
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labour income, and towards the taxation of immobile sources,
primarily land and real estate, is not possible as long as the tax
freeze is in place. A further reason why the tax freeze is
inappropriate is that tax changes have traditionally been used
as instruments for stabilising the economy over the business
cycle. If a future economic boom becomes so strong that fiscal
tightening is needed, the tax freeze will prevent business-cycle-
related tax increases and enforce an inappropriate policy mix.

Chapter II: Municipalities and central govern-
ment

In international terms, the public sector in Denmark is highly
decentralised. Municipalities and counties are responsible for
60 per cent of public sector spending. This decentralisation
results in local and regional variations in standards of service.
However, central policy makers have become less willing to
accept these differences. Consequently, during the 1990s
central government began to involve itself more directly in
policy areas where municipalities and counties have formal
responsibility. A crucial question now is whether the existing
division of responsibilities between central and local govern-
ments is appropriate, given the limited degree to which local
and regional differences are regarded as acceptable.

There are 275 municipalities in Denmark, with populations
ranging from about 2,500 to half a million. All these munici-
palities have the same responsibilities to fulfil. The existing
structure was established in 1970, but since then the number
of tasks for which municipalities are responsible has increased,
as has the degree to which the costs of carrying out these tasks
have to be met locally. These developments imply a need for an
increase in the minimum size of the population for a municipal-
ity if the financing of public sector expenditure is not to
become too burdensome. Expenditure per capita is higher in
small municipalities, and it is difficult for small municipalities
to meet minimum requirements with regard to administration.
It is therefore recommended that a study be made to determine
which of the smaller municipalities would gain if they were
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merged with other municipalities. 

Denmark is divided into 14 counties. Their main area of
responsibility is the health care sector, which is publicly
organised and financed in Denmark. The central government
accepts only small variations in the health care services
provided by the counties. Further, residents have the right to
choose to be treated outside the county in which they live, but
their treatment is nevertheless paid for by the home county.
These factors make it very difficult for the counties to make
their own priorities between different treatments, or determine
different levels for health care expenditures. In this situation,
one of the major arguments for maintaining the counties’
responsibility for financing the health care sector disappears.

The pressures on welfare state expenditures will increase in the
years to come. This will make tight expenditure control
necessary. It would also be advisable to change the composit-
ion of total local taxes.

Local public expenditures are primarily financed by local
income taxes. It is recommended that the proportion of
property taxes to income taxes be increased and that the ceiling
on property tax be removed, because this tax is less distortive
than income tax.

A portion of local public expenditure is financed by user
charges. The report recommends a broadening of the use of
user charges and a closer connection between the amount
charged and the quality of the services provided. This would
facilitate a more differentiated  supply and make it possible for
users to choose between different providers of local public
services. Changes in income distribution should however be
considered  if user charges were increased.

Several analyses show differences in efficiency between
municipalities, but often the municipal residents are not in a
position to assess such differences. This reduces the pressure
on politicians to provide efficient solutions. It is therefore
necessary that more analyses of efficiency are carried out, and
in a wider range of areas. In some areas (e.g. primary educa-
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tion and libraries) the analyses available are already of a
quality that makes the assessment of efficiency easier for local
residents. When levels of efficiency can be compared the
pressure on politicians will be higher, and this could reduce
inefficiency in public expenditure.

There exists a system of fiscal equalisation between the
various municipalities and counties for both fiscal capacity
(the tax base) and fiscal need. For the municipalities, the
equalisation system removes 45 per cent of the difference
between the municipal figure and the national average, for both
capacity and need. For the counties, 80 per cent of the differ-
ence is removed. This simple model is extended in several
further schemes that aim to equalise different kinds of fiscal
disparity between municipalities. By replacing the special
schemes with a greater degree of equalisation in the base
system, the system would become more transparent and yet
still have the same equalisation effect. Alternatively, the
equalisation of fiscal need could be extended to include the
fiscal disparities from the special schemes.

The existing partial equalisation adjustment means that the tax
payment for services provided by municipalities varies between
municipalities, while the tax payment for services provided by
the state does not. This difference seems unfair. At the same
time, full equalisation would reduce inequalities in disposable
income through changes in local taxation rates.

It is often argued that full equalisation would remove the
incentive to local government for economic improvement,
because the extra income deriving from the improvement
would be taken away through the equalisation system. This
argument is somewhat limited, since it would only be the
municipality’s share of the extra income that would be
equalised. The taxpayers’ extra after-tax income would stay in
the municipality. It should also be noted that part of the effort
that local government invests in economic improvement today
results only in the movement of businesses from one munici-
pality to another. The incentives therefore result in competition
between the municipalities, and this is not necessarily efficient,
viewed from an overall perspective.



318

A higher degree of equalisation would result in a more just
payment for the services provided by local government, and at
the same time reduce inequality in disposable income. It is
therefore recommended that the level of equalisation between
municipalities should be raised to at least 90 per cent. 

Several elements in local budgets suffer from a high degree of
uncertainty. To obtain a lower level of risk in the budgeting
process, the existing voluntary budget guarantee by the
government to the municipalities should be made mandatory.
This would mean that municipal income would be guaranteed
by the government and thus known at the beginning of the
process of drawing up the municipal budget. This would
remove much of the random variation in budgets between
municipalities. The national budget is adopted by parliament
after the local budgets have been made, but the national budget
has often contained elements which have an impact on local
government spending. The parliament should avoid changing
the obligations of local government after local budgets have
been fixed.

The municipalities cannot be expected to conduct policies
which will dampen business cycles in the economy. It is
therefore important that changes in economic conditions should
not have an effect on the budgets of municipalities. A high rate
of growth will lead to higher income from taxes and lower
expenditure for the municipalities. Such an effect could be
offset by automatically cutting the non-tied (block) grant from
the state to local authorities when local government income
rises.

Analyses have indicated that there is a lack of central control
over local spending. This lack of control can be problematic in
trying to meet goals for total public expenditure. The expected
rise in the proportion of the elderly in the Danish population
will put greater pressure on local expenditure. It is therefore
necessary to strengthen the existing controls over spending at
the local level. Municipalities which do not follow the agree-
ments made with the national government should be punished.
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A system of punishments could also be used to regulate local
taxation rates to compensate for differences between growth in
the tax base and the fiscal requirements of the municipalities.
A general agreement that taxes should not rise overall must
nevertheless allow municipalities with a declining tax base to
raise their tax rates, while municipalities with a rapidly
growing tax base must be made to lower their tax rates. 

Chapter III: Evaluations of Danish Environmen-
tal and Energy Policies in the nineties

The influence on the Danish economy of environmental and
energy policies increased greatly during the nineties. Such
policies have economic value, for example  in terms of
improvements in public health caused by reduced emissions of
pollutants. However, providing public funds for policy
measures has an economic cost, for example because increased
income taxes lead to a reduction in the supply of labour.
Furthermore, environmental taxation and command-and-
control regulations are costly for both households and firms.

Previous analyses by the OECD have found that Danish efforts
at improving the environment are greater than the international
average, but that the achievements resulting from these efforts
are less than the average. This finding provides a strong
motivation to examine the criteria by which environmental and
energy policies are evaluated. It also necessitates close
consideration of the balance between the value of environmen-
tal benefits and the economic costs incurred by the various
policy measures. Finally, thought should be given as to how
the balance between the benefits and costs of environmental
policy can be improved.

Cost benefit analyses made in the chapter estimate that the
most significant energy policy initiatives in the period 1992-99
will create net economic value of approximately DKK 66
billion from 1992 to 2021. Of this amount, some DKK 2
billion arises from the positive effects which the policy has had
on the competitiveness of the Danish windmill industry. Most
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initiatives are found to have negative net economic value.
However, the requirements for the installation of air pollution
control systems at power plants give rise to a net economic
value of DKK 90 billion. This single initiative alone results in
Danish energy policy in the nineties giving an economic
surplus to society. The Danish experience with using biomass
in power plants creates a net economic deficit of about DKK
6 billion.

A question that remains unanswered is: What led to the
implementation of initiatives with negative net economic value?
If the reason was a lack of cost benefit analysis prior to the
implementation, this should prompt the use of such analyses in
the future. As any decision-making process involves uncer-
tainty, there is also a need for systematic sensitivity analyses
in order to determine which of the assumptions have had the
greatest influence on the outcome of the process. Finding out
which assumptions have failed to hold in previous analyses
also provides useful information for refining the methods of
cost benefit analysis. In any case, the development and
constant improvement of cost benefit analyses can help reduce
the number of initiatives which gives rise to a negative net
economic value to society.

Cost benefit analysis is also useful in finding the optimal level
and structure of environmental taxes. The energy consumption
of companies for room heating purposes is taxed at the same
rate as the energy consumption of households. On the other
hand, energy used by companies in manufacturing is taxed less
heavily. Analyses in the chapter show that the tax rate applied
to the energy consumption by households and the energy con-
sumption for room heating purposes by companies is too high.
On the other hand, the tax on companies’ energy consumption
in manufacturing is too low.

No cost benefit analyses of measures to improve the Danish
aquatic environment have been undertaken in this report, and
only a few such analyses are described in the literature. The
reason is that estimates of the benefits of the policy are scarce.
Danish policy to improve the aquatic environment has mostly
used command-and-control regulation. Examples of instru-
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ments which have been used to reduce agricultural nutrient
pollution are minimum requirements for the manure storage
capacity of farms and maximum limits on the amount of
manure applied to land each year. The instruments used to
reduce the nutrient pollution from agriculture have not been
very effective, but they have had great economic costs. Much
empirical evidence as well as theoretical considerations suggest
that economic instruments such as a tax on the application of
nutrients in agriculture would perform better.

The scope of the cost benefit analyses made in the chapter
demonstrates that current methods of cost benefit analysis are
useful in the areas of energy and transport policy. International
experience indicates that cost benefit analysis can also be
useful to evaluate policies to improve the aquatic environment.
Further use of cost benefit analysis in environmental manage-
ment is therefore recommended.  If the welfare effects cannot
be estimated with a sufficiently high degree of certainty, cost-
effectiveness analysis should be used to determine how the
objectives of a policy measure can be achieved at the lowest
possible costs. In all cases, making a comprehensive catalogue
of relevant costs and benefits of a policy measure in itself has
great value and should be a prerequisite for any important
decision-making process. 

It is often argued that Danish environmental and energy
policies have led to the emergence of a competitive environ-
mental industry. Analyses in the chapter show that the industry
employs about 30,000 persons, creates value added of about
DKK 18 billion and exports products with a value of approxi-
mately DKK 13 billion. This corresponds to about 0.8 per cent
of total employment, 2 per cent of GDP and 3 per cent of total
exports. The refuse disposal and cleaning industry, the sewage
industry and the windmill industry together employ a third of
the total of persons employed in environmental industries. The
windmill industry alone accounts for more than half of the total
environmental industry exports.

Environmental industries generally have rates of return on
capital and labour which are lower than those of industries
with a similar composition of production factor inputs. Trends
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in employment and production levels for environmental
industries are also in line with those of industries with similar
compositions of production factor inputs. The windmill
industry is the only exception to this pattern. Returns to capital
and labour are extraordinarily high in the windmill industry,
and the industry has experienced more growth in the last
decade than comparable industries.

Danish environmental and energy policies have stimulated the
use of windmills in power generation, with the primary
purpose of providing environment friendly electricity. Several
policies have been used. For example, the owners of windmills
receive a subsidy per kilowatt hour of electricity produced
from their mills. Another example is the favourable tax
treatment of windmill owners’ income from the sale of electric-
ity. Analyses in the chapter show that the windmills construc-
ted in Denmark give rise to an economic loss with a net present
value of DKK 3 billion. This amount can be broken down as
follows. First, there is a cost of DKK 25 billion arising from
economic distortions caused by using taxes to finance invest-
ments in electricity production capacity. The DKK 25 billion
is calculated net of fuel costs saved by using windmills.
Second, environmental benefits amount to about DKK 20
billion. Third, a benefit of DKK 2 billion arises because the
subsidy to electricity production from windmills stimulates the
Danish production of windmills. Stimulating the production of
windmills leads to the accumulation of manufacturing experi-
ence by Danish windmill makers, reducing their production
costs.

Whereas the net economic value of subsidies to electricity
production using windmills appears to be negative, the chapter
shows that there is evidence that the Danish government grants
to research and development in windmill technology are a good
investment.  A part of the research and development effort has
been put into the implementation of a government standard for
the technical quality of windmills. There is reason to believe
that this standard has facilitated the sale of windmills produced
in Denmark by reducing potential buyers’ uncertainty over the
quality of these windmills.
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Finding that the support of a particular industry has given net
economic benefit to society does not suffice to conclude that
the policy has been successful. The creation of a competitive
advantage for a single industry may be due to chance, or
because so many industries have been supported that it would
be surprising if no successes occurred. A necessary condition
for implementing an industrial policy directed at single
industries is that the industries with the greatest potential for
creating economic value to society can be identified. For these
industries, government support can be expected to lead to
greater growth in employment, larger increases in consumer
welfare and larger increases in the returns on capital and
labour than is the case with support to other industries.
Furthermore, there should be an expectation that support to the
selected industries will give more economic value to society
than other policies such as those related to education or health.
These requirements are demanding but are nevertheless
prerequisites for directing industrial policy at single industries.

A comprehensive evaluation of environmental and energy
policies should take into consideration the costs and benefits to
industry of these policies. It might be acceptable that those
environmental and energy policies which are most valuable to
society give rise to increasing costs to industry, if these costs
are compensated for by greater environmental benefits.
Therefore,  it should be noted that focussing on designing
environmental and energy policies which benefit industry may
lead to loss-generating initiatives.


