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Preface

Yearbook for Nordic Tax Research 2007

The Nordic Tax Research Council was founded in 1973 by a treaty between 
Denmark, Finland, Norway and Sweden. In 2003 Iceland joined. Members of 
the Council - 3 from each country - are professors in tax law and economy 
and high ranked government officials. The main purpose of the Council is to 
strengthen the cooperation between the member states in the field of legal and 
economic tax research.

Ever since its foundation the Council has based its activities on two main 
pillars; 1) arranging seminars for the members of the council and for Nordic 
tax experts and 2) supporting tax research through economic grants. Be wel­
come to visit the councils homepage at the address: http://www.nsfr.net.

Every year the Council publishes a yearbook which includes a description 
of the Council’s work as well as papers and reports presented and discussed 
at the yearly council seminars. All the yearbooks that have been published to 
date are listed in this edition of the yearbook.

In order to present the work of the council as well as the development of 
Nordic tax legislation and tax research all contributions to the yearbook are in 
English.

The 2006 seminar was held in Copenhagen and addressed the topic of 
Taxation of Pensions. The seminar was very successful and was attended by a 
considerable number of tax experts from universities and business schools, 
law firms, private tax consultants, governments and tax administrations. Re­
ports from all the member states were presented analyzing the topic from a 
legal and economical point of view. A number of lectures were also given by 
experts. The discussions subsequent to the reports and lectures were very use­
ful and inspiring.

The 2007 seminar will be held 8-9 November in Helsinki, Finland. The 
topic to be addressed in reports, lectures and by discussion is Taxation of 
capital and wages - towards separated or more integrated personal tax sys­
tems?

Århus, Denmark April 2007
Jan Pedersen
Professor, dr.jur.
Chair of the Council
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Legal and Economic General Report

Morten Balling and Niels Winther-Sørensen*

* Morten Balling, professor, Aarhus School of Business, mb@asb.dk & Niels Winther- 
Sørensen, professor, dr.jur., Copenhagen Business School, nws.jur@cbs.dk

1. Averting the Old Age Crisis, World Bank and Oxford University Press, New York 
1994.

Introduction

All over the world, countries are facing increasing fiscal problems related to 
the financing of pensions. In most countries life expectancy is increasing and 
birth rates are declining. There is widespread concern about the sustainability 
of pension systems as populations are ageing. It reflects the global character 
of the problem that international organizations and institutions have con­
ducted extensive research on the ageing problems. The Nordic countries have 
a common tradition for taking actively part in international cooperation. This 
implies that reports on the economic consequences of ageing and pension is­
sues published by the World Bank, OECD and EU institutions have impacted 
on the design of pension systems in the Nordic area.

It is well known that the Nordic countries belong to the richest countries in 
the world. Measured by national income per capita, the Nordic countries be­
long to the group of the ten richest countries. They have also a very high level 
of taxation and a high minimum level of pensions. The life expectancy in the 
Nordic countries is very high compared to the world average. According to 
OECD (2005), the five countries with the longest life expectancy are Japan, 
Iceland, Norway, Sweden and Switzerland.

In 1994, the World Bank recommended that countries should base their 
pension systems on a multi-pillar model.1 In practice, the recommendation 
was interpreted as meaning a Three-Pillar Model. The first pillar should be a 
state-run PAYG pension. The second pillar should be mandatory membership 
of a privately managed funded pension scheme, while the third pillar should 
be an appropriate legal framework for voluntary contributions to funded pen­
sions.
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As explained in the National reports below, all the Nordic countries have 
chosen a Three-Pillar Model although the relative importance of the individ­
ual pillars varies. The broad picture in the Nordic area is that the first pillar is 
based on a tax-financed public pension. The second pillar is dominated by 
mandatory occupational pension funds, while the third pillar is based on vol­
untary pension saving with different kinds of tax incentives.

Pension systems are designed to make it possible for the citizens to redis­
tribute their consumption possibilities over their life time. The systems allow 
transfer of consumption possibilities from the productive middle years to the 
period of retirement. Pension systems also make it possible for people to in­
sure against the risk that they should outlive their savings. Governments and 
Parliaments interfere by legislation in order to create an appropriate frame­
work for the reallocation of consumption possibilities over time and for risk 
reduction by insurance. An additional public policy objective of great impor­
tance in the Nordic area is redistribution of income in favor of low-income 
groups thus complementing the role of progressive income taxes. Pensions 
policy can finally aim at economic development and growth since pension ar­
rangements can assist the operation of labor and capital markets and may en­
courage saving.

There are considerable differences between the OECD countries in the 
proportion of people above the age of 50 on the labor market. Labor-force 
participation in 2004 is two out of three for the 50 to 64 year olds in the Nor­
dic countries, in Switzerland, Japan and several English-speaking countries. 
The old age participation rates on labor markets are significantly lower in 
Central and Southern Europe.2

2. Whiteford, Peter & Whitehouse, Edward, 2006, Pension Challenges and Pension Re­
forms in OECD Countries, Oxford Review of Economic Policy, Vol. 22, No.l, 78- 
94.

3. Articles of the Model Convention with Respect to Taxes on Income and on Capital, 
As they read on 15. July 2005, OECD, Paris, 2005.

Recognizing the value of a certain degree of uniformity in basic principles 
and formulations, OECD’s Committee on Fiscal Affairs has recommended 
that the member states follow the most recent version of the OECD Model 
Tax Convention on Income and on Capital when negotiating new double­
taxation treaties.3 Articles 18, 19 and 21 in the OECD Model deal with cross- 
border pensions. According to the OECD model art. 18 and 21, pension bene­
fits can only be taxed in the state of residence. However, in treaty negotia­
tions Iceland, Norway, Sweden, Finland and Denmark seek to establish a 
right for the state of source to levy withholding taxes on all pensions, private 
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as well as public. The Nordic Double-Taxation Treaty gives the right to tax to 
the state of source.4

4. Convention Between the Nordic Countries for the Avoidance of Double Taxation 
with Respect to Taxes on Income and on Capital, Effective January 1, 1998. Copen­
hagen, Helsinki, Oslo, Stockholm, Reykjavik, September 1996.

5. Communication from the European Commission to the Council, the European Par­
liament and the Economic and Social Committee: The elimination of tax obstacles to 
the cross-border provision of occupational pensions, COM (2001) 214.

6. Directive 2003/41/EC of the European Parliament and of the Council on the activities 
and supervision of institutions for occupational retirement provision. According to the 
OECD Working Party on Private Pensions, recently published OECD Guidelines on 
funding and benefit security are consistent with Directive 2003/41/EC.

In the context of efforts to create an internal market for financial services, 
The European Commission has published a communication concerning the 
principles according to which pension contributions and pension payments 
should be taxed.5 The focus in the communication is primarily on the second 
pillar pension schemes, but the Commission notes that much of the discussion 
in the communication applies equally to third pillar pension and life insurance 
services. The Commission recommends application of the socalled ‘EET tax 
principle.’ This principle implies that contributions from employees and em­
ployers should be tax exempt, the yield on pension funds likewise while 
payment of pensions should be taxed at the recipient. More recently, the 
European Parliament and the EU Council have adopted a Directive on the ac­
tivities and supervision of institutions involved in occupational retirement ar­
rangements.6 As explained below, Norway, Iceland and Finland have chosen 
to follow the EET tax principle, while Sweden and Denmark follow the ETT 
tax principle. The Nordic pension tax systems vary in particular in the treat­
ment of yields on pension portfolios.

The authors of the National reports have been asked to structure their pa­
pers according to the following seven headlines:

1) Certainty or uncertainty concerning contributions and benefits?
2) Demographic trends and retirement behavior.
3) Tax treatment and life cycle period.
4) Balance between mandatory and voluntary pension arrangements, level of 

public pensions and degree of freedom.
5) Issues of fiscal sustainability.
6) International mobility of labor and capital.
7) Implications for capital markets and financial stability.

The remaining part of this general report is organized in a similar way.
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1. Certainty or Uncertainty Concerning Contributions and 
Benefits?

A first distinction must be made between defined-benefit plans (DB-plans) 
and defined-contribution plans (DC-plans). In a DB-plan, current and future 
contributions are determined by the benefits that will eventually be provided 
to the pensioner. The defined pension level may be determined as a given 
fraction of the wage of the employee during a certain period. So, future bene­
fits are in principle known ex ante with certainty while the contribution level 
that will be necessary for the funding is unknown.

In a DC-plan, future benefits are determined by the accumulated contribu­
tions and the investment performance of the manager of the pension portfolio. 
Thus, contributions are in principle known ex ante with certainty, while the 
future level of benefits is unknown.

Note the use of the words ‘in principle’ above. There are of course always 
factors that introduce uncertainties. Future payment patterns depend on the 
development of prices and wages, on retirement ages and life expectancies. In 
addition, the projected rates of return on pension portfolios are uncertain.

There is also a political risk in the sense that Parliaments in the future 
might decide to tighten the pension eligibility criteria or reduce the pension 
level.

In 1998, Sweden introduced into its public pension system a socalled ‘No­
tional defined-contribution scheme (NDC).7 It can be characterized as a DC- 
plan financed on a pay-as-you-go (PAYG) basis. Each employee pays a con­
tribution of x per cent of his earnings, which is credited to a notional individ­
ual account that is the state ‘pretends’ that there is an accumulation of finan­
cial assets. The accumulated balance of the account is credited with a notional 
interest rate, specified by the Government, and chosen to reflect what can be 
afforded. The last mentioned provision implies that employees must accept to 
be exposed to some level of uncertainty concerning their fixture pensions. At 
retirement, the value of the person’s notional accumulation is converted into 
an annuity assuming mortality rates based on the employee’s birth cohort and 
age.8

7. Sundén Annika, 2006, The Swedish Experience with Pension Reform, Oxford Re­
view of Economic Policy, Vol. 22, No.l, p.133-48.

8. Barr, Nicholas & Diamond, Peter, 2006, The Economics of Pensions, Oxford Review 
of Economic Policy, Vol. 22, No.l, p.19.
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Exhibit 1: Overview of the main schemes in the three pillars of the pension 
systems in the Nordic countries

Pillar 1 Pillar 2 Pillar 3

DK DB DC DC

FI DB DC? DC

NO DB DB/DC DC

SW DB/NDC DB/DC DC

IC DB DB/DC DC

Pension taxation rules modify the (uncertain) payment patterns related to the 
pension types described above. Pension taxation implies that after-tax pay­
ments are different from before-tax payments both in the contribution period 
and in the retirement period.

Balance between defined-contribution pension plans 
and defined-benefit plans
In Denmark, pillar one is dominated by a general peoples’ pension (folkepen­
sion, FP) which does not require prior contributions or employment. The 
Danish FP is a tax-financed DB-pension. The main principle in Danish occu­
pational pensions is the DC-principle, but the big role of the FP means that 
DB-pensions will dominate pension payments in Denmark many years ahead.

The pension system in Finland is primarily based on the DB-principle and 
the first pillar is very strong. The third pillar consists of private voluntary 
pension insurance. Voluntary private pensions are clearly of the DC-type and 
they are fully funded.

In Norway, there are laws on occupational pension schemes containing 
provisions on both DB-pensions (OPA) and DC-pensions (DCA). All Nor­
wegian public employees are covered by DB-pension schemes. About half of 
the employees in the private sector were up to 2006 covered by occupational 
pension schemes predominantly of the DB-type.

The pension system in Sweden adheres in principle to the Three-Pillar 
System dominant among member states in the EU. The first pillar represents 
state pensions and combines retirement pensions, disability pensions, and 
survivor pensions in one unified approach. Two parallel public pension sys­
tems are in force in a long transition period. The old system consists of a flat­
rate DB-Scheme and a supplementary ATP-pension scheme. The new system 
consists of two DC-schemes. One is the NDC-Scheme mentioned above the 
other is a funded DC-system. Also pillar two - the private mandatory occupa­
tional pension system in Sweden - includes both DB- and DC-components.
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In the long run, the overall balance is expected to move from DB-schemes to 
DC-schemes.

The occupational pension system in Iceland is a hybrid between a DB- 
system and a DC-system. The pension fund of state employees is the biggest 
public sector pension fund in Iceland and provides the most important DB- 
pension plan in the country. The balance between DC-pension plans and DB- 
plans is approximately 65 vs. 35. There has been a trend towards DC-plans in 
Iceland, but the phase is slow.

Statistics on the number of persons participating in the two types 
of plans, assets of pension institutions and trends
The total Danish population is when reaching the minimum age entitled to FP 
which is of the DB-type. All Danish wage earners are members of the manda­
tory supplementary pension scheme Arbejdsmarkedets Tillægspension, ATP 
and entitled to ATP-pension of the DC-type. 90 per cent of all wage earners 
contribute in addition to a labor market pension under a framework negoti­
ated between unions and employers’ organizations. Pension institutions offer 
primarily pension arrangements of the DC-type and they invest most of their 
assets in bonds. As all funded pension schemes are of the DC-type, it is obvi­
ous that DC-schemes will play an ever increasing role in the Danish pension 
system.

In Norway, approximately 1.4 million employees in the public and private 
sectors are covered by DB-schemes. Approximately 130,000 persons em­
ployed in the private sector are covered by DC-pension schemes. The share 
of DC-schemes is likely to increase considerably in 2006 and the following 
years as mandatory occupational pension schemes are phased in. About 
600,000 persons are likely to be enrolled, primarily in DC-schemes.

In Sweden in 2003, approximately 2.2 million persons received benefits 
from the public pension system. The number of persons in the private sector 
covered by private mandatory occupational pension schemes (avtalspension) 
was 2.6 million employees. Pension schemes for employees in the public sec­
tor covered 1.38 million persons.

The majority of Icelandic pension funds are broadly based on the DC- 
system. At the end of 2005, there were 181,393 pension fund members. There 
is a trend towards DC-pension plans.

2. Demographic Trends and Retirement Behavior

The total population and the proportion of the population aged 65 or over in 
the Nordic countries are presented in Exhibit 2.1.
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Exhibit 2.1: Total population and population aged 65 
or over in the Nordic countries 2005

Source: Eurostat, http://epp.eurostat.ec.europa.eu/portal/page?

Total population (000) proportion 65 years or over

DK 5411,4 15.0%
FI 5236,6 15.9%
NO 4606,4 14.7 %
SW 9011,4 17.2%
IC 293,6 11.8%
Sum Nordic countries 24559,4
EU (25) 461297,9 

_____________________ i___

The life expectancies at birth and at the age of 60 are presented in Exhibit 2.2.

Exhibit 2.2: Life expectancy at birth 
and at 60 in the Nordic countries 2004/2003

Source: Eurostat

Life expectancy at birth Life expectancy at age of 60
Men Women Men Women

DK 75.2 79.9 19.3 22.7
FI 75.3 82.3 19.5 24.0
NO 77.5 82.3 20.7 24.4
SW 78.4 82.7 21.0 24.6
IC 79.2 82.7 22.2 24.8

In Denmark the average life expectancy at birth is 75.2 years for men and 
79,9 years for women. The average retirement age is 62 years. The average 
pension period is according to the statistics used in the National report 17.7 
years for men and 20.8 years for women. At the age of 65, Danish citizens 
obtain the right to receive peoples’ pension (FP). It has recently been decided 
by the Danish Parliament to increase gradually the minimum pension age to 
67 years from 2024 to 2027.

Under the socalled Efterlønsordning (After Wage Arrangement), people 
who retire from the labor market in the age interval 60 to 64 years can obtain 
income support. The scheme gives a certain incentive to retire before the age 
of 65. It has also recently been decided to increase gradually the minimum 
age in the After Wage Arrangement from 60 to 62 years from 2019 to 2022. 
Payment of ATP-pensions starts at the age of 65 but can be postponed on the 
initiative of the pensioner.
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In Finland, the average life expectancy at birth is 75.3 years for men and 
82.3 years for women. The average length of the pension period is close to 20 
years. Since 1995, the average retirement age has increased by one year and 
the average life expectancy has also increased by one year.

The Finnish pension system provides incentives to stay on the labor mar­
ket since the pension increases by each additional year at work. Since 2005, 
the minimum retirement age has been 62 years. In occupational pension 
schemes, the Guideline of the National Board of Taxes refers to the age of 55 
as the earliest retirement age.

In 2005, the expected age of Norwegian women was 82.5 years and of 
Norwegian men 77.7 years i.e. slightly more than the 2004 numbers in Ex­
hibit 2.2. Labor force participation defined as the proportion being employed 
or actively seeking employment was 72.3 % in 2005 against 62.2 % in 1975. 
Most people enter the labor force at some point before they reach 24 years. 
During the last 30 years, the labor force participation of men has fallen dra­
matically for the age of 62 and onwards. During the same years, the labor 
force participation of Norwegian women aged 55 has increased.

The foundation of the Norwegian old age pension system is the pension 
scheme under the National Insurance Scheme (NIS). The AFP pension 
scheme (Avtalefestet pensjon) is a scheme for persons in the age group 62-66 
years. It is based on collective agreements between unions and employer as­
sociations and covers a majority of employees (maybe 80 %). Employees 
(formerly) in the public sector are allowed their full occupational pension 
scheme allowance from age 65.

The nominal retirement age in Norway is at 67 years. There is no incen­
tive to stay longer, since by continuing in a full time job, the pension will be 
reduced by at least 20 per cent of the labor income.

In Sweden in 2004, the average life expectancy at birth was 78.4 years for 
men and 82.7 years for women. The average residual life time for 65 year old 
Swedes was according to the National report 16.78 years for men and 20.08 
years for women. Among the Nordic countries, Sweden has the highest pro­
portion (17.2 %) of people aged 65 or over cf. Exhibit 2.1. The normal re­
tirement age in the old pillar-one system is 65 years. Under the new pillar-one 
system, retirement is possible from the age of 61 but can be postponed to the 
age of 67. In the private mandatory occupational pension system the earliest 
retirement age is 55 years.

In 2004 in Iceland, the average life expectancy at birth for men was 79,2 
years. This is the longest expected life time for men in the Nordic area. The 
life expectancy at birth for Icelandic women was 82.7 years corresponding to 
the expected life time for Swedish women. Iceland faces smaller problems 
due to ageing of the nation than most developed European countries. The 
population is younger and the fertility rate relatively high. The proportion of 
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people aged 65 or over was in 2005 11.8% which is by far the lowest number 
in Exhibit 2.1. Public pensions are not paid before the age of 67 and regula­
tions governing the pension funds do not give any incentives for early retire­
ment. So, in Iceland the labor market participation rates of the elderly are 
higher than in most developed countries. The average retirement period was 
14 years for men and 19.5 years for women.

3. Tax Treatment and Life Cycle Period

Exhibit 3 provides an overview of the tax treatment of respectively pension 
contributions, yields on pension portfolios and pension income in the Nordic 
countries.

Exhibit 3: Tax treatment of contributions, yields on pension portfolios 
and pension income in the Nordic countries

Note: E: Exempted for tax, L: Limits on deductibility, T: Taxed

Contributions Yields Pension income

DK E, L T T
FI E, L E T
NO E, L E T
SW E, L T T
IC E, L E T

In all Nordic countries preferential tax treatment is given to contributions 
paid to pension schemes, whereas tax is levied on pension benefits. This re­
sults in a deferral of taxation from a person’s working age to his retirement 
age; thereby income smoothing is achieved.

As a general rule the preferential treatment involves deduction of contribu­
tions in the taxable income. When an employer pays a contribution he has a 
right to deduct at the time of payment, while the employee pays no tax on the 
contribution. Pension benefits are generally subject to tax and treated as tax­
able income at a progressive rate.

However, Denmark, Finland and Norway have exceptions to this rule, 
which are related, in particular, to individual pension schemes. These excep­
tions entail that the value of the deductions relating to contributions are re­
duced, whereas pension benefits are taxed at a reduced rate. In Finland the 
value of deductibility of contributions to individually signed insurance con­
tracts is 28 % (as capital income) while pension benefits from such schemes 
are taxed at a rate of 28 %. In Denmark the value of deductibility related to 
contributions paid to a capital pension scheme is deductible at a tax value of 
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