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The Debt Crisis and Debate 
on Welfare Spending 

The debt crisis that afflicted several Euro-
pean countries has created a controversy 
regarding welfare policy in Korea, which 
has managed to achieve a relatively sound 
fiscal position. With welfare spending 
continuing to garner a bigger chunk of the 
national budget as illustrated in <Figure 
1>, this has become a key economic issue 
attracting much public attention. Fiscal 
conservatives call for tighter controls on 

welfare spending, because once spending 
starts growing, it tends to become hard to 
reduce and reverse.  

On the other hand, some are calling for 
greater welfare spending in order to tem-
per the effects of economic polarization, 
social unrest, unemployment and an aging 
population. In this context, this paper aims 
to examine the relationship between wel-
fare spending and economic growth and 
propose a direction for welfare policy 
which can actually contribute to economic 
growth. 
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Figure 1. Changes in Welfare Spending  
(Unit: % of GDP)  

 
Source: OECD. 
 
 
Relation between Economic 
Growth and Welfare Spending 

Discussion over the proper size of welfare 
spending is based on the argument that large 
governments tend to be inefficient. It is often 
said that large government distorts resource 
allocation and economic activities, not to 
mention that big welfare spending decreases 
incentives to work, leading to chronic low 
growth and high unemployment. However, 
there are also opinions that cite the positive 
effects of welfare spending on economic 
growth. First, welfare spending can make up 
for capital and labor market failure. As in-
come inequality may inhibit investment in 
human and physical capital, redistribution 
policies can remedy this capital market failure 
and promote growth. Second, welfare spend-
ing can contribute to social integration, allow-
ing for stable growth. Widening income gaps 
aggravate discord and conflict between clas-
ses, becoming a factor for social unrest that 
leads to a negative impact on economic 
growth. <Figure 2> illustrates the different 
channels through which increasing welfare 
spending can influence economic growth in 
both positive and negative ways. Important 
tasks for policy makers are to create a mecha-
nism in which welfare policy supports sus-
tainable economic growth, while minimizing 
a distortion effect stemming from excessive 
public intervention.  

Figure 2. Different Channels from Welfare 
Spending to Economic Growth 

 
 

According to various empirical studies, there 
is generally a negative correlation between 
government spending (or welfare spending) 
and economic growth rates, although the cor-
relation has not been fully confirmed. It is 
relatively easy to prove a correlation, as 
shown in <Figure 3>, while it may be very 
difficult to find causality.   
 

Figure 3. Correlation between Govern-
ment/Welfare Spending and Economic 

Growth  

 
Source: OECD. 
 

Against these arguments and previous studies, 
this paper reviews the correlation between 
government spending and economic growth 
rates, and finds a number of variables that 
may affect the correlation. Many studies, as 
summarized in <Table 1>, have pointed out a 
negative correlation between big government 
spending or large welfare spending and eco-
nomic growth rates. 
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Table 1. Empirical Studies Reporting a Nega-
tive Correlation between Economic 
Growth and Welfare Spending  

 
 

However, the impact of welfare spending on 
economic growth rates varies depending on 
its characteristics. In order to examine the 
impact of welfare spending (proxied by gov-
ernment spending share compared to GDP), 
we conducted an empirical analysis based on 
the equations below. In the model, Xk repre-
sents different explicatory variables which 
exert influence on growth rate. The model has 
six categories of explicatory variables, as fol-
lows. 1) Government spending variables 
(government spending and eight kinds of so-
cial spending defined by the OECD), 2) Mac-
ro-policy variables, 3) Industrial structure var-
iables, 4) Education and R&D investment 
variables, 5) Governance variables and 6) Le-
gal origins. Most of explicatory variables 
have one year time lag with regard to depend-
ent variable, because it is highly likely for 
welfare spending to take some time before 
affecting GDP. The details of the variables 
are described in the annex with emprical re-
sults. 

We found that there exists a negative corre-
lation between economic growth and gov-
ernment size (welfare spending). However, 
countries with higher education and R&D 
spending displayed high economic growth 
rates despite large welfare spending as a per-
centage of GDP. A high level of investment 
in human capital and R&D can offset, to 
some extent, economic inefficiency deriving 
from big government spending. This finding 
can be interpreted as investment in human 
capital and productivity increase having a 
strong impact on growth rates in the long run. 

 
Assessment of the European 
Social Model 

Even though there has been much research 
on the classification of European welfare 
models or regimes, Esping-Andersen (1990)'s 
tripartie-regimes is the most significant 
amongst them. He argues that European wel-
fare models consist of Liberal (the Anglo-
Saxon), Conservative (Continental) and So-
cial Democratic (Nordic) models according to 
decommodification and social stratification. 
However, some experts and researchers, in 
particular Ferrera (1996) and Sapir (2005), 
put weight on the distinctive importance of 
the Southern European model, which is dif-
ferent from the Continental model. As a result, 
our research makes use of four European wel-
fare models: the Anglo-Saxon, the Continen-
tal, the Nordic and the Southern European.  

The Nordic model is well known for its high 
level of social expenditure based on citizen-
ship rather than on contribution. In this model, 
the role of government is more important than 
that of the market. Also, the Nordic model 
tries to enhance the linkage between work and 
welfare through active labor market policies. 
On the other hand, the Anglo-Saxon model 
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regards welfare not as a social right but as 
distribution, focusing on low-income house-
holds as social assistance based on means-
testing. Therefore, the requirements for bene-
ficiaries are very strict even though the level 
of welfare is not higher than that of other wel-
fare models. In the case of the Continental 
model, it reflects key features of both the 
Nordic model and the Anglo-Saxon model. 
While the Continental model contends that 
the role of the government is more important 
as in the case of the Nordic model, it sets up 
complex pension systems that reflect occupa-
tion, resulting in wider economic polarization. 
Lastly, the family-centered Southern Europe-
an model is known for its high level of em-
ployment protection. And cash benefits are 
more important than other methods. However, 
as many experts point out, the structural prob-
lems of the Southern European model have to 
be addressed with respect to welfare sustaina-
bility. 

Upon analyzing the European welfare mod-
els by the OECD Social Expenditure Data-
base (1994~2007), we were able to find an 
array of results. First, improvements in in-
come inequality and poverty rates are more 
effective in the Nordic model than in the other 
three European models. Second, welfare sus-
tainability is even higher in the Nordic model 
and the Anglo-Saxon model in terms of effi-
ciency. Lastly, the Southern European model 
can be estimated to be less effective than any 
other European welfare model. However, 
there are some critiques on the classification 
of European welfare models. For instance, 
countries classified within the European wel-
fare models display disparate performances 
and features. This is the reason why case 
studies on major countries' welfare systems 
are necessary. 
 
 

Country Cases  

For a more detailed analysis, we selected four 
European countries, Denmark, Sweden, Ger-
many and the Netherlands, which are regard-
ed as successful cases of welfare reform in the 
period since the 1990s. 

In the case of Denmark, the Danish govern-
ment has focused on improving labor partici-
pation to account for the mid and long-term 
demographic changes (i.e. population aging) 
and strengthen the sustainability of the Danish 
welfare system since the 1990s. In this con-
text, some examples include raising the re-
tirement age to 67 for receipt of pensions and 
reforming voluntary early retirement pension 
(VERP) that delays retirement age, providing 
more incentives to work.  

In the meantime, welfare reforms in Sweden 
have been initiated as a response to the nega-
tive business cycle shock and sequential cri-
ses in its welfare system. While Swedish pub-
lic spending is under the control of strong fis-
cal regulations, the Swedish government has 
tried to make for a more predictable and sus-
tainable welfare system. For instance, since 
the pension reform in 1998, it is now possible 
to reflect real wage, inflation rate, economic 
growth, and life expectancy in the calculation 
of the amount of pension entitlements, im-
proving the overall sustainability of the Swe-
dish pension system.  

In Germany, the “Hartz reform” in 2003-
2005 formed the foundation of the current 
German welfare system, focusing on the pro-
motion of employment and the flexibility of 
the labor market. This brought about new 
forms of labor such as dispatch working and 
mini-jobs. Moreover, education and financial 
assistance is provided to encourage the elder-
ly and women to actively participate in the 
labor market. Especially, in order to cope 
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with the aging society, the age level of per-
sons benefiting from the pension system has 
been raised. In the German welfare system, 
all policies acknowledge that welfare and 
growth influence each other.  

The Netherlands has long been the model of 
a traditional and generous welfare state in Eu-
rope. After the Wassenaar Agreement in 1982, 
the Dutch welfare system has developed a 
tendency to focus on lightening the tax bur-
den in public expenditure, tightening control 
over wage increase, and reducing the level of 
social security by practicing flexicurity. In 
order to maintain female and elderly citizens 
within the labor market, various policies were 
implemented. Upward adjustment of the re-
tirement age occurred within the same context. 
However, after the global financial crisis and 
European financial crisis, the Dutch govern-
ment is seeking methods to secure financial 
stability by efficient allocation of welfare as 
well as increasing productivity by invigorat-
ing the labor market.  
 
Policy Implications  

Welfare state models face numerous chal-
lenges. Many developed countries in Europe 
are experiencing worsening fiscal sustainabil-
ity with narrow room for economic stimulus, 
and more sluggish economic growth. Austeri-
ty measures were put in place to recover fiscal 
stability, but making cuts in large spending 
budgets has proven difficult and painstaking. 
Raising tax rates, which represents an alterna-
tive, is difficult for the possibility of its nega-
tive impact on economic activity.  

Situations in Korea are quite different from 
what European countries face now and it is 
difficult to apply European examples directly 
to Korean context. It is noteworthy to point 

out what Korea is confronted with. First, eco-
nomic inequalities have been increasing. Ko-
rea had been successful in achieving high 
GDP growth rate, while keep its economic 
inequality level low till the financial crisis in 
late 1990s. Despite of weak level of welfare 
spending compared to developed countries, 
fast economic growth allowed to increase 
employment and consequent good perfor-
mances to reduce poverty problem in Korea. 
However, the structural adjustment including 
lay-off and increasing flexibility in labor 
market produced unwanted side effects such 
as unemployment rise and increasing share of 
temporary workers. Second, Korea has been 
facing the problem of low fertility rate. Ko-
rea's fertility rate went down under 2.1 (called 
replacement rate) in 1983, and recorded 1.15 
in 2009, which is the lowest level among 
OECD countries. Besides, its population has 
been rapidly aging. Korea old age population 
reached 7% in 2000 and is expected to reach 
14% in 2018 and 20% in 2026. Increasing old 
age population causes poverty problem par-
ticularly in Korean context in which social 
welfare system is not well established. Ko-
rea's old age poverty rate is 30% point higher 
than OECD average, while general poverty 
rate is 4% point higher as shown in <Figure 
4>. However, the structural adjustment in-
cluding lay-off and increasing flexibility in 
labor market had side effects such as unem-
ployment rise and increasing share of tempo-
rary workers in Korea's total employment. 
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Figure 4. Overall Poverty Rate and Old Age 
Poverty Rate

 
Source: OECD. 

Given record-low birth rates and the aging 
population, as shown in <Figure 5>, it is like-
ly that Korea will be obliged to spend more 
on welfare policy. The important question is 
how to create a sustainable welfare model 
which reflects Korea’s particular economic 
and social development.   

Figure 5. Prospect for Number of Working 
Population Compared to the +65 Population 

 
Note: Old population refers to number of over 65 year-old popula-
tion. 
Source: OECD. 

We can find some implications from the 
above cases for the future direction of Korea's 
welfare policy. First, it is necessary to max-
imize existing welfare policy, but also devel-
op ways to raise taxes in a growth-friendly 
manner. Also, in the coming years, it is nec-
essary to decide on the time for increasing tax 
rates. Second, we have to create an atmos-
phere conducive to policy innovation. Given 
that high tax rates, an essential feature of wel-
fare regimes, may place a burden on business 
activities and employment, it would be neces-
sary to ease unnecessary regulations and re-
form the business environment in order to 
encourage economic activity. Third, we must 
establish growth-oriented welfare regimes 
with a special focus on strengthening human 
capital and employment rates.  
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Appendix 
Variable Details 

 
 

 

Empirical Model used 
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Empirical Analysis Result of <Model 1> 
(Dependent Variable: ln(GDPPERit)) 

 
 
 
 

Empirical Analysis Result of <Model 2> 
(Dependent Variable: ln(GDPPERit)) 
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Empirical Analysis Result of <Model 3> 
(Dependent Variable: ln(GDPPERit)) 
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