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Abstract
Japan’s economic recovery after the Second World War was once called an economic
miracle, and high economic growth rate led Japan to the position of the second largest
economy in the world next to that of the United States. Japan was indeed No. 1 in many fields
in the 1980's, and some futurists predicted that the 21st century would be the century of Japan.
The rise and fall is inevitable for any great empires including the Roman Empire, the
British Empire and many Chinese or Korean dynasties. Japan’s rise and fall seems to be no
exception, only the rise lasted too short. Japan is facing many serious problems including that
of fast aging of population, very low economic growth rate, huge government debt
outstanding which is now much higher than 200% of GDP. The Constitution of Japan clearly
declares that she is a welfare state and its Article 25 says “All people shall have the right to
maintain the minimum standards of wholesome and cultured living in all spheres of life, the
State shall use its endeavors for the promotion and extension of social welfare and security,
and of public health”. The combination of fast aging of population and the welfare state
necessarily increase the social security expenditures enormously.
Japan has at the same time lost strict fiscal discipline and in spite of Article 4 of the
Finance Law which strictly forbids the reliance on borrowed money for the government
expenditures except for the government investment expenditures, the government has been
borrowing every year more than tax revenues and a large portion of borrowed money is used
for the current expenditures which is clearly violation of Article 4 of the Finance Law. The
government has to pass a law every year to borrow money for current expenditures as an
exception to Article 4 of Finance Law. The pension plan is almost bankrupt and many more
people demand for the payment of so-called livelihood protection or Japanese public
assistance system.
On the other hand, the high economic growth period of the 1960’s, 1970’s and 1980’s has
become a past dream and Japanese economic growth rate has been very low since the 1990’s.
Japan has fallen to the third position in terms of GDP after China and per capita income is
falling continuously. Once a very high saving rate of Japan is a past story and what little
saving made is invested overseas and not in Japan. Thus the capital formation and the labor
productivity have been sluggish leading to lower living standard for Japanese people.
These factors Japan is currently facing are closely interrelated. In this paper the author will
report on each factor in detail and probe for possible solutions of these serious problems.
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Introduction

Japan’s economic recovery after the Second World War was once called an economic
miracle, and high economic growth rate led Japan to the position of the second largest
economy in the world next to that of the United States. Japan was indeed No. 1 in many fields
in the 1980's, and some futurists predicted that the 21st century would be the century of Japan.
The rise and fall is inevitable for any great empires including the Roman Empire, the
British Empire and many Chinese or Korean dynasties. Japan’s rise and fall seems to be no
exception, only the rise lasted too short. Japan is facing many serious problems including that
of fast aging of population, very low economic growth rate, hugegovernment debt
outstanding which is now much higher than 200% of GDP. The Constitution of Japan clearly
declares that she is a welfare state and its Article 25says “All people shall have the right to
maintain the minimum standards of wholesome and cultured living in all spheres of life, the
State shall use its endeavors for the promotion and extension of social welfare and security,
and of public health”. The combination of fast aging of population and the welfare state
necessarily increase the social security expenditures enormously.
Japan has at the same time lost strict fiscal discipline and in spite of Article 4 of the
Finance Law which strictly forbids the reliance on borrowed money for the government
expenditures except for the government investment expenditures, the government has been
borrowing every year more than tax revenues and a large portion of borrowed money is used
for the current expenditures which is clearly violation of Article 4 of the Finance Law. The
government has to pass a law every year to borrow money for current expenditures as an
exception to Article 4 of Finance Law. The pension plan is almost bankrupt and many more
people demand for the payment of so-called livelihood protection or Japanese public
assistance system.
On the other hand, the high economic growth period of the 1960’s, 1970’s and 1980’s has
become a past dream and Japanese economic growth rate has been very low since the 1990’s.
Japan has fallen to the third position in terms of GDP after China and per capita income is
falling continuously. Once a very high saving rate of Japan is a past story and what little
saving made is invested overseas and not in Japan. Thus the capital formation and the labor
productivity have been sluggish leading to lower living standard for Japanese people.
These factors Japan is currently facing are closely interrelated. In this paper the author will
report on each factor in detail and probe for possible solutions of these serious problems.

-5
3-

1. Fast Aging of the Population of Japan

There are many dangerous factors confronting contemporary Japan. A big earthquake
which attacked Fukushima and neighboring prefectures and an almost unprecedented scale of
Tsumani on March 11, 2011 are still fresh in our memory, and the recovery from these
natural disasters is still incomplete. The earth quake and particularly the accompanying
Tsumami destroyed nuclear power stations and the radioactivity has contaminated large area
of Japanese land which remains inhabitable for many years to come. Still larger and more
destructive earthquakes and much higher Tsumani are predicted to attack some parts of Japan
in the near future with high degree of probability.There are also dangers of potential military
conflicts with neighboring countries such as China, North Korea, South Korea, and Russia
over the proprietary rights of islands.
These dangers are uncertain factors. But the future changes of population can be predicted
much more accurately and the future population factor is indeed one of the most serious and
certain factors for present and future Japan.

1-1. Decreasing Population and Low Birth Rate
Fig. 1shows the change in total population of Japan in comparison with that of Korea over
the period from 1950 to 2100. The Japanese population increased from 82.2 million in 1950
to 125.7 million in 2000. Then it flattens out in the decade of 2000’s and reaches the peak of
128.6 million in 2010. The population of Japan has been decreasing thereafterand is forecast
to reach 124.8 million in 2020, 120.2 million in 2030, 108.5 million in 2050, 91.3 million in
2100. In the meantime, the world population has grown from 2.5 billion in 1950 to 6.9 billion
in 2010 and is forecast to reach 7.7 billion in 2020, 8.3 billion in 2030, 9.3 billion in 2050,
and 10.1 billion in 2100.
Incidentally, the population of the Republic of Korea(called simply Korea hereafter) seems
to follow a similar trend to that of Japan. The total population of Korea steadily increased
from 19.2 million in 1950 to 48.6 million in 2012 and continues to increase to the peak of
50.3million in 2029and then start to decline to 47.1 million in 2050 and 37.2 million in 2100.
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Fig. 1 Total Population Change of Japan and Korea
Unit: Thousand Persons
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Data source: World Population Prospects: The 2010 Revision, File 1: Total population (both sexes combined)
by major area, region and country, annually for 1950-2100 (thousands), United Nations,
Population Division.

On the other hand, the world population continues to increase from 2.5 billion in 1950 to
6.1 billion in 2000 and 9.3 billion in 2050 and 10.1 billion in 2010 as Fig. 2 shows.

Fig. 2 Total PopulationChange of the World
Unit: Thousand Persons
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Data source: World Population Prospects: The 2010 Revision, File 1: Total population (both sexes combined)
by major area, region and country, annually for 1950-2100 (thousands), United Nations,
Population Division.
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A major factor of decreasing population of Japan is a drastic decline in the rate of natural
increase, and Fig. 3 shows a clear declining trend since 1950-55 to 2005-2010. The value of
the rate of the natural increase for each period is an average of five years in each period and it
declined from an average of 14.4 per 1000 persons during 1950-1955 to -0.2 during
2005-2010. Korean rate of natural increase also declined from 19.9 during 1950-1955 to 4.9
during 2005-2010, though the decline has not been as drastic as Japan. The rate of natural
increase for the world has been declining, but it has been and will be much higher than that of
Japan throughout the period covered from 1950-55 to 2005-10.

Fig 3: Rate of Natural Population Increase (Per 1,000 Population)
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Data source: World Population Prospects: The 2010 RevisionFile 21: Rate of natural increase by major area,
region and country, 1950-2100 (per 1,000 population), United Nations, Population Division.

1-2. Long Life Expectancy
Life expectancy at birth has been rising in Japan. As Fig.4 shows, for the period from 1960
to 2010, it rose steadily for males, females, and total population. For total population, it rose
from 67.8 years in 1960 to 83.0 in 2010. Females have longer life expectancy at birth
throughout this period and it rose from 70.2 years in 1960 to 86.4 years in 2012 while it rose
from 65.3 years to 79.6 years for males respectively. Though it is not shown on Fig. 4, the
life expectancy at birth in 1921-25 was as low as 43.20 years.
As Fig. 5 shows, the life expectancy at birth will continue to rise for Japan, Korea and the
world. It will reach 92.3 in 2095-2100 for Japan. The rise in life expectancy at birth for Korea
was spectacular from 47.9 in 1950-55 to 80.0 in 2005-2010 and continues to rise to 90.0 in
2005-10. It also rises for the world from 47.7 in 1950-55 to 81.1 in 2005-10.
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Fig. 4 Japan's Life Expectancy at Birth
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Fig. 5 Outlook of Life Expectancy at Birth
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Data source: File 5-1: Life expectancy at birth (both sexes combined) by major area, region and country,
1950-2100 (years), United Nations, Population Division.

1-3. Drastic Change in Population Structure and High Ratio of the Population of the
Elderly People
Fig. 6 shows the changing population structure of Japan for the period from 1950 to 2060.
The ratio of elderly people of the age equal to and over 60 years rose from 4.3% in 1950 to
23.0% in 2010, and continues to rise to 39.9% in 2060. On the other hand, the ratio of young
population of the age between 0 and 15 has declined drastically from 35.4% in 1950 to 13.2%
in 2010, and continues to decline to 9.1% in 2060. The ratio of working age population rose
from 59.6% in 1950 to 68.9% in 1970. It flattened throughout the 1990's and was 63.8% in
2010. It started to decline thereafter to 50.9% in 2060.

Fig. 6 Changing Population Structure
Percentage to Total Population , %
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Data source: Table 2 Population Change by 3 Age Groups, Population Statistics Data Base(2005 Edition),
Social Security Research Institute of Japan.

The total population is divided into 3 age groups. The first group is the population at the
age from 0 to 15 and the third group is the elderly people at the age equal to and over 65 and
basically two groups of population compose the dependency population groups to be
supported by the second group of working age population at the age from 16 to 64. The
young population index is calculated as the ratio of the young population to the working age
population. It declined almost steadily from 59.4 in 1950 to 17.9 in 2060 reflecting a drastic
decrease of the young population.
The elderly population index is defined as the ratio of the elderly population at the age
equal to and over 65 to the working age population. It steadily rose from 8.2 in 1950 to 36.1
in 2010, and continues to rise to 78.4 in 2060 reflecting rapidly growing elderly population.
In 2010 already, it was less than two working age persons supporting one elderly person. In
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2060, less than 1.3 working age person supports one elderly person. This clearly suggests
great burden of supporting elderly people for working age people and implies serious
difficulty in social security including the old age pension system.

Fig. 7 Dependent Population Indexes, %
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Data source: Table 2 Population Change by 3 Age Groups, Population Statistics Data Base(2005 Edition),
Social Security Research Institute of Japan.

The total dependent population index is defined as the ratio of the sum of the young
population and the elderly population to the working age population. It was 67.6 in 1950
reflecting still large young population and then declined to 43.2 in 1993 reflecting a rapid
decrease of young population and started to rise to reflect rapid increase of elderly population
and reaches 96.3 in 2060. The working age population has to support just about the same size
of the dependent population.
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Table 1.International Comparison of Changing Ratio of Elderly people, Unit:%
Year

Japan

USA

UK

Germany

France

Sweden

1850

…

…

4.64

…

6.47

4.78

1860

…

…

4.68

…

6.89

5.22

1870

…

…

4.79

…

7.41

5.43

1880

5.72

…

4.62

4.72

8.11

5.90

1890

5.49

…

4.77

5.10

8.28

7.68

1900

5.49

4.07

4.69

4.88

8.20

8.37

1910

5.25

4.30

5.22

5.04

8.36

8.44

1920

5.26

4.67

6.03

5.77

9.05

8.40

1930

4.75

5.41

7.40

7.36

9.35

9.20

1940

4.80

6.85

8.97

8.86

11.42

9.41

1950

4.94

8.26

10.73

9.72

11.38

10.25

1960

5.73

9.19

11.68

11.52

11.64

11.97

1970

7.07

9.84

13.04

13.69

12.87

13.67

1980

9.10

11.20

14.93

15.60

13.97

16.29

1990

12.08

12.22

15.73

14.96

13.99

17.78

2000

17.36

12.31

15.82

16.35

16.27

17.24

2005

20.16

12.26

16.07

18.78

16.33

17.23

2010

23.13

12.76

16.64

20.48

16.54

18.44

2020

29.25

15.84

18.87

22.39

20.17

21.14

2030

31.82

19.40

21.60

27.27

23.17

22.79

2040

36.45

20.46

23.72

30.27

25.26

24.23

2050

39.56

21.03

24.05

30.18

25.93

24.14

Data source: Table 15: Changes and Future Estimates of the Ratio of Aged Population (the Population Equal to
and Over 65 of Age) of Japan and Foreign Countries, Database Related to Population, National
Institute of Population and Social Security Research.

As Table 1 shows, every country faces aging of population. The figures show the ratio of
elderly people at the age equal to and over 65 to the total population. A noteworthy
characteristic of Japan is that the speed of aging is extraordinarily fast compared with other
mature societies. All countries listed in Table 1 show higher ratios than Japan in 1930. Japan
was 4.8% while USA 5.4%, UK 7.4%, Germany 7.4%, France 9.4% and Sweden 9.2%. Japan
already surpassed these countries in 2000 with Japan 17.4%, USA 12.3%, UK 15.8%, France
16.3% and Sweden 17.2%. In 2050 Japan will reach 39.6% while USA 21.0%, UK 24.1%,
Germany 30.2%, France 25.9%, and Sweden 24.1%. This rapid speed of aging of population
suggests serious implications on many public policies including social security policy.
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Fig. 8 Population Structure in 2010
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Data source: Table 2-4 Population by Age for 2010, Population Statistics Data Base(2012 Edition), Social
Security Research Institute.

Fig. 8 shows the population pyramid of a single year 2010. The ratios of older age groups
are growing large unlike the triangle shape pyramids of 1930 or 1950 shown in Fig. 9 below.

Fig. 9Past and Future Changes in Population Pyramid
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2. Growing Social Security Payments

Such rapid advance of aging of population imposes enormous financial demand for the
payments of social security. Can the social security system be sustained in the future of Japan
and other fast aging societies including Korea?

2-1. Declaration of the Welfare State and Growing Social Security Expenditure
“From the cradle to the grave” is the slogan for the welfare state upheld by the British
Fabian Society and Labor Party after the Second World War. After the defeat in the Second
World War, Japan enacted the new Constitution of Japan replacing the old Imperial
Constitution and promulgated on November 3, 1946. It came into effect on May 3, 1947. The
new constitution declares that Japan will be a welfare state byArticle 25thatsays;“All people
shall have the right to maintain the minimum standards of wholesome and cultured living.In
all spheres of life, the State shall use its endeavors for the promotion and extension of social
welfare and security, and of public health.”
Fig. 10 shows the rising ratio of social security expenditure to the total expenditure of the
general account of national budget.The rise of two kinds of expenditure are conspicuous, one
is social security and the other bond expenditure. In 1947, the ratio of expenditure for social
security was only 4.8%, and it rose to 31.7% in 2011. The other rapidly rising expenditure is
bond expenditure which is the expenditure for redemption and interest payment for the past
debt. The other major items such as national land conservation & development and industrial
development are declining in recent years. Though not shown on the Fig. 10, the expenditure
for education and culture is also declining.
There are different categories of social security measures such as medical care, sickness
benefit, maternity benefit, old-age benefit, invalidity benefit, survivors' benefit, family benefit,
employment injury benefit, unemployment benefit. Fig. 11 shows the change in the ratios of
four major categories of social security expenditure to the total social security expenditure of
the general account of national budget.
Even though the social insurance system raises its revenue from social insurance premiums,
or social security contributions, there is an increasing expenditure from the general account.
Many people do not pay social insurance premiums and the transfer from the general account
is made to the social security special account. In 1955 the ratio of social insurance
expenditure to the total social security expenditure of the general account was only 18.16%,
but it rose to 73.52% in 2012. Social insurance system in Japan is changing its nature from
the original quid pro quo social insurance to a more general redistribution system. Other
categories of social security expenditure are declining in the ratio to the total social security
expenditure in the general account, though the absolute amount is rising fast.
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Fig. 10 Shares in General Account Total Expenditure, %
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Data source: 5-2-c General Accounts - Settlement of Expenditure by Purpose (F.Y.1947--2003), Chapter 5
National Finance, Japan’s Long-range Statistics, Statistics Bureau, Ministry of Internal Affairs and
Communications. As forthe data from 2004, Table 23 Summary Table for General Account
Expenditures by Purpose after 1997, Ministry of Finance.

Fig. 11 Different Social Security Expenditures by General Account, %
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Fig. 12 Ratio to National Income, %
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Social security expenditure is made not only by the general account but also by various
special accounts,and there are many transfers of money among these accounts. The social
security benefits covered by various accounts are summednet total amount is calculated.
Fig.12 depicts changes in the ratios of total national security benefits, and different categories
of social security benefits such as medical, pension and welfare to national income. The ratio
of total security benefits to national income has risen fast from in 5.77% 1970 to 29.44% in
2009. Each component of total social security benefits has also risen during this period.
Pension benefits to national income rose from 1.4% in 1970 to 15.2% in 2009, medical
benefits from 3.4% to 9.1%, and welfare benefits from 1.0% to 5.1%.

2-2.The Pension System of Japan
The pension system of Japan is very complicated. The following is only the description of
major features.

The National Pension System
The National Pension system is a basic public pension system which is designed to provide
people with common pension benefits called "Basic Pension". The coverage is compulsory
and the following three categories of persons are covered.CategoryⅠinsured persons are all
registered residents of Japan aged 20 or over but under 60, except for the CategoryⅡorⅢ
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insured persons. Self-employed persons, freelance workers and students as well as their
spouses are usually included in this Category. CategoryⅡinsured persons are persons
enrolled in the Employees' Pension Insurance System or Mutual Aid Associations (except for
persons aged 65 or over but under 70 who are eligible to receive pension due to old age or
retirement). Category Ⅲ insured persons are CategoryⅡinsured person's dependent spouses
aged 20 or over but under 60.
You can receive the Old-age Basic Pension at the age of 65 if you have been covered under
the National Pension and Employees' Pension Insurance systems. To be qualified, the total
coverage period needs to be 25 years or more.Benefit Amount is ￥786,500 / year (full
benefit amount based on 40 years of fully contributed coverage periods).
The pensionable age for the Old-age Basic Pension is 65 in principle. However, one may
opt to receive pension at whatever age after 60. The pension amount is adjusted depending on
the age of starting to receive pension. One may opt to receive reduced amount of pension
before age 65, or he may opt to receive increased amount after age 65. Specifically, early
pension amount receivable at the age of 60 is 70 % of that for age 65 and delayed pension
amount receivable from the age of 70 or older is 142 %. Once one starts receiving payment,
the receivable rate will not change for the rest of his life.

Survivors’ Basic Pension
If an insured person dies while contributing to the National Pension, his wife who takes
care of his dependent child, or his dependent child can receive the Survivors’ Basic Pension.
The eligible child is aged 18 (until first March 31 since the 18th birthday), or under 20 if
he/she has a certain grade of disability specified by law. Survivors’Basic Pension for the
deceased person’s wife taking care of one child:￥1,012,800 /year (￥786,500+￥226,300
(additional annual benefits for the first child)) . Additional annual benefits for the second and
subsequent child are ￥226,300 for the second child,￥75,400 each for the third and
subsequent child.

Widow’s Pension
If your husband dies after contributing for at least 25 years as the Category Ⅰ insured
person and if he has not yet received old-age pension, you can receive the Widow’s Pension
while you are aged over 60 but under 65. You are qualified to receive the benefit equivalent
to your late husband's unpaid Old-age Basic Pension (portion for the Category Ⅰ insured
periods) x 3/4 if you have been married to him for at least 10 years and you are financially
supported by him at the time of his death
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Contribution
The contribution amount for the National Pension is ￥14,980/month for the fiscal year
2012(to be increased every April). You must be covered by the EPI system if you work for a
company or a factory which regularly employs 5 workers or more, or if you work for a
corporation. You must be covered if you are younger than age 70, irrespective of your free
will or nationality.
Benefits
Old-age Employees’ Pension for age 60-64
If you have one year or more of EPI coverage periods and if you satisfy the contribution
requirement to qualify for the Old-age Basic Pension under the National Pension system, you
can receive the specially-provided Old-age Employees' Pension from your pensionable age to
65. Currently, the pensionable age for this pension is 60 but this age is being raised in stages.
Your pensionable age is determined according to your date of birth.

Annual amount of your specially-provided Old-age Employees' Pension
= (A) + (B) + (C)payable between age 60-64
(A) Fixed Amount Portion = ¥1,676

number of covered months

0.978

The pensionable age for the fixed amount portion is being raised in stages.
(B) Remuneration-related Portion = ((a) + (b))
(a) = average standard monthly remuneration
(b) = average standard remuneration

1.031

7.5/1000

5.769/1000

0.978

number of covered months(March 2003 and earlier)
number of covered months (April 2003 and later)

(C) Additional annual benefits

If you have 20 years of EPI coverage periods in total or 15 years after age 40 (age 35 for
women) and if you have dependent family member when you reach pensionable age of the
Fixed Amount Portion ((A) above), you can receive additional annual benefits.

Old-age Employees’ Pension after age 65
You can receive the Old-age Employees' Pension on top of your Old-age Basic Pension at
the age of 65, if you have a coverage period under the EPI system and if you satisfy
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contribution requirements to qualify for the Old-age Basic Pension under the National
Pension system. Benefit Amount of annual Old-age Employees' Pension after age 65 =
Remuneration-related portion + Transitional additional benefits + Additional annual benefits.
Your Old-age Employees' Pension after age 65 will be either reduced or suspended while you
are covered under the EPI system and the total of your monthly Pension payable and your
monthly remuneration from your work is more than ￥460,000.

2-3. The Burden of Medical Expenditure with the Aging of populationPublic medical
insurance system in Japan
Illness can strike at anytime, and so there is the danger that an uninsured person might get
really ill and not be able to afford medical treatment because of the expensive fees.In order to
prevent this, Japan has a compulsory insurance system, and all those living in Japan must be
covered by some form of insurance.There are two medical insurance systems in Japan：
“Social Insurance System”for those working at a company or office；and“ National Health
Insurance System”for those uncovered by the Social Insurance System.

Social Insurance
For those working in a company which is covered by the Social Insurance System,
premiums are deducted from your salary. Percentage of medical fee to be paid by insured
persons is 10％ or 20％ for those aged 70 years and older, 30％ for those aged 3 to 69, and
20％ for Infants aged 0 to 2.The elderly health care system is aimed at improving health and
promoting welfare for the elderly by municipalities’ implementation of prevention, treatment
and functional occupational therapy and other health care programs in comprehensive
manners.
As Fig. 12 shows, medical expenditure also increases fast with the aging of population.
The ratio of social security expenditure for medical purpose to the total social security
expenditure was 58.9% in 1970 and fell steadily to 30.9% in 2009. But its ratio to national
income rose from 3.4% in 1970 to 9.1% in 2009.

2-4. Growing Expenditure for Livelihood Protection and Social Security Safety Net
Recently a rapid increase of livelihood protection expenditure is calling the attention of the
public and policy makers. This is a system which provides necessary care to persons who
have problems in their lives because the economic supporter of the household has died, or is
on a reduced income or no income due to sickness or injury, and the families of such persons,
to support their independence.In order to receive livelihood protection, each person,
according to his or her own ability, must first of all make the maximum effort possible as an
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individual. If, even after putting forth his or her maximum efforts in this manner, the person
is still unable to maintain a basic minimal standard of living, care will start to be provided to
him or her.As a general principle, whether livelihood protection is needed and to what degree
is judged on a household unit basis.
As Fig. 13 shows, the number of livelihood protection recipients started to increase in
fiscal 1995 following the burst of the economic bubble. As of January 2012, a record
2,091,902 people were on welfare, more than during the years of confusion right after World
War II.The fiscal 2012 budget for livelihood assistance is about ¥3.7 trillion. It is estimated
that it will reach ¥5.2 trillion in fiscal 2025.

Fig. 13 Protection Rate (Protected Persons per 1000)
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Data Source: Table 273: Protected Households and Persons and the Ratio of Protection(Number of Protected
Persons per 1000 of Population), Social Security Statistical Year Book, Social Security Research
Institute.

In fiscal 2010, 25,355 people illegally received benefits, costing ¥12.874 billion, about
three times the amount 10 years earlier. The percentage of illegally received benefits among
total livelihood assistance payments was rather constant at 0.34 percent to 0.39 percent in the
five years starting with fiscal 2006. Thus, illegally received benefits are not a significant
factor in pushing up the total cost of livelihood protection.The cause of the recent increase in
the number of welfare recipients is the long period of economic stagnation.

- 20
18 -

3.Lagging Government Revenue and Growing Public Debt
3-1. Growing Government Expenditures and Stagnant Revenues

Fig.14 Ratio to GDP, %
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Fig.14 shows the ratios of total disbursements of general government to GDP and total
receipts to GDP. The general government sector consists of general account of central
government, ordinary accounts of local government, and social security fund. The ratio of
total disbursement of general government to GDP rose significantly from 20.2% in 1970 to
40.2% in 2012. Total receipts are tax revenues and other current revenues other than public
debt revenue. Though total receipts also rose clearly from 22.0% in 1970 to 32.8% in 2012,
the ratio of total government disbursement rose faster than the ratio of total receipts, which
suggests that the government relied on debt revenue considerably. For example, for the year
2012, the ratio of total disbursements was 40.2% while that of total receipts was 32.8% and
the difference is met by public bond revenue. If the government refuses to collect sufficient
revenues in the form of general taxes or social security contributions, it has to rely upon debt
for meeting increasingly large fiscal demand as will be discussed later.
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Fig. 15 Ratio to National Income, %
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Such enormous fiscal demand requires just as large fiscal revenue either in the form of
general taxes or social security contributions. As Fig. 15 shows, the national burden rate is
the ratio of the sum of tax revenues (both national and local) and the social security
contributions to national income. The national burden rate increased from 22.2% in 1955 to
39.9% in 2012. The rate of social security contributions to national income rose fast and
steadily from 3.3% in 1955 to 17.1% in 2012. The rise in the ratio of taxes to national income
was fast from 18.9% in 1955 to 27.7% in 1990, but thereafter it rather declined to 22.2% in
2012.

3-2. Construction Public Bonds and Deficit Public Bonds
Japan suffered from hyper-inflation after the war whose major factor was enormous
wartime public debt and printing of the notes of the Bank of Japan. The Finance Law was
enacted in 1947 and its article 4 clearly demands that the national expenditures must be met
with revenues other than national debt or borrowings. But for the purposes of constructions,
investments and lending, public bonds can be issued or borrowings can be made with the
permission of the National Diet. The public bonds issued for these purposes are called
construction bonds. Article 5 of the Finance Act forbids the subscription of national bonds by
and the borrowing from the Bank of Japan as it has the same effect with printing of currency.
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Fig. 16 shows how the general account of national budget has raised its revenues. In 1965,
the share of taxes and stamp revenues in the total general account revenue was as high as
80.8%. The Japanese government started to rely upon bond revenues in 1965 and its share
was 5.2%. But there was no deficit bond revenue yet. After the first oil shock of 1973, the
government raised more revenues in the form of public bond revenues and the share of the
so-called deficit bonds started to rise relative to taxes and stamp revenues and construction
bond revenues. In 1979, the year of the second oil shock, the share of taxes and stamp
revenues fell to 59.7% and the bond revenues rose to 33.9%. The relative size of construction
bond revenues was 17.9% in comparison to 15.9% of deficit bond revenues. But in the 1980’s
when Japan enjoyed economic boom called “bubble economy”, taxes and stamp revenues
rose and bond revenues fell, and during three years of 1991, 1992, and 1993 the deficit bond
revenues became zero.
But the bubble burst and the Japanese economy plunged into deep stagnation. With the
economic stagnation, taxes and stamp revenues did not grow and the reliance upon public
bond revenues rose fast, particularly deficit bond revenues. In 2003, the share of taxes and
stamp revenues was only 50.5% and the share of bond revenues 41.3%. What is noteworthy
is the fact that the size of construction bond revenues was only 7.8% while that of deficit
bond revenues as high as 33.5%. Though there is no separate data for construction bond
revenues and deficit bond revenues, the share of taxes and stamp revenues was as low as
36.2% and that of bond revenues as high as 48.5% in 2009. Japanese government met
expenditures with more public bond revenues than taxes and stamp revenues. This is a very
horrible picture of Japanese government finance.

Fig. 16 Percentage to General Account Total Revenue, %
100
90
80
70
60
50
40
30
20
10

Public Debt

Special public debt

2003

2001

1999

1997

1995

1993

1991

1989

1987

1985

1983

1981

1979

1977

1975

1973

1971

1969

1967

1965

0

Taxes and Stamp Revenue

Data source: 5-2-a General Accounts - Settlement of Revenue by Principal Item (F.Y.1946--2003), Japan’s
Long-term Statistics Series, Statistics Bureau, Ministry of Internal Affairs and Communications.

- 23
21 -

3-3.Relative Size of Fiscal Debt of General Government to GDP

Such huge annual deficit piles up large government debt. Fig 17 shows how extraordinarily
large Japanese government debt has become. In 1970 the public debt of Japan was only
11.2% of GDP while that of Euro area (14 countries) was 36.6% which was much higher than
that of Japan. But Japan’s public debt grew so fast and it became 210.2% of GDP in 2012,
while that of Euro area was 96.3%. Euro area includes Greece, Italy and Portugal whose
financial conditions are notoriously bad.

Fig. 17 General Government Gross Financial Liabilities, as a
Percentage of GDP , %
250
200
150
100
50

Japan

2012

2010

2008

2006

2004

2002

2000

1998

1996

1994

1992

1990

1988

1986

1984

1982

1980

1978

1976

1974

1972

1970

0

OECD Total

Dataset: General government gross financial liabilities, as a percentage of GDP, Economic Outlook No 88 December 2010 - Annual Projections for OECD Countries.

3-4.Debt Service Expenditures to Total Budget Expenditures and to GDP
Public bond has maturity date and coupon rate. When the maturity date comes, the
government has to redeem the principal, but with such huge deficit, it may have abandoned
redeeming the principal. When the maturity date comes, the government can issue the same
amount of new public bonds and redeem the old bonds. But at least the government has to
pay interests to the existing pile of public bonds.
Fig. 18 depicts the relative size of net interest payments to GDP of Japan and Euro area (14
countries). In 1970 it was -0.3% that implies that the private sector paid more interests to
government than the government to the private sector. In 2012, it rose to 1.6% of GDP while
that of Euro area (14 countries) was 2.8% of GDP.
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Fig. 18 Net Government Interest Payments, as a Percentage
of GDP, %
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Dataset: Net government interest payments, as a percentage of GDP, Economic Outlook No 88 - December
2010 - Annual Projections for OECD Countries.

Fig. 19 Long-term Interest Rates
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2012 Issue 1 - No. 91.

As Fig. 19 shows, very fortunately for Japan, the interest rate is currently very low.
Throughout the period from 1997 to 2013, the long-term interest rates of Italy and Korea
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have been much higher than that of Japan. In 2012 for example, it is 1.1% for Japan, while
that of Italy is 6.3% and that of Korea 5.3%. If interest rate rises to the level of Italy or Korea,
Japanese government has to pay much more interests, and public debt service burden will be
much heavier.
3-5. Tax System of Japan
The Japanese consumption tax is a counterpart of consumption-type value added tax. It
was first introduced in 1988 by Takeshita Cabinet at the tax rate of 3%. It was then raised
by Hashimoto Cabinet in 1997 to 5% (4% for national consumption tax and 1% for local
consumption tax). The current Noda Cabinet decided to raise the tax rate to 8% by 2014 and
to 10% by 2015. Raising taxes is always extremely unpopular politically, and the government
which proposed the tax hike usually lost in the following election. Compared with other
countries which impose value added tax, the Japanese tax rate is very low. Many EU
countries impose VAT at tax rates even higher than 20%. Asian neighbor countries such as
China, Korea, Indiaapply higher standard tax rates of 17%, 10%, 12.5% respectively.
Considering enormous fiscal deficit and already high tax rates on personal income and
corporate income, how much Japanese government should raise the tax rate of consumption
tax is an important political agenda.
The other tax issue is the level of corporate income tax rate in Japan. If it is higher in Japan
than in other economic rivals, it will give a serious handicap to Japanese corporations and
give them incentives to flee from Japan and choose to operate in foreign countries. It will
also be a negative factor in inviting foreign direct investments.
Standard corporate income tax rate has been significantly reduced recently. From 1980 to
1983 it was 42%, then from 1984 to 1987 43.3%, from 1987 to 1989 43%, from 1989 to 1990
40%, from 1991 to 1999 37.5%, from 1999 to 2000 34.7%, from 2000 to 2012 30%, and
from 2012 on 25.5%.
As local authorities also impose corporate income taxes called corporate inhabitant tax on
income, effective tax rates must be calculated to make comparisons with other countries. The
tax base is the national corporation income tax amount. The standard tax rate for prefectural
corporate inhabitant tax on income is 1.50%, and that for municipal corporate inhabitant tax
on income 3.69%, or total local corporate inhabitant tax rate on income is 5.19% of national
corporate income tax amount. If the national corporate income tax rate is 30%, it corresponds
to 30% x 5.19% = 1.557% on corporate income. Thus total corporate income tax rate is
31.57%. In addition there is corporate business tax imposed by prefectures. It is a business
tax and its tax amount can be deducted in the calculation of corporate income tax, but it is
mainly imposed on corporate income. Recently a new tax was introduced called local
corporation special tax on corporate income at the rate of 4.30%. The system is very
complicated and there isn’t sufficient space to discuss the details. Simply stated, the total tax
rate on corporate income is 44.79%, but the effectiverate is 40.87%.
The top bracket personal income tax rate has been reduced for national personal income
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tax to 40%. Then there are local income tax for prefectures and municipalities. The top
bracket tax rate is a flat tax rate of 10% for both prefectures and municipalities, 4% and 6%
respectively. Therefore, the total top bracket tax rate on personal income is 50%. Should it be
further reduced, particularly for capital income?

4. Low Economic Growth Rate
Because of many negative factors affecting Japanese economy, one very high economic
growth rate has fallen to very low levels.As Fig. 20 shows, Japan experienced very high
economic growth rate in the 1950’s, 1960’s and 1970’s, an average growth rate of real GDP
was 14,4%. In the 1980’s, the Japanese economic growth rate was fairly high and the average
was 6.1%. But in the 1990’s the economic growth rate dropped sharply and its average rate
from 1991 to 2008 was only 0.6%.
As Fig. 20 shows, there is a considerable gap between the graph of nominal GDP annual
growth rate and real GDP annual growth rate and mostly nominal growth rate was higher
than real growth rate. But recently Japanese economy is in deflation and price levels are
falling down. How to get out of the deflationary economy is a serious challenge to Japan.
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UK economy is a very mature economy and its economic growth rate was not very high
after the war. Fig. 21 compares the economic growth rate of Japan and UK and over the
period from 1971 to 1990, Japanese economy experienced higher economic growth rate than
UK economy. But after 1992, the economic growth rate of UK has become higher than that
of Japan. Japan experienced even negative economic growth rate in 1997 and 1998, and in
2007 and 2008. In 2008, the economic growth rate was -5.5%.
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As Fig. 22 shows, Korea has been doing quite well in economic growth rate. Over the
period from 1971 to 2009, Korean economy grew faster than Japan except for the years 1971,
1979 and 1997.
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Fig. 22 Annual Growth Rate of Real GDP
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Data source: Dataset: 1. Gross domestic product (GDP), OECD.Stat.

4-1.Growth Accounting Approach
Production function is generally written as Y=f(L, K) and the growth accounting approach
relates factors of production labor L and capital K and the product Y as follows. The factor
share to capital is α, and the factor share to labor is （１－α）. The increase of capital and
labor contribute to the increase in output weighted by respective factor shares. The residual
unexplained by increases of capital and labor is attributed to rate of technological progress.
ΔY/Y＝αΔK/K＋（１－α）ΔL/L＋Rate of Technological Progress
4-2.Growth of Capital Stock
Rapid increase of capital was a very important factor that realized very high economic
growth rate of Japan after the war. Fig. 23 shows the growth of gross domestic fixed capital
formation as ratio to GDP. It rose from 19.4% in 1955 to 36.4% in 1973 and then started to
decline though cyclically and reached the low level of 20.5% in 2010.
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Fig. 23 Ratio of Gross Domestic Fixed Capital Formation to
GDP, %
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Fig. 24 Annual Growth Rate of Real Capital Formation, %
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Fig. 24 shows the growth rate of real gross domestic capital formation of Japan in
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comparison with that of Korea and UK. Throughout the period from 1971 to 2011, Korea
shows high growth rate. Japan showed higher growth rate than UK until the end of the 1980’s,
and thereafter UK’s growth rate is higher. Japan’s gross domestic capital formation became
stagnant in the 1990’s and 2000’s.

4-3. Foreign Direct Investment
China and India and many other developing countries have been receiving enormous
foreign direct investment. Fig. 25 shows the change in the foreign direct investment, both
outflow and inflow of Japan in terms of million US $. Japan’s outflow direct foreign
investment started to rise fast since the 1980’s, but the inflow of direct foreign investment has
been very stagnant. There is much gap between outflow and inflow, which means Japan’s
decreasing saving has been invested not inside Japan but in foreign countries, and there has
not been compensating inflow of foreign direct investment.
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To compare with Japan, Fig. 24 shows outward and inward FDI of UK. UK has been
investing extensively in foreign countries as foreign direct investment, but at the same time
there has been large inward foreign direct investment which stimulates UK economy.
Fig. 25 compares inward FDI of Japan and UK. While Japan’s inward FDI is very low and
stagnant over the period, UK’s inward FDI has been much higher than that of Japan and has
been rising.
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Fig. 25 Inward Foreign Direct Investment, Million $
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4-4. Growth Rate of Labor
Reflecting declining total population of Japan, the size of labor force has also been
declining. As Fig. 26 shows, labor force increased steadily from 53.9 million in 1948 to 67.8
million in 1999 and then started to decline to 65.9 million in 2010.
Though the labor force has been declining recently, the decrease of capital stock has been
faster, and the capital deepening, or the ratio of capital stock per labor force has changed
conspicuously recently. Capital deepening is a very important factor in raising productivity of
labor and its wage rate and living standard. As Fig. 27 shows, it rose fast and steadily from
0.4 million yen in 1955 to 22.1 million yen in 1991
But the decline of capital deepening since is conspicuous. It became stagnant in the 1990’s
and after the peak of 1996 of 22.0 million yen it started to fall to 14.9 million in 2010.
With declining capital deepening or the ratio of capital stock to labor force, the labor
productivity increase has become stagnant and annual earnings of workers have been
declining as Fig. 28 shows. The total earnings of workers have been declining in the form of
annual special earnings called “bonus” in Japan. Bonus has been an important part of annual
income of Japanese workers. But recently it has been drastically reduced, and sometimes
there is no bonus at all.
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Fig. 26 Change in Labor Force
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Data source: 19-4 Population 15 Years Old and over by Labour Force Status and Sex - Labour Force Survey
(1948--2010)

Fig. 27 Change in Capital Deepening
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Data source: 19-4 Population 15 Years Old and over by Labour Force Status and Sex - Labour Force Survey
(1948--2010); 3-7 Gross Domestic Product and Expenditure Account - 68SNA, Benchmark year =
1990 and National Economic Account of 2010.
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Fig. 28 Annual Earnings of Regular Employees, 1000 Yen
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Data Source: 19-36 Regular Employees of Contractual Cash Earnings, Scheduled Earnings and Annual Special
Earnings by Sex and Age (Enterprises with 10 or more Regular Employees) (1985--2005),
Statistics and Information Department, Minister's Secretariat, Ministry of Health, Labour and
Welfare.

Fig. 29 Change in Per Capita Disposable Income, Unit: Yen
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Changes, The Statistics Bureau and the Director-General for Policy Planning of Japan.
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Fig. 29 shows the change of per capita disposable income over the period from 1955 to
2010. Real per capita disposable income (benchmark year 1990) increased fast and steadily
from 839 thousand yen in 1955 to 3,421 thousand yen in 1997. But it started to decline to
2,993 thousand yen in 2010.

Fig. 30 Unemployment Rate %
6
5
4
3
2
1

1948
1950
1952
1954
1956
1958
1960
1962
1964
1966
1968
1970
1972
1974
1976
1978
1980
1982
1984
1986
1988
1990
1992
1994
1996
1998
2000
2002
2004
2006
2008
2010

0

Data Source: 19-4 Population 15 Years Old and over by Labour Force Status and Sex - Labour Force Survey
(1948--2010), Statistical Survey Department, Statistics Bureau, Ministry of Internal Affairs and
Communications.

The unemployment rate has been rising recently. During the high economic growth period
of the 1960’s, it was as low as 1.1% or just above 1.0%. But it started to rise after the first oil
shock year of 1973 to 2.8% in 1986. In the bubble economy period of the 1980’s it dropped
to 2.1% in 1990 and 1991. Then it started to rise throughout the 1990’s and reached the peak
of 5.4% in 2002 and it is still high at 5.1% in 2010.

5. What Countermeasures Are There?
5-1. Increasing the Young Population
The problems Japan faces today are many and diversified. First of all, the rapid pace of
aging of society must be stopped. Relative to the size of Japanese land, it is better that the
population of Japan is smaller, but the population structure causes many serious problems.
The young working age population cannot sustain to support an increasing ratio of elderly
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population. The government takes various measures to increase the birth rate and increase the
young population. The young today do not get married. They get married very late in their
age so that they do not bear many children if they ever do. The creation of environment
where the young couples can bear and raise children without too much difficulty is important
and various specific measures are taken such as providing child allowance, building many
more nursery schools that charge low nursing fees, giving more paid holidays for bearing and
upbringing children. Ease of married housewives to return to the previous jobs so that they do
not have to sacrifice their careers for the children.
At the same time, the value of children has been declining. In the old days, children were
considered precious treasures as they were the only social security for their old age days.
Nowadays, it is easier to stay single and get support of the government in various welfare
measures in their old age. The burden is imposed upon those who get married and bring up
their children as these children are the ones who support the elderly people by paying taxes
and social security contributions.

5-2. Self Reliance of the Elderly People
With the change of population structure, the young working age population has to support
more elderly population if the elderly people simply rely upon social security for their life
after retirement. With longer life expectancy, they have to live on social security many more
years than before. The social security system has almost collapsed already because of too
much financial burden of supporting the elderly people.
Nowadays the retirement age is mostly 60 which means that the retired workers have to
live almost 20 years on social security, the pension benefits. The working age should be
extended so that the elderly people can support themselves by their working, perhaps to 75.
The jobs for the elderly people should be expanded without displacing work opportunities of
the young people. Life expectancy is increasingly longer, and the pension alone cannot
sustain their living after retirement at the age of 60 or 65.

5-3. Restoration of Fiscal Discipline
In the mass democracy, people do not want to pay taxes and want to get public services
free. The Japanese government had to meet public expenditures with public bond revenues as
current revenues such as taxes and charges are not sufficient. It has piled up enormous public
debt, more than 200% of GDP. Such enormous fiscal deficit and debt cannot be sustained and
even a nation or a local authority can get bankrupted. The rating of Japanese government
bonds has already been lowered and the confidence in them has been declining. To sell
government bonds, higher interest rates may be demanded or they simply cannot be
subscribed by the public. This is pure bankruptcy with all sorts of difficulties in the Japanese
society and economy.
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But fiscal discipline should be maintained in spite of popular Keynesian fiscal policy that
absorbs idle money in the private sector in the form of public borrowing. It is tempting for
politicians to raise money in the form of public bond revenues rather than tax revenues. But
there must be a limit to public borrowing. Even though the redemption of capital may be met
by issuing the same amount of new public bonds, the annual interest payment must be met by
current revenues such as tax revenues. The rating of Japanese government bonds is lowered
and the confidence in Japanese government bonds is falling. If the fiscal conditions of
Japanese government becomes dangerously low, the pressure from international institutions
such as OECD and IMF will be increased, and austerity measures will be imposed as the case
of Greece. Before such foreign interventions are imposed, Japan should give more
consideration to fiscal discipline rather than too much reliance on Keynesian fiscal policy.

5-4. Attracting More Foreign Direct Investment
Investment is extremely important both in creating effective demand and expanding
productive capacity and raising labor productivity. Japan’s domestic capital formation has
been very sluggish and decreasing domestic saving is invested abroad. China and India and
many other countries are enjoying very lively economy by inward foreign direct investment.
Japanese government must create more favorable environment for foreign investors and there
should be more deregulation for foreign investors. The mentality of Japanese people should
also change and become more pragmatic as the famous word by Deng Xiaoping who said
“what matters is not whether the cat is red or white, what matters is whether the cat catches
mice.”
Foreign direct investment made in Japan gives just as good effects as the investment made
by Japanese.

5-5. Importing Foreign Labor Force
Japan has been notorious in very strict immigration policy. Japan has been kept extremely
homogeneous with merits and demerits. Recently Japanese have been spoiled by long peace
and prosperity and do not have entrepreneurship, innovative minds, and hard work discipline.
Many foreign workers of developing countries are more eager to work hard and can
contribute to giving competition and stimulus to Japanese people. As the population of young
Japanese people is shrinking, it will supplement shortage of workers in Japan as well.

5-6. Reform of Education
The most lamentable condition of Japanese society is clear lack of qualified leaders with
high ability, lofty ideals and integrity, commitment to public interests. The Japanese
government today cannot decide anything and implement necessary policies. The same poor
conditions prevail among public servants, private company workers, and students in school.
- 38
36 -

They do not want to go abroad either as students, or workers of private companies or civil
servants such as diplomats. Japanese people would be more and more isolated from the
global trend and decline in relative position in the international community.
Too much egalitarianism has been stressed in Japanese education after the war and the
proper division of labor according to aptitudes and aspirations has been neglected. Noblesse
oblige once prevailed among Samurai class in the feudal Japan and the Japanese society
before the war. But in the mass democracy introduced into Japan after the war, it has been
regarded as something bad and discriminatory. This is the major factor of not producing good
leaders in Japan. And good leadership is pure public good that gives enormous benefit for all
nationals of Japan.

5-7. Managing the Society with Libertarian Principles
Nowadays, the government is demanded to provide too many public services and the
public simply extend hand for free provision of these services. But of course, the law of
scarcity prevails in real world and the government finance collapses. Too much stress on
welfare state is wrong and destroys the self reliance of individuals. Libertarianism should be
practiced more in today’s welfare states.
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Welfare and Work Requirements:
Lessons from the American Reform

Robert Rector
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Abstract
The welfare reform undertaken in the U.S. in 1996 required many welfare recipients work,
engage in training, perform community service, or undertake a supervised search for
employment. This reform showed that a “work requirement” of this sort can cause a sharp
and immediate drop in the number of persons receiving welfare and a surge in employment.
In the U.S., the number of recipients in the reformed program dropped by 50 percent within
five years.
The U.S. welfare reform provides much useful information on the role of work
requirements in welfare. These lessons can be summarized as follows.
1. “Work” requirements in welfare programs create fairness between taxpayers and
recipients. Taxpayers resent working hard to pay benefits to able-bodied recipients who
choose not to work. By requiring recipients to work or take actions leading to work,
requirements create fairness between taxpayers and recipients.
2. In practical terms, it is impossible to require a recipient to take a real job in the private
sector because employers will be reluctant to hire someone who appears unenthusiastic about
work and jobs may be temporarily unavailable. However, it is easy to require recipients to
undertake other activities such as supervised job search, training, or community service in
exchange for welfare benefits. Participating in these required activities reduces the incentive
to remain on welfare and make recipients eager to find real jobs.
3. The key to a successful work program is to require recipients to engage in supervised
activity for a large number of hours each week. The exact type of activity is not important;
the important point is to reduce the opportunity for the recipient to receive a welfare income
while idle. By removing the opportunity to receive “something for nothing”, the incentives to
be on welfare are greatly reduced. The number of new enrollments will drop substantially and
those receiving benefits will leave welfare much more quickly.
4. Requiring individuals to engage in constructive activities at the time they first enroll in
welfare is particularly effective in reducing dependence. For example, an individual who has
just applied for benefits could be required to immediately undertake six weeks of closely
supervised job search (in which he has to appear at the welfare office each day). This will
cause a sharp drop in the number of persons applying for welfare.
5. In the American experience, it was more important to change incentives and to alter
recipient attitudes and work habits than to provide specific vocational skills.
6. Prior to reform, it was generally claimed that work requirements were impractical
because there were not enough jobs available for recipients to take. This idea was inaccurate.
In reality, a lack of jobs was never a significant problem for reform.
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I. Introduction

The welfare system in the United States consists of “income-limited” programs. In contrast
to general government programs, benefits in “income-limited” programs are available only to
persons with low income. General government retirement programs which provide cash and
medical care to elderly and retired persons are not income-limited and are not therefore
“welfare” programs of the sort discussed in this paper.
The federal government in the United States operates over 80 different income-limited
programs which provide cash, food, housing, medical care, and social services to poor and
low income Americans. In 2011, spending on these programs reached $927 billion (or six
percent of gross domestic product). Around 100 million persons or a third of the population
receive aid from at least one of the programs. The average benefit comes to around $9,000
per person. Around half of income-limited spending goes to disabled persons. The other half
goes to able-bodied adults, predominantly single mothers and their families.
In 1996, the U.S. Congress enacted welfare reform legislation that completely restructured
the most widely known welfare program: Aid to Families with Dependent Children (AFDC),
a cash aid program that, for the most part, aided single mothers. The reform replaced the old
AFDC with a new program entitled Temporary Assistance to Needy Families (TANF). The
core principle of the reform was to require able-bodied adults to work, prepare for work, or at
least to undertake a supervised search for a job, as a condition of receiving aid.
The 1996 welfare reform was limited. Only one of eighty programs was reformed, albeit an
important one. Moreover, even within the new TANF program, the work requirements were
lenient: at any given time, less than half the work-eligible recipients were required to engage
in positive activities.
Nonetheless, the immediate effects of welfare reform were striking. During the four
decades prior to the 1996 welfare reform, the number of participants in the AFDC welfare
program had never significantly decreased. By 1995, nearly one in seven children in the U.S.
were on AFDC. Within just a few years of reform, however, the caseload in the AFDC/TANF
program was cut in half, and employment rates and earnings among the single mothers soared.
Rather than keeping people trapped on government welfare—for an estimated average of
13 years prior to the reform—the new law sharply reduced the number of people entering the
welfare and moved those on government assistance into work. Because employment provided
a higher income than welfare, child poverty rates declined significantly. Roughly 3 million
fewer children lived in poverty in 2003 than in 1995, including 1.2 million fewer black
children, marking the lowest level of black child poverty in the nation’s history.
The 1996 U.S. welfare reform provides many useful lessons for understanding the potential
role of work in welfare.
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II. Public Support for Work Requirements in the U.S.

The vast majority of Americans favor work requirements for welfare. A 2009 survey from
The Heritage Foundation showed that nearly all respondents agreed that “able-bodied adults
that receive cash, food, housing, and medical assistance should be required to work or
prepare for work as a condition of receiving those government benefits.” The outcomes were
nearly identical across party lines, with 96 percent of Democrats and 97 percent of
Republicans agreeing with this statement.
Table 1
Able bodied adults that receive cash, food, housing and medical assistance should be required to
work or prepare for work as a condition of receiving those government benefits
Agree
Liberal

92%

Conservative

97%

Democrat

96%

Republican

97%

Unfortunately, the left wing political elite in the U.S does not agree with this principle.
Despite lip service to the idea of work in engage for welfare, the left has sought to weaken or
limit welfare work requirements since 1996. These effort have weakened welfare reform,
particularly from 2002 to the present.

III. The Three Core Elements of a Work-based Welfare System

As noted, nearly all Americans agree that able-bodied adults receiving welfare should be
required to work or prepare for work. To implement this principle, welfare programs must
contain a “workfare” system. Any work requirement or workfare system must answer three
questions:

•

Who is required to participate? (This is usually defined as a percentage of caseload.)

•

What activities recipients will be required to participate in?
4
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•

How much activity will be required and over what time frame?

The answer to these questions provides the basic three-part core to any meaningful
workfare system.
Some might believe that a work requirement should just require individuals to work in a
wage-paying job; however, the issue is not that simple. Private employers will not hire
welfare recipients who appear unenthusiastic about work, and, in the short term, jobs may not
be available. A good workfare system takes a broader approach; when a job is not
immediately available, recipients are required to prepare or search for work under supervision.
If this requirement is sincerely enforced, the number of recipients obtaining jobs will go up
and caseloads will go down.

IV. Eight Positive Impacts of Work Requirements

Workfare (or requiring work-related activity for benefits) is a simple concept, but a good
workfare program will impact the welfare system in wide variety of ways. Overall, workfare
has eight different positive impacts on welfare recipients and society.
1. Workfare establishes fairness by requiring recipients to do constructive activity in
exchange for benefits. As noted the American public overwhelmingly believes that ablebodied adult welfare recipients should be required to work, prepare for work, or, at least,
seriously look for work, as a condition of receiving aid. Taxpayers resent the idea that
they should have to work while able-bodied welfare recipients get something for nothing.
Workfare transforms welfare from a one way handout into a system of reciprocal
obligation. Aid is given but positive behavior is required in exchange.
2. Workfare serves as a gate-keeping mechanism that targets aid to the truly needy.
Workfare can serve as a rational gate-keeping device monitoring and controlling entry
into welfare programs. By definition, able-bodied applicants for welfare claim that they
cannot find employment and therefore need aid from the taxpayer. In many cases this is
true; however, there are also large numbers of people who will take a free handout if the
government offers it, even if they don’t really need it. A work test applied at the point of
entry into a welfare program can help the government separate these two groups. If the
government requires recipients to begin serious efforts toward self-reliance at time of
enrollment, many of those who do not really need the aid will simply choose not to enter
the welfare rolls. Those who really cannot find employment or other support will receive
aid but will immediately be set on a path toward leaving welfare.

5
- 45 -

3. Workfare reduces unnecessary entries into welfare and shrinks the rolls. One
important consequence of workfare as a gate-keeping device is that it sharplydecreases
new applications and enrollments in welfare. This in turn leads to substantial decline in
caseloads. The sharp drop in the TANF welfare caseload after 1996 was caused as much
by a drop in new enrollments as by an increase in departures from welfare.
4. By deterring unnecessary entries into the welfare system, workfare increases longterm earnings potential. Time spent on welfare never looks good on a job resume.
Welfare dependence erodes work habits and job skills and reduces contacts with other
employed persons that can lead to future job opportunities. Unnecessary enrollment in
welfare therefore undermines an individual’s long term earnings potential and increases
the prospects for future poverty. Conversely, workfare, by deterring unnecessary
enrollments and spells of welfare dependence, tends to increase long-term earnings among
potential recipients.
5. Workfare reduces fraud. Workfare reduces fraud by decreasing the opportunity of
individuals to receive a welfare check while maintaining an unreported job. In TANF and
other welfare programs, monthly benefits are reduced as earnings are increased. A
prevalent type of fraud involves recipients who fail to report employment to the welfare
office. By hiding their employment these individuals are able to receive, illegally, full
welfare benefits and a wage as well. A rigorous workfare program which, for example,
requires a recipient to be at a supervised job search or training site each day, can eliminate
this type of fraud because the recipient cannot be two places at once. He cannot be at the
welfare office and his hidden job simultaneously. Faced with a rigorous workfare
requirement, most recipients with hidden jobs simply drop off the welfare rolls.
6. Workfare decreases the economic utility or attractiveness of welfare and therefore
shortens the length of time recipients remain on the rolls. Workfare reduces the antiwork incentives inherent in conventional welfare programs. Traditional welfare programs
(which include most means-tested aid programs in the U.S.) offer recipients income
without work. These programs reward idleness and discourage employment. Workfare
reduces the relative economic utility or attractiveness of remaining idle on welfare. For
example, a welfare program that provides aid, but requires a recipient to leave home and
participate in supervised job search at the welfare office four days a week, is substantially
less appealing than a program where a recipients simply sits at home and collects a check.
Workfare reduces the rewards to idleness and increases incentives to find a job; this
results in fewer enrollments, shorter spells of welfare dependence and smaller caseloads
7. Workfare programs provide job training, job search, job readiness skills, and
employment search services, all of which help recipients move from welfare into
6
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work. Workfare programs provide training, job readiness preparation, and employment
search services that help connect recipients to jobs. These services help recipients to
increase skills and find and obtain employment, thereby speeding the transition from
welfare to work.
8. Workfare reduces welfare caseloads and thereby producing savings for taxpayers. By
reducing unnecessary welfare enrollments and shortening spells on welfare, workfare
substantially shrinks caseloads thereby generating savings for taxpayers.

V. The Left, Work Requirements, and the Welfare State

To follow the political debate about work requirements and welfare reform in the U.S., it is
important to recognize that the political left in the U.S. largely rejects the goal of caseload
reduction. In addition, American liberals reject seven of the eight impacts of workfare
described above, regarding them as “punitive.” The exception is impact #7, increasing
employment through training and services. This goal has always been enthusiastically
accepted by liberals, particularly if recipients’ participation in training or job placement is
voluntary. Because the left rejects seven of the eight impacts of workfare, it has always been
hostile to workfare and has sought to curtail or displace it whenever possible.
Work requirements are designed to strongly “nudge” behavior. Their underlying motor is
the implicit threat to remove benefits if an individual fails to perform required activities.
While this sounds harsh, in most cases, it produces quick and positive changes in behavior.
But the ideological left sees welfare recipients, not as people needing a nudge to change
behavior, but as victims of social injustice. Most aspects of workfare are perceived as
“punishing the victim.”

VI. Work Requirements and the U.S. Welfare Reform of 19961)

In 1996 Congress enacted welfare reform through the Personal Responsibility and Work
Opportunities Reconciliation Act (PRWORA). As noted, this reform replaced the old Aid to
Families with Dependent Children program with a new program entitled Temporary
Assistance to Needy Families (TANF).

1)

The information about the effects of welfare reform in the U.S. is taken from, Robert Rector and Patrick Fagan,
“The Continuing Good News About Welfare Reform.” Heritage Foundation Backgrounder, February 6, 2003,
http://www.heritage.org/research/reports/2003/02/the-continuing-good-news
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There were three main elements to the welfare reform enacted in 1996. The first was a
change in funding structure: the old AFDC program had an entitlement funding system. If
caseloads went up, state governments received more federal funds. The new TANF program
had a fixed funding system: if caseloads increased state governments would be forced to bear
the extra cost. If caseloads fell, state government would continue to receive their fixed
amount of federal funds. Surplus funds could be used for other state projects.
Second, the reform law placed a five-year time limit on receipt of TANF benefits.
Although this provision of the reform law is widely known, it was almost entirely symbolic.
The time limit contained large loopholes. In the 15 years since enactment, fewrecipients have
been removed for reaching the five-year limit; the limit had little or no impact on overall
caseload reduction.
Third, the law contained mandatory work requirements: a portion of the TANF caseload in
each state would be required to work or prepare for work as a condition of receiving aid.
Although they are less well known than the symbolic time limits, the TANF work
requirements were the real motor behind welfare reform. Work requirements were the main
reason the TANF caseload fell rapidly during the first five years after 1996.

VII. Work Requirements in the TANF Program

The welfare reform law established a workfare system with the following three core
elements:
1. Around 30 to 40 percent of the “work eligible” adult TANF caseload was required to
engage in work activities.
2. Work activities were defined very broadly and include: unsubsidized employment;
subsidized employment; on-the-job training; up to 12 months of vocational education;
community service work; job search (for up to six weeks) and job readiness training; high
school education for recipients under age 20; and, high school education for those 20 and
over 20 if combined with other listed activities)
3. Individuals were required to engage in activities for 20 hours per week if a parent has a
child under six in the home and 30 hours per week if all children are over six.
This TANF workfare framework is simple and quite flexible. It allows states a wide range
of choices in fulfilling their participation standards. The TANF work requirements are a
compassionate aspect of welfare reform. For example, work requirements are more lenient
than time limits. With a work requirement, aid continues to be given as long as the recipient
behaves in a constructive manner.
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VIII. Consequences of Welfare Reform

Plummeting Welfare Dependence
The designers of welfare reform were concerned that prolonged welfare dependence had
negative effects on the development of children. Their goal was to disrupt inter-generational
dependence by moving families with children off the welfare rolls through increased work
and marriage. Since the enactment of welfare reform, welfare dependence has been cut by
more than half. In the first six years after reform, the caseload in the former AFDC (now
TANF) program fell from 4.3 million families in August 1996 to2.02 million in September
2002.

Total Caseloads, in Millions

Note : Shaded areas indicate economic recessions. Unshaded areas are economic expansions.
Source : U.S. Department of Health and Human Services and Department of Commerce

The decline in welfare dependence was greatest among the most disadvantaged and least
employable single mothers -- the group with the greatest tendency toward long-term
dependence. Specifically, dependence has fallen most sharply among young never-married
mothers who have low levels of education and young children. This was dramatic
confirmation that welfare reform is affecting the whole welfare caseload, not merely the most
employable mothers.
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Increased Employment
In the first six years after reform, the employment rate of single mothers increased
dramatically. Employment increased most rapidly among the most disadvantaged, least
employable groups.
•

Employment of never-married mothers increased nearly 50 percent;

•

Employment of single mothers who were high school drop outs rose by two-thirds;

•

Employment of young single mothers (aged 18 to 24) nearly doubled.

The effects of welfare reform were greatest among the most disadvantaged single parents - those with the greatest barriers to self-sufficiency. Both decreases in dependence and
increases in employment were most dramatic among those who have the greatest tendency to
long-term dependence; that is, among the younger never-married mothers with little
education.
Less Child poverty
The child poverty rate fell from 20.8 percent in 1995 to 16.3 percent in 2001. In 1995,
there were 14.6 million children in poverty compared with 11.7 million in 20012). Though
liberals predicted that welfare reform would throw more than 1 million additional children
into poverty, in reality some 2.9 million children escaped from poverty.
Less Black Child poverty
The decline in poverty since welfare reform was particularly dramatic among black
children. As Chart 1 shows, for a quarter-century prior to welfare reform, there was little
change in black child poverty. Black child poverty was actually higher in 1995 (41.5 percent)
than in 1971 (40.4 percent). With the enactment of welfare reform in 1996, black child
poverty plummeted at an unprecedented rate, falling by more than a quarter to 30.0 percent in
2001. Over a six-year period after welfare reform, 1.2 million black children were lifted out
of poverty. In 2001, despite the recession, the poverty rate for black children was at the
lowest point in national history.
Less Poverty Among Children of Single Mothers
Since the enactment of welfare reform, the drop in child poverty among children in singlemother families has been equally dramatic. For a quarter-century before welfare reform, there
2)

In the United States, a family is defined as poor if its cash income falls below specified thresholds. In 2012, the
annual income threshold for a family of four was around $22,000.
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was little net decline in poverty in this group. Poverty was only slightly lower in 1995 (50.3
percent) than it had been in 1971 (53.1 percent). After the enactment of welfare reform, the
poverty rate for children of single mothers fell at a dramatic rate, from 50.3 percent in 1995
to 39.8 percent in 2001. In 2001, despite the recession, the poverty rate for children in singlemother families was at the lowest point in U.S. history.

IX.Who Gets the Credit? A Good Economy or Welfare Reform?

Some would argue that the positive effects noted above were the product of the robust
economy during the 1990s rather than the results of welfare reform. However, the evidence
supporting an economic interpretation of these changes is not strong. The attached chart
shows the AFDC/TANF caseload from 1950 to 2000. On the chart, periods of economic
recession are shaded, and periods of economic growth are shown in white. Historically,
periods of economic growth have not resulted in lower welfare caseloads. The chart shows
eight periods of economic expansion prior to the 1990s, yet none of these periods of growth
led to a significant drop in AFDC caseload. Indeed, during two previous economic
expansions (the late 1960s and the early 1970s), the welfare caseload grew substantially.
Only during the expansion of the 1990s does the caseload drop appreciably. How was the
economic expansion of the 1990s different from the eight prior expansions? The answer is
welfare reform.
The national TANF decline has slowed since 2002. Critics of reform might argue that this
shows the state of the economy has been the dominant factor in the reduction of dependence.
While it is true that the slowdown in the economy is affecting the decline in caseload,
however, it is important to note the vast difference in trends before and after welfare reform.
Prior to the mid-1990s, the AFDC caseload remained flat or rose during economic expansions
and generally rose to a substantial degree during recessions. Since welfare reform, the
welfare caseload has plummeted downward during good economic times and declined more
slowly during the recession.
Thus, while the state of the economy does have an effect on AFDC/TANF caseloads,
irrespective of economic conditions, the difference in caseload trends before and after reform
is enormous. This difference is clearly due to the impact of welfare reform policies.
Another way to disentangle the effects of welfare policies and economic factors on
declining caseloads is to examine the differences in state performance. The rate of caseload
decline varies enormously among the 50 states. If improving economic conditions were the
main factor driving down caseloads, the variation in state reduction rates should be linked to
variation in state economic conditions. On the other hand, if welfare polices are the key factor
behind falling dependence, the differences in reduction rates should be linked to specific state
welfare policies.
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In a 1999 Heritage Foundation study, "The Determinants of welfare Caseload Decline,"
one of the present authors examined the impact of economic factors and welfare policies on
falling caseloads in the states. This analysis showed that differences in state welfare reform
policies were highly successful in explaining the rapid rates of caseload decline. By contrast,
the relative vigor of state economies, as measured by unemployment rates, changes in
unemployment, or state job growth, had no statistically significant effect on caseload decline.
Overall, the health of the economy in the mid and late 1990s did serve as a positive
background factor contributing to positive changes in welfare dependence, employment, and
poverty. It is very unlikely, for example, that the dramatic drops in dependence and increases
in employment would have occurred during a prolonged recession. However, it is also certain
that good economic conditions alone would not have produced the striking changes that
occurred in the late 1990s. It is only when welfare reform was coupled with a growing
economy that these dramatic positive changes occurred.

X. Welfare Reform and Child Poverty
A paper by Dr. Rebecca M. Blank, former member of the Council of Economic Advisers
under President Clinton, examined the link between welfare reform and child poverty.
Professor Blank analyzed the income of families with children from 1992 to 2000 and found
that incomes rose for all but the bottom 2 percent of families with children. Moreover, poor
families showed greater income gains than higher-income families, “suggesting that most
poor families experienced larger income gains than did most middle and upper-middle
income families.”
Dr. Blank's analysis shows a direct link between state welfare reform policies and rising
incomes among poor families. States with welfare reform programs that offered "strong work
incentives" showed greater increases in the income of single parents with children than did
states with weak work incentives.
In addition, Dr. Blank examined the effects of tough welfare reform "penalties" on the
incomes of poor single-parent families. Examining the impact of stricter time limits and
strong sanction policies that "provide a strong enforcement mechanism for women to
participate in welfare-to-work programs," she concluded that tough welfare policies had a
positive effect in raising the incomes of poor families. Overall, states with stricter time limits
and stronger sanction policies were more successful in raising the incomes of poor children
than were states with lenient policies. Dr. Blank stated that
states with strict or moderate penalties for not working
consistently show higher income gains among poor children
throughout the income distribution than do states with lenient
penalties.... [I]t is the more lenient states with softer penalties
where children's income seems to have grown least.
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XI. Welfare Reform After 2002

The Republican Party was overwhelmingly responsible for the 1996 reform law.
Unfortunately, Republicans greatly exaggerated the extent of the reform, misleading the
public; they claimed that the reform had “ended welfare.” In consequence, the public never
really understood that only one welfare program in 80 had been reformed. They failed to
understand that there were no work requirements in the important food and housing programs,
and that the work requirements in the TANF program were lenient and far from
comprehensive. Exaggerated claims about the extent of the 1996 reform, ironically, removed
the political impetus for further reform.
Before 1996, the American public was very hostile to welfare, believing it rewarded
idleness and parasitism. After 1996, the public, erroneously, came to believe that work
requirements had been established for all able-bodied recipients in all welfare programs.
Thinking that the welfare reform process was complete, public interest in the topic dropped
greatly. The public overwhelmingly approves of the 1996 reform law, but has never
understood how limited that law was.
At the same time, the left wing of the Democratic Party covertly intensified its opposition
to welfare reform and work requirements. Legislation in Congress quietly undermined the
TANF work standards. As public interest in reform lessened, the enthusiasm for work
requirements in the state government bureaucracies that implement the TANF program also
waned. (These bureaucracies have left of center ideologies and often operate with little
political supervision.) Modest work requirements were continued, but, critically, few states
sought to raise participation levels above 20 to 30 percent of the able-bodied adult in the
TANF caseload.
As a result of the above changes, the TANF caseload continued to fall although at a much
slower rate than in the 1996 to 2002 period. When economic recessions hit the U.S. economy
in 2001 and 2007, the caseload did not increase greatly. During the recessions, child poverty
rose although it remained well below the level reached during pre-1996 recessions. The
reform remains moderately successful but it is far weaker than it was before 2002.

XII. Lessons from the American Reform

The welfare reform enacted in the U.S in 1996 provides much useful information on the
role of work requirements in welfare. These lessons can be summarized as follows.
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1. “Work” requirements in welfare programs create fairness between taxpayers and recipients.
Taxpayers resent working hard to pay benefits to able-bodied recipients who choose not to
work. By requiring recipients to work or take actions leading to work, requirements create
fairness between taxpayers and recipients.
2. In practical terms, it is impossible to require a recipient to take a real job in the private
sector because employers will be reluctant to hire someone who appears unenthusiastic
about work and jobs may be temporarily unavailable. However, it is easy to require
recipients to undertake other activities such as supervised job search, training, or
community service in exchange for welfare benefits. Participating in these required
activities reduces the incentive to remain on welfare and make recipients eager to find real
jobs.
3. The key to a successful work program is to require recipients to engage in supervised
activity for a large number of hours each week. The exact type of activity is not important;
the important point is to reduce the opportunity for the recipient to receive a welfare
income while idle. By removing the opportunity to receive “something for nothing”, the
incentives to be on welfare are greatly reduced. The number of new enrollments will drop
substantially and those receiving benefits will leave welfare much more quickly.
4. Work requirements are extremely effective in reducing welfare caseloads (the number of
persons receiving benefits). It is not necessary for 100 percent of recipients to engage in
activities each week. If only a fifth of the caseload is required to undertake “activities” the
caseload will begin to fall. Recipients can be cycled through short term programs. For
example, a group of recipients might be required to participate in a six week program
aimed at improving attitudes and work habits. At the end of six weeks another group can
be put in the program; overtime the whole caseload can be processed through the program.
Even though the percent of recipients who are required to participate each week is low,
this type of system will significantly lower the number of persons receiving welfare.
5. Nonetheless the higher the weekly participation rate, the better. It is much more effective
to have half the recipients engaged in activities each week than to have ten percent.
6. Requiring individuals to engage in constructive activities at the time they first enroll in
welfare is particularly effective in reducing dependence. For example,an individual who
has just applied for benefits could be required to immediately undertake six weeks of
closely supervised job search (in which he has to appear at the welfare office each day).
This will cause a sharp drop in the number of persons applying for welfare.
7. In the American experience, it was more important to change incentives and to alter
recipient attitudes and work habits than to provide specific vocational skills.
8. Welfare reform in the United States was focused primarily on single mothers with children.
Requiring work in this group is difficult. The mothers must meet the dual tasks of caring
for children and employment. Requiring work for this group is more expensive because
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the government has to pay for formal child care for the children of low income employed
mothers. Work requirements are likely to be easier to implement among other able-bodied
groups such as adults without children or married couples.
9. Prior to reform, it was generally claimed that work requirements were impractical because
there were not enough jobs available for recipients to take. This idea was inaccurate. In
reality, a lack of jobs was never a significant problem for reform.

XIII. Conclusion

The welfare reform undertaken in the U.S. in the 1990’s required many welfare recipients
work, engage in training, perform community service, or undertake a supervised search for
employment. This reform showed that a “work requirement” of this sort can cause a sharp
and immediate drop in the number of persons receiving welfare and a surge in employment.
In the U.S., the number of recipients in the reformed program dropped by 50 percent within
five years.
However, the cost savings to government were less than the drop in the number of
recipients due to three factors. First, there is a cost to administer the work program. Second,
government had to pay for the child care costs of employed low wage mothers. Third,
government also chose to supplement the wages of these low-skilled employed mothers.
The reform also showed that, in the long-term, requiring welfare recipients to work is less
important than changes in family structure. The most important cause of child poverty and
welfare dependence in the U.S. is the erosion of marriage. In 1960, five percent of American
children were born outside marriage. Today, the number is 42 percent. These non-marital
births occur mainly in the least educated social classes.
Welfare reform did not fix this problem. Marriage rates continue to fall in low income
communities, and the number of children raised by single parents continues to increase. Low
skill single mothers inherently require many supports from government; a work requirement
cannot fully eliminate this need for aid. Children raised without a father in the home also
experience many disadvantages and behavioral problems compared to children raised by
married two parent families.
Thus, the most important lesson from the American reform experience is the following:
while work requirements are an important part of a rational welfare system, requiring work is
considerably less important the preserving the number of married two parent families.
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Session 2.
Directions of Welfare Policies in Korea

Speech 1

The Welfare State: a Jigsaw Puzzle?

Sven E O Hort
(Seoul National University)

“The economy determines elections these days…
Reforming the chaebol is an extremely difficult job
because it has to change Korea Inc.’s growth model
of the past 50 years. .. If these business giants were
responsible, law-abiding corporate citizens, like
their Swedish counterparts, the public outcry would
be quieter.”
The Korea Times Oct 13-14th 2012
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Abstract
State and welfare – can the two go together? It takes two for a tango, and there are
apparently parts of this world where the two stay close nevertheless are artfully in motion.
The counties highest on the ladder of life satisfaction are the Nordic welfare states Denmark,
Finland, and Norway. Sweden, the fourth and perhaps most well-known Scandinavian
welfare state is not lagging far behind its neighbours. Today, all four are vibrant market
economies where an export-oriented big business thrives, and has done so since the days of
Alfred Nobel. These are imagined welfare communities that stress democratic accountability,
environmental sustainable, equality, investment in research and development (Sweden on par
with Korea), strong public institutions, social justice and national and nowadays also
international cooperation and solidarity. These communities are also high tax states where
public income is generally regarded as private deposits in a national ATM that redistribute
social welfare benefits and services fairly evenly. Despite their present success, the world
looks with suspicion on these countries. Their way of workings do not go well together with
received wisdom. Intuitively, there is something fundamentally wrong with them. Thus, the
welfare state is still a dilemma for contemporary global thought and practice. In Korea, this is
visible almost every day as the presidential campaign goes on. Welfare and state do not easily
go together, neither here nor in many other parts of the world. Nevertheless the combination
works. The Nordic countries do surprisingly well, these days also in macroeconomic terms.
Four years ago, the Royal Academy of Science awarded the Prize in memory of Alfred Nobel
to EllinorOstrom, who passed away this spring. As a starter, I hint at her work as a partial
answer to questions posed by the welfare state experience.
The explicit recognition of the right of regional and local authorities to levy taxes to
finance public tasks – initially predominantly education and health, later also housing and
personal old age, disability and family/child services – became a foundation for later
expansion of social policies and democratic practices with the advent of industrial capitalism
and class politics. New human associations in civil society such as agricultural producer
cooperatives, employers’ federations and trade unions came to legitimize and substantiate
growing public welfare responsibilities and an emerging adjacent administration of civil
servants and professionals. Today, regional and local governments – the main providers of
welfare – are constitutionally on par with each other, and interdependence on the sub-national
level of public bureaucracy is characterized by cooperation and coordination, not hierarchy
and tutelage. This institutional set-up is supplemented and supported by national welfare
policies and programs.
Thus, the importance on the one hand of the regional and local power to levy taxes –
income tax in particular – and, on the other hand, constitutional coherence and rigour in
decentralizing political power and responsibility are two core issues to be further discussed in
context of the challenges posed in contemporary Seoul and Korea. Following these cornerstones a sustainable welfare society has been built and enlarged in Scandinavia based on noncorrupt public and private organizations; the rule of law and non-partisanship. Nevertheless,
conflicts over money and resources between competing social and political forces have been
a recurrent theme throughout the expansion of the Swedish welfare state both on the national
and the level of regional and local government. Hence the transformation of century-old
authority into a modern republic is still an invitation to bold approaches to the future in Korea
as well as Sweden, and improved prospects of a civilized and enlightened human world.
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1. Introduction: the welfare state - a dilemma for jigsaw lovers?
For jigsawers, the welfare state is a puzzle with more than two pieces: welfare and state.
The modern welfare state is embedded in rather harmonious, rich societies – welfare societies
– where happiness and well-being go together. People live in decency and dignity. These
peoples are not unaffected by the present global turmoil but they have learnt from their own
mistakes but humbly also from policy successes of others, and tried to adapt them to local
conditions. The counties highest on the ladder of life satisfaction are the Nordic welfare states
Denmark, Finland, and Norway. Sweden, the fourth and perhaps most well-known
Scandinavian welfare state is not lagging far behind its neighbors. True, Sweden has not been
plagued by war since Napoleonic times, and the warfare-welfare dilemma a reminiscent of
the past. But Finland was less than a hundred years ago in the midst of devastating civil war
and more recently both Denmark and Norway for five years occupied by Nazi-Germany.
Today, all are capitalist market economies where an export-oriented big business thrives, and
has done so since the days of Alfred Nobel. It is no longer Saab and Volvo, but Ikea and
Volvo. Nevertheless, these are societies that stress democratic accountability, environmental
sustainable, equality, investment in research and development (Sweden on par with Korea),
strong public institutions, social justice and national and nowadays also international
solidarity. These countries are also high tax societies where public income is generally
regarded as private deposits in a national AMT that redistribute social welfare benefits and
services fairly evenly.
Despite their present success, the world looks with suspicion on these countries. Their way
of workings do not go well together with received wisdom. Intuitively, there is something
fundamentally wrong with them. Thus, the welfare state is still a dilemma for contemporary
global thought and practice. In parts of the Western world, the US in particular where the fear
of the “Swedification of America” is on the run, and last month this was also visible in Asia
when the London Economist devoted an issue to its “next revolution” and the dangers posed
by the flowering of the welfare state (Sept 8-14th). In Korea, this is visible almost every day
as the presidential campaign goes on.Welfare and state do not easily go together, neither here
nor in many other parts of the world. Nevertheless the combination works. The Nordic
countries do surprisingly well, these days also in macroeconomic terms. Four years ago, the
Royal Academy of Science awarded the Prize in memory of Alfred Nobel to EllinorOstrom,
who passed away this spring. As a starter, I hint at her work as a partial answer to questions
posed by the welfare state experience.
The subtitle above contains four words – the welfare state puzzle – but for the lovers there
are much more into this game of jigsaw. To forego the conclusions – when the bits of pieces
have been put together – we may even end up with what fashionable economists love most of
all, an equation.But maybe there is no equation for a puzzle? Before I go this far, I will go
through the fundamentals of this jigsaw game.
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2. Human Societies and Human Evolution: the civilizing process
Human societies have been around for thousands of years but state-centered welfare
societies are a newcomer to the species known as human societies. During the last hundred
and fifty years, human evolution has brought about societies that to some extent have
overcome the warfare-welfare dichotomy. Germany is an important case in point, unification
a recent painful process if not overcome at least underway. No doubt we are still living in a
world of deadly conflicts between human beings, and the last century was one of the
bloodiest ever, nevertheless I think it is reasonable to argue with Norbert Elias that human
societies differ from the societies of other animals and species of the world in that they
contain a potential to evolve patterns of peaceful cooperation and coordination including
peaceful and institutionally regulated competition. I may be naïve and too optimistic though I
would like to consider myself as a pessimist of the intellect, a skeptic, nonetheless this
naivety is my fundamental starting-point.I do not fully subscribe to the Norwegian decision to
give the Nobel Peace Prize to the EU, but I understand it much better than a few years ago
US president Obama got it.The EU with all its drawbacks, and they are many, is part of an
ongoing civilizing process. This is the part of the world where the death penalty has been
relegated to history.
Human beings are rather murderous, a characteristic far from the world of welfare and
well-being. Human social evolution shares a basic framework with animal populations – their
mode of livelihood and population development – in terms of interdependence and interaction
with a natural environment. With most sexually reproducing animals, and particularly with
primates, we also share existential struggles for recognition, status and sexual access. Unique
to humans are two other factors which in interaction with the first three provide humanity
with exceptional temporal and spatial scales, with history and social variability, namely
culture and politics. It is within this framework the civilizing process has evolved on the
cultural and political level of society in interaction and interdependence – conflict and
coordination – with the three other levels. The power of knowledge – rationality – and the
power of persuasion and goal-attainment can drive and have driven the process of human
evolution. This is not to deny that there are also more violent processes around and
intertwined with these two aspects of the civilizing process.But in her research covering most
of the world as we know it, EllinorOstrom shows that voluntary cooperation works through
both carrots and sticks, and has done so for hundreds of years, if not thousands. The question
is if we are capable and have the capacities to draw the right conclusions against the
power/knowledge of the day.

3. Human capabilities and capacities – drivers of human evolution
The human capacity for cultural accumulation and transmission, and for politics of
collective action, enable them to develop our mode of livelihood or production and
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consumption, enable us to overcome many, though by no means all, environmental
constraints, and to elaborate a number of forms of recognition and respect, and of their
denials. Human beings are capable of many things including constructing a welfare state.
Human beings need other people for every aspect of their lives, and some people need
other people much more than others. There exist human “wolf children” but newborns are
conceived through other human beings, and like all other toddlers, children and adults of the
world they are dependent on others for their survival. The independent Individual is an
impossible and insane but much celebrated figure in (post-)modern thought, nevertheless an
inferior and impoverished type, a non-human impossibility, an alien from Bolly- or
Hollywood. In the real world, people cannot do without each other otherwise the human race
would disappear. In principle, every human being is capable to contribute to the social
arrangements around her or him, but there are of course many obstacles to peaceful
cooperation instead of forceful action and coercion, warfare whether it takes place in the
domestic sphere or in the outside world.
Having a basic security such as food for the day, even months and year, as well as other
necessary means of survival such as shelter and protection by other create a baseline for
human freedom of action and choice. But to be able to make clever steps ahead and rational
situational choices the capacity of learning is fundamental to construct and reconstruct, to
orient and reorient in an unsecure world. Korea belongs to a civilization – the Sinosphere –
that for thousands of years have revered a this-worldly approach to nature and culture, even
politics. In this part of the world, there are layers and sediments of experiences and thought
that has contributed and perhaps today more than ever contributes to social development.
This is not to say that you don’t have to learn out here. You have to, to my mind, to take bold
steps also for the future. Korea has achieved a lot during the last decades, and the human
capabilities and capacities of Koreans are impressive, to say the least. But today you live in a
stressful and not particularly happy society where the well-being of the great majority is up
for scrutiny. High suicide rates and low fertility rates should make you worry. If you take the
time and rethink your present understanding of the world and Korea, you may benefit from
other countries’ success one more time.

4. The welfare state as an anomali in modern society?
Welfare and state do not easily go together, I said at the beginning. Itis an anomaly.
Welfare on the one hand, state on the other – two pieces in a larger human evolutionary
societal puzzle; a civilizing process. Welfare exists on a scale between “fare well” to
“misfortune” – fare bad – and in addition its derogatory appendix: “wine and such welfare”.
Welfare intersecting with human beings, citizens and denizens equates not only with
individual welfare – human lives in decency and dignity, or its dialectical reverse, as well as
more or less formalized and institutionalized citizenship rights or entitlements and their
obverse, obligations – but also encapsulates social welfare, the well-being of society as a
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whole and its members, whether citizens or denizens, national or imperial, and the allocation
of resources following the social patterning of such societies. Thus, in a state- and nationbuilding biography the amalgamation of welfare and state is of late date and, thus, the notion
of welfare is still not self-evident to the same extent as a judicially and territorially defined
state and its human members; the nation-state sequentially presaged the welfare state.
Philologically, in Europe welfare has different connotations than in North America, and
these two continental significations are in uneven competition during the present age of
theglobal macro-constellations. Hence, despite that “to… promote the general Welfare” is
listed in the Preamble of the Constitution as one of the six fundamental purposes of the
government of the United States, there the implication of welfare is closely connected to
institutionalized help to poor people, and the poor alone as a select target group whether
deserving or undeserving (for instance gendered as “welfare queens”), while in Europe
welfare comprises institutionalized support to the population at-large – the universal welfare
state - or the workforce in a broad sense. Compassionate liberal-conservatives in particular in
the US but also found in Europe commonly complain that the welfare state punishes the
diligent and rewards the idle, while it transforms everyone into subservient taxpayers and
dependent clients of government.
Thus, the conclusion is that welfare and state should be kept separate. This combination
has been stretched to far. Once subjects to kings, queens, cardinals and archbishops, feudal
ladies and landowning squires, today modern female and male citizens and denizens belong
to rather well-defined communities under the nation-state umbrella: bond humans made free
to offerindividual capacities and capabilities on various more or less regulated markets as
well as organize, mobilise and express their concerns and voices through a number of
national institutions including in front of supposedly independent courts and judges (“the rule
of law”), and even allowed to exit such institutions as legal residents within defined
geopolitical borders. However, also mutual dependency and loyalty has its limits and states
are still sovereign and supreme organizations that reflect the distribution of power between
and within particular territories where its machinery exert coercive control and political
authority to extract resources from those living within their boundaries whether citizens or
subjects, whether rural or urban residents; the right to enter is, though, an entirely different
thing.
This is the anomaly that is still with us; the blend of state and welfare. The welfare state is
usually regarded as a top-down enterprise; the state taking command over society and the
distribution of welfare; its business, citizens and their capabilities and well-being
(“happiness”) – the start of the still ongoing ‘civilizing process’ of Western Europe. From
Bismarck to Beveridge welfare state policies were developed by creative policy makers and
inventive power holders to make possible a harmonious society (as the Chinese would say).
In a peculiar familiar Confucian way, the story goes from the top to the bottom of society;
Otto von Bismarck a powerful member of the new German court and, in the United Kingdom
or Great Britain, Sir William Beveridge awarded knighthood as an expression of Imperial
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delight. This was late 19th century and early 20th century Europe, still a period of warfare as
well as welfare. Moreover, this is a story that is still with us when the international business
press is looking at the flowering welfare state in Asia.
But there is another story to be told – the popular history of the Far North of Europe after
the great European revolutions 1789-1917. Scandinavia also belongs to this ‘world of welfare’
– maybe the Social Democratic regime type has been overexploited in the aftermath of the
publication of The Three Worlds of Welfare Capitalism: the influential work written by the
Danish-American sociologist GostaEsping-Andersen (1990). During the last decades, no
doubt the Scandinavian saga has on and off been told in a too rosy manner,
decommodification and equality being catchwords that does not always reflect reality. I say
this as a word of caution. Nevertheless there is another pathway or road to modernity in the
Far North of Europe, or at least other experiences than the ones made on the continent or the
British Isles. The welfare states of the Far North were on the periphery of Europe, but never
peripheral welfare states. The Scandinavian countries benefited from the proximity to the
European powers when welfare institutional development set out on the trail to the model
welfare state of the third quarter of 20th century Western Europe.

5. The universal welfare state
In pre-modern Scandinavia, the Lutheran state church was responsible for providing
welfare or poor relief as it was called before the advent of the welfare state, and the church
had the right to collect local taxes. Every human being was a member of the church, and the
head of the household had to pay the levies; usually the free family farmer cultivating and
working the land and simultaneously on and off – when the season was right (for instance
before or after harvest) – at the King’s table as a member of the Fourth Estate. With the
arrival of modernity the Estates was replaced by universal suffrage, restricted and male at
first, and the monopoly of the church gradually broke up, nevertheless parallel secular
regional and local authorities were awarded the right to tax its inhabitants of working age, not
only their property. Landowning crops and livestock raising family farmers became a
significant force in the sub-national system of public organization in particular after the
introduction in the mid 1860s of an elected secular government on the regional and local
level, and in the new bi-cameral national polity. Moreover, freedom of association spurred
the growth of the ‘free churches,’ Protestant churches that had broken away from
Lutheranism. The free churches attracted members from all strata of society, especially the
industrial and rural working classes. The reform also facilitated the emergence of other
organized groups in civil society, such as the consumer and producer coops, labour unions,
the temperance movement; collectively known as the popular (social) movements.
A hundred years ago, these movements – and political parties closely related to these
movements – became the foundation of the institutionalization of political and social rights in
Sweden – the gradually emerging welfare state. Thus, when the popular movements
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demanded a better deal than what the old regime had on offer there was an imagined
community of enlightened and responsible human beings – men and women as a mobilized
and organized body of bodies – ready to connect citizens and government not only on the
central level but also on the regional and local levels. Central government came to take on
macro-economic steering, active labour market policies, common pool resources institutions
such as social insurance for old age and industrial safety, (tertiary) education (primary and
secondary for long shared with local authorities; today predominantly under the authority of
local government), and all over shared the power of taxation with subnational government
(municipalities and county councils on par with each other).
From the old Constitution this modern macro-constellation of social forces inherited
formal representative institutions at the local and regional level of government, elected lay
people administering health and welfare, partly also education. Cleverly responding to strong
popular demands articulated through movements, parties and press (media), national
legislators – administrators and politicians – invested in local and regional administrative
capacity. In the new Swedish Constitution, local and regional levels of government are still
on equal standing, and their role has been deemed so essential it is enshrined in fundamental
law. As the first paragraph of the 1974 Instruction of Government explains: “All public
power in Sweden proceeds from the people. Swedish democracy is founded on the free
formation of opinion and universal and equal suffrage. It shall be realised through a
representative and parliamentary polity and through local government. Public power is
exercised under the law.”
This is the imagined welfare community of Sweden, a mix of an imagined national and an
imagined local community or factual common pool of resources;adult human beings –
females as well as males – as empowered citizens, tax-payers, voters, and welfare
beneficiaries. Coupled to this is a strong recognition of the rights of children as well as other
more or less vulnerable groups. The ambition has been to make possible a combination of
individual and group rights with an emphasis of the individual being supported by the group
of groups – the citizenry and the denizens of the country – through the state. The apparent
weakness is the decline of the mediating institutions, in particular the political parties that
compete in local and national elections. So far, however, electoral turn-out has, in
comparative perspective, still been rather high but party membership is on the decline. Other
institutions and associations may make up for this deficit, but that is far from obvious.
As mentioned local government is in the constitutional writing equal also to the regional
county councils – nowadays in some cases “regions” (actually part of EU newsspeak) – and
both types of government have the right to tax the inhabitants in the overlapping territory
under their respective jurisdiction. Geographically each county council or regions – the
supralocal level – in most cases include several municipalities, the local level; the exception
is the island of Gotland in the Baltic Sea where the two have merged into one authority for
reasons of administrative efficiency and rationality. Recognition that local and supralocal –
regional – empowerment can go hand in hand is crucial to understanding how
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decentralization in the egalitarian welfare state works in an imagined welfare community at
different territorial levels.
During the post-World War II era, public authorities on the local level were amalgamated
and streamlined to be able to respond to new tasks demanded by popular opinion and decided
by the gradual development of political democracy, party politics and corporatist interest
formation. Until the first decade of the new millennium regional government were unaffected
by mergers. The administrative change was closely linked to the enlargement of the public
sector and the build-up of the welfare state; those who worked the land and in the industries
and offices became masters of their own universe. New human associations in civil society
such as agricultural producer cooperatives, employers’ federations and trade unions came to
legitimize and substantiate growing public welfare responsibilities and an emerging adjacent
administration of civil servants and professionals. The latter was and is overseen by elected
politicians representing various political parties – controlling instance that voters can evaluate
in regular, fair and free election. Through clean and effective public organizations bonds
between citizens and administration were strengthened, and an imagined welfare community
saw the light of day not only on the national level but also on the local and regional level.
To pay taxes became an obligation controlled by the tax-payers themselves intimately
coupled to the emerging social rights of a life in decency and dignity; not a tax burden on the
individuals as perceived in conventional wisdom. This does not exclude conflicts of interests:
competition over money and resources between different social and political forces have been
recurrent events throughout the expansion of the Swedish welfare state both on the national
and the level of regional and local government. Resource allocation is constantly up for
scrutiny also in a rather harmonious welfare society. Socio-economic and cultural conflicts
cannot be solved by a simple electoral majority without taking into account the position(s) of
the Other(s); the dominant actors must be prepared to transcend political cleavages by
historical compromises to implement and legitimize transformative policy initiatives.

6. The contemporary welfare state caught between the global and the
local
During the present neoliberal era, welfare reform is in many respects distinctly different
from the previous era of constructing the welfare state. There are global reference points that
cannot be ignored though the welfare state still constitutes a national policy arena.
Deconstruction has been on the agenda though the welfare state has not been dismantled but
survived throughout Scandinavia including crisis-ridden Iceland far out in the North Atlantic.
Welfare state reconstruction is probable a better catchword and, paradoxically, what has been
called the death of Social Democracy is also the success of this approach and part of the
sustainability of the welfare state.
The hallmark of the Nordic reform model is the dual pressure – from above (for instance
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institutionalized competition within subnational government, and the “Inspectorate state”
under construction - where I have my doubts, to be true) and below through elected
politicians accountable and responsible before the local and regional electorate – and the
shifting balance over time between pressures from above and below. External forces such as
the OECD and the IMF should also be considered in any account and assessment of the
contemporary model.
Thus, this is the puzzle to be solved. Out there is a world rather hostile to the idea of the
high-tax welfare state. There are many pieces in this puzzle, among them numerous imagined
local welfare communities all around Scandinavia, in municipal terms – local government at
the lowest level – perhaps more than one thousand all together.
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Speech 2

Korea’s Welfare Expansion Policy as Political
Failure: Current Policy Issues and Discussion

Jin Kwon Hyun
(Director, Center for Social Cohesion, Korea Economic Research Institute)

This paper was prepared for presentation at the KERI international conference in 2012, which is held
in Seoul, South Korea. The author has much benefited from the paper and discussion with Dr. HyungSoo Park at Korea Institute of Public Finance. Of course, all remaining errors are mine.
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Abstract

Much has been discussed that the current welfare system was not well-designed, due to
many blind spots and expected financial deficit in future as it is the system of ‘low
contribution and high benefit’. However, politicians do not talk about the necessity of reform
in current welfare system. Our review shows that even current welfare system is not
sustainable, as it reaches around 130% of national debt in 2050 from 33% in 2010. We judge
that our current level of national debt is already more than suggested level which coincides
with potential economic capacity. If we do not want to give serious harm to economic growth
due to ill-designed welfare system, we need to reform current welfare system, from ‘low
contribution and high benefits’ to ‘low contribution and low benefits’, or ‘high contribution
and high benefits’, which depends upon social consensus. Thus, the expansionary proposals
of welfare spending from political groups should be restrained. However, it is so difficult, as
expansionary welfare policy is one phenomenon of ‘political failure’, which political market
is not working such that political private benefit is not equal to social benefit.

Keywords: Welfare expansion policy, Political failure
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I. Introduction
Korea had achieved successful economic growth, which was internationally renowed.
Several studies had been made to explain the miraculous dynamics of Korean economic
development1. One of the most plausible explanations is that the decision about economic
policy had been independent from the political decision. However, currently, Korea is posed
in a serious situation to determine the direction of economic policies, as it have political
schedule of electing the president at the end of this year. Politicians are eagerly pouring out
several pledges of expanding the level of welfare spending in order to attract voters’
popularity; anyhow these political proposals are contradictory to the economic reasoning.
Much has been discussed that the current welfare system was not well-designed, due to
many blind spots and expected financial deficit in future as it is the system of ‘low
contribution and high benefit’. At any rate, welfare becomes an important policy as Korea is
moving toward the advanced economy. Many serious economists insist that the ruthless
expansionary welfare policy will hinder our national economy in future. Thus, we need to
evaluate current welfare system and political proposals of expansionary welfare, under the
criteria of sustainable economic growth. We should look for a balanced approach to find
sustainable welfare policy with appropriate level of economic growth.
The purpose of this paper is to comprehensively examine the figures of welfare spending in
future, under current welfare system as well as politically proposed welfare policy2. We
review the changes in demography which influence the financial structure of welfare policy,
and show the change of national debt in future. We interpret the expansionary welfare
proposal of political group as ‘political failure’, as the public choice school has referred. We
discuss current policy debates in the perspective of economic reasoning. Finally, we conclude
with policy suggestions.

II. Overview of welfare spending in Korea
Korea has achieved rapid economic growth during l970’s and 1980’s. Government policy
had great role at that economic miracle period. However, the function of welfare policy had
been relatively weak, compared to the other economic policies. Figure 1 show the general
trends of each public spending with respect to GDP. Clearly, we see the lowest level in
welfare spending was during 1970’s. However, it shows a consistent rise over time.
Specifically, the proportion of welfare spending with respect to GDP was 1.3% during 19701982, 2.5% during 1983-1989, 3.2% during 1990-1996. Recently, it reaches around 7.7% in
2008, and 8.4% in 2011.
1
2

For example, Jwa (2005).
Hyun (2011) shows more theoretical and detailed argument for Korea’s welfare policy.
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Figure 1 Patterns of public spending in Korea over time

Data : Bank of Korea, Economic Statistical System.

We need to evaluate whether the level of welfare spending is appropriate for national
economy. International comparison might be the most popular way to judge this question.
Table 1 shows the trend of welfare spending, which is compared to GDP, over 1980-2007 for
OECD member countries. Clearly, we find that Korea has the lowest level, except Mexico, in
1980. However, it has been increased so rapidly over time, for example, 2.8% in 1980 and
7.6% in 2007. Even though the absolute level of welfare spending is relatively low, only the
increasing pattern might be the highest among OECD countries, except Mexico and Turkey.
Korea’s welfare spending was increased from 2.8% in 1980 to 7.6% in 2007, which indicate
2.7 times growth by 28 years.
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Table 1 Comparison of social expenditure with respect to GDP for OECD countries
(Unit: %)
2007(B)
B/A

1980(A)

1985

1990

1995

2000

2005

2006

Australia

10.3

12.1

13.1

16.2

17.3

16.5

16.1

16.0

1.5

Austria

22.4

23.7

23.8

26.6

26.7

27.4

27.0

26.4

1.1

Belgium

23.5

26.0

24.9

26.3

25.4

26.4

26.4

26.3

1.1

Canada

13.7

17.0

18.1

18.9

16.5

17.0

16.9

16.9

1.2

Chile

10.2

10.2

10.2

11.4

13.2

11.2

10.5

10.6

1.0

Czech Republic

16.0

16.0

16.0

18.2

19.8

19.5

19.1

18.8

1.1

Denmark

24.8

23.2

25.1

28.9

25.7

27.2

26.6

26.1

1.0

Estonia

14.1

14.1

14.1

14.1

14.1

13.2

12.8

13.0

0.9

Finland

18.1

18.1

24.1

30.7

24.2

26.0

25.8

24.8

1.3

France

20.8

26.0

24.9

28.5

27.7

29.0

28.6

28.4

1.3

Germany

22.1

22.5

21.7

26.8

26.6

27.2

26.1

25.2

1.1

Greece

10.2

16.0

16.5

17.3

19.2

21.0

21.3

21.3

2.0

Hungary

20.3

20.3

20.3

20.3

20.3

22.6

22.9

22.9

1.1

Iceland

13.7

13.7

13.7

15.2

15.2

16.3

15.9

14.6

1.0

Ireland

16.7

21.3

14.9

15.7

13.3

15.8

15.8

16.3

0.9

Israel

16.7

16.7

16.7

16.7

17.1

16.5

15.9

15.5

0.9

Italy

18.0

20.8

20.0

19.9

23.3

25.0

25.1

24.9

1.7

Japan

10.4

11.2

11.3

14.3

16.5

18.6

18.4

18.7

1.7

Korea

2.8

2.8

2.8

3.2

4.8

6.4

7.4

7.6

2.7

Luxembourg

20.6

20.2

19.1

20.8

19.8

23.0

21.8

20.6

1.0

Mexico

1.7

1.7

3.3

4.3

5.3

6.9

7.0

7.2

4.2

Netherlands

24.8

25.3

25.6

23.8

19.8

20.7

20.3

20.1

0.8

New Zealand

17.0

17.7

21.5

18.7

19.1

18.1

19.0

18.4

1.0

Norway

16.9

17.8

22.3

23.3

21.3

21.7

20.4

20.8

1.2

Poland

14.9

14.9

14.9

22.6

20.5

21.0

20.8

19.8

1.3

Portugal

9.9

10.1

12.5

16.5

18.9

22.9

22.9

22.5

2.2

Slovak Republic

18.8

18.8

18.8

18.8

17.9

16.3

16.0

15.7

0.8

Slovenia

22.9

22.9

22.9

22.9

22.9

21.9

21.5

20.3

0.8

Spain

15.5

17.8

19.9

21.4

20.4

21.4

21.4

21.6

1.3

Sweden

27.2

29.5

30.2

32.0

28.4

29.1

28.4

27.3

1.0

Switzerland

13.8

14.7

13.5

17.5

17.8

20.2

19.2

18.5

1.3

Turkey

3.2

3.1

5.7

5.6

5.6

9.9

10.0

10.5

3.2

United Kingdom

16.5

19.4

16.8

19.9

18.6

20.6

20.4

20.5

1.2

13.2
United States
Data: OECD statistics.

13.1

13.5

15.4

14.5

15.8

16.0

16.2

1.2

(%)
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III. Demographic characteristics
Welfare spending is highly related to the aged population. First, we examine the change in
aged population, as Table 2 shows. We have 7.2% of aged people in 2000 and almost 11.8%
in 2012, which indicate the aging society. Our projection shows that Korea would be aged
society with 14.3% in 2018. Furthermore, it will be ‘super aged society’ in 2026 with 20.8%.

Table 2 Percentage of people aged 65 more
(Unit: %)

YEAR

RATE

SOCIETY TYPE

2000

7.2

aging society

2012

11.8

aging society

2018

14.3

aged society

2026

20.8

super aged society

Data: National Statistical Office.
Note: We define society by comparing the proportion of more than 65 years population as follows; aging society
7-14%, aged society 14-20%, super aged society, over 20%.

We found that Korea’s welfare spending was relatively low compared to the other countries.
However, it is just simple comparison with one index of welfare spending. We need to
compare demographic characteristics among countries. Table 3 shows the comparison of
sizes of aged population with other countries. Korea has definitely much lower level of aged
population, compared to Japan, USA, and OECD average value. The lower level of welfare
spending can be questionable in the future in Korea. Moreover, the aged population in Korea
will be higher in 2030 with 24.3% of the total population, which is higher than the OECD
average. At worst, Korea will have 38% of aged population in 2050, which might be much
higher than OECD average of 26% and world average of 16%. The change of aged
population gives us an important implication on welfare spending. Even though Korea has
much lower level of welfare spending, its level will be dramatically increased in future.
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Table 3 Changes in aged population for OECD countries
(Unit: %)
2000

2010

2030

2050

Korea

7.2

11.0

24.3

38.2

Japan

17.4

23.1

31.8

39.6

USA

12.4

13.0

19.3

20.2

EU (27 countries)

15.7

17.5

24.4

29.3

OECD average

13.0

14.8

21.5

25.8

World average

6.8

7.6

11.7

16.2

Korea will have too much dynamic change in aged population, as Table 4 shows. Korea
takes 18 years to transform from aging society to aged one, which other advanced countries
experienced the same with much more years. For example, France took 115 years to reach the
aged society. Our projection shows that Korea will take just 8 years to become super aged
society. This information might give us important warning for welfare policy in Korea. Even
though current welfare spending in Korea is relatively lower than the other advanced
countries, it does not mean that Korea should increase current level of welfare spending.
Even though current welfare spending is relatively lower, dramatic increase of aged
population in near future will naturally lead to much increase in welfare spending.

Table 4

Elapsed years for society change
(Unit: years)

Country

Aging → Aged society

Aged → Super aged society

Korea

18

8

Japan

24

12

Germany

40

38

USA

71

17

Sweden

85

39

France

115

40

Birth rate, in addition to aged population, is another important factor to determine the level
of welfare spending. Figure 2 show the comparison of birth rates in OECD countries. Korea
has the lowest level of 1.23, far lower than the OECD average rate, 1.74. This finding, in
7
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addition to the change in aged population, has important implication for the future welfare
policy. As welfare spending is determined by demographic characteristics of each country, the
future welfare policy in Korea will have completely different paradigm from the current one.
With more aged population and less working ones, more welfare spending and limited
revenue capacity are expected, unless we do have enormous economic growth in future.

Figure 2

Birth rates in OECD countries
Unit: %

2.5
2

2.01

1.94

OECD average 1.74

1.90

1.37

1.5

1.36

1.23

1
0.5
0
USA

England

Australia

Japan

Germany

Korea

Data: OECD.
Note: Korea is 2010, the rest is 2009 base year.

IV. Welfare expansion as political failure

1. Current political situation
The year of 2012 is important, as it has political elections for national assembly members
in April and the president in December. Political parties have been trying to develop fancy
welfare policies without revenue consideration, to get voters’ attention. Lately, the expansion
of welfare spending had been so popular policy among every political party regardless of left
– wing or right - wing. Mostly, it has focused the expansion of social service, including child
care, college tuition, and etc. Those social services used to be not free for all nation people.
However, political parties advertise that those services shall be provided free for all if they
get the power. For example, child care service will be free for all households with children
under 5 years old. Also college tuition will be decreased to of half the level from current one.
The point is that the politicians develop fancy welfare expansionary policies without paying
any attention to how to get the money to provide it.
8
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Political competition for welfare expansion was unusual for the Korea’s political history.
Political decision-making had been well coordinated so far with economic guidelines.
However, this political process was completely changed to win the political competition,
even though those policies would severely hurt the national economy. Our current political
market might be explained through the perspective of public choice. As voters are rationally
ignorant, the expansion of public spending without referring to whom will be going to pay it,
might be beneficial to only political competition. Moreover, those policies of welfare
expansion eventually will lead to serious situation in government finance. We have already
seen what is going on with several European countries, including Greece, Italy, and Spain.
The existence of gap between private (political) interest and social interest is called to be
‘political failure’, as market failure in economic market. It is not moral problem of politicians,
but institutional problem. We need to build the institutional design to solve this political
failure, not to persuade politicians to do the economic decision.

2. Current welfare expansion policy
Table 5 shows the projections of government finance under current welfare system, as well
as welfare proposal for each political party, which was estimated by Park (2012)3. Current
welfare system also has lots of problem, as it was designed with ‘low contribution and high
benefit’, especially in public pensions and public health insurance. Specifically, public
pension in Korea, which is not pay-as-you-go system but funded system, is the system which
the benefits are two times higher, on average, than the contribution. Thus it is no doubt that
public pension system will be bankrupted in the future, estimated to be in 2060, under the
current structure which was introduced in 1988. We need to issue more government bonds
(debt) to solve this financial problem of accumulated deficit. One estimate shows that
national debt ratio with respect to GDP would be almost 130% in 2050, much higher than
current one of 33%. This estimate was based on the assumption that welfare is financially
supported by only national debt without the increase of tax burden. This value is also much
higher than 98% of OECD in 2010. As political parties promised to expand welfare spending,
the projection of national debt will be definitely increased. It reaches around 154% for the
proposal of major political party, and 165% for that of minor political party in 2050.
Moreover, the seriousness of welfare expansion proposals can be easily recognized by
comparing it to the OECD’s national debt. Compared to the current national debt locating on
30% of OECD’s, the projected ones run far above in 160% for major party, and 170% for
minor political party in 2050.

3

Cho and Yoo (2012) show the cost estimation for the political welfare pledges in details.
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Table 5 Projection of public finance with welfare expansion
(Unit : %)
Korea
currently
(2010, A)

Baseline
project
(2050)

The central
government total
expenditure/GDP

25.1

Public exp/GDP

Division

worst-case
scenario(2050)
Major
party
(B)

Minor
party
(C)

35.4

40.5

42.6

30.9

43.6

49.8

SOCX/GDP

9.6
(2009)

21.4

Tax burden ratio

19.4

National burden
ratio
Government debt
ratio
Data: Park (2012).

Comparison with
OECD

OECD average
(2010, D)

(A/D)

(B/D)

(C/D)

-

-

-

-

52.4

44.6

0.7

1.1

1.2

22.6

24.5

19.2
(2007)

0.5

1.2

1.3

20.1

23.6

24.7

24.6
(2009)

0.8

1.0

1.0

25.1

29.5

33.3

35.1

33.8
(2009)

0.7

1.0

1.0

33.4

128.2

153.9

165.4

97.9

0.3

1.6

1.7

As public pension and public health insurance are major systems which account for the
biggest budget amounts, we examine the projection of their sizes under the current welfare
system. Table 6 shows these values of projection. The size of public pension (1.9%) in Korea
is relatively lower than that of OECD (7.4%). The reason is that Korea’s public pension was
introduced in 1988 as the funded system, so that currently pension benefit is much less than
its contribution. However, most developed countries has long history to execute the public
pension system, for example, Sweden in 1903, Germany and France in 1928, and Japan in
1939. The year of 2050, when Korea’s public pension will be mature, will have completely
different figure, which indicates almost 11% with respect to GDP. The size of public health
insurance will be around 7%, which is twice higher than that in 2007. Consequently, the
increase in two major welfare spending will lead to big change in welfare policy.

Table 6

Projection of social expenditure with respect to GDP
(Unit : GDP compared, %)

Country

Public pension

Health

(2007)

1.9

3.5

(2050)

10.7

7.1

7.4

5.8

Korea
OECD average (2007)
Data: Park (2012).
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We found that our welfare system will lead to dramatic increase in the level of national
debt under the assumption of no change in tax burden, the change from 33% in 2010 to 130%
in 2050. What does the figure change tells us? Figure 3 shows simple comparison of Korea’s
change with current European countries. We may divide European welfare policy into four
groups; Anglo - saxon countries with low contribution and low benefit, southern European
countries with low contribution and high benefit including Greece, Spain, and Portugal, and
Northern European countries with high contribution and high benefit including Sweden,
Norway, Denmark. In 2030, Korea’s welfare system will be grouped as Anglo-Saxon
countries, however, in 2050, it will go to Southern European countries, like Greece and Spain.
Figure 3

Korea’s dynamics in national debt with welfare expansion

National burden rate
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40
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Anglo-Saxon

35

Spain
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2030 Korea
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Western Europe

Italy
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Germany

2050 Korea

Southern Europe

Japan

2010 Korea

20
5

10

15
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Data: Park (2012)
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30

35

Social Expenditure(SOCX)

Data: Park (2012)

3. Problems of current welfare system
Current welfare system in Korea has many problems, as it has blind spots. Even though it
needs urgent reform, political groups do not mention any necessities for reform and just
advertise the possibility of welfare spending expansion without specific revenue planning. As
the reform of current welfare system requires huge conflicts between the interest groups, it is
politically beneficial to address the welfare expansion policy without any reform of current
welfare system.

11
- 79 -

We examine our weakness of current welfare system in details. One of most serious
problems is blind spots in welfare system, as Table 7 shows. Public pension for aged
population has two branches; public pension and basic old-age pension. For public pension,
almost half of all aged population does not participate in it, as they do not have enough
current income. Currently, poverty ratio for aged population is around 45%, which is three
time higher than 13.5% of OECD average. For basic old-age pension which is eligible for 65
years or more under 70% income level, only 67% of eligible aged population gets this benefit.
For public assistance for people under poverty, which occupies around 5.6% of all population,
almost 2.4% does not have public assistance as they are not eligible due to administrative
requirement such as no family, etc. For public health insurance, almost 6.5% of eligible
population cannot have benefit as they have delinquency in payment.
Consequently, it may be evaluated that Korea’s welfare system is ill-designed. As we
discussed earlier, it has serious financial structure with low contribution and high benefit.
Even though considering these shortfalls, more serious one is that there exist the blind spots
in welfare network. The welfare as social insurance should be well organized to provide all
population with appropriate benefit. That is why we need to have reform in current welfare
system. However, political groups under severe political competition do not want to reform,
not even to mention the reform of our welfare system, as it is a risky argument for political
competition.
Table 7

Blind spot of Korea’s welfare system
Apply to the target
Unit cost

Spending
scale

Payment
exceptions people
and Defaulters are
16.5% of the
population as
possible to join

Income
replacement
ratio 42.1%
(73.5% of
OECD average
57.3%

12.4
trillion
won

Actual supply
ratio of 67%

-

5% of A value
(Maximum
89,600 won)

2.97
trillion
won

3.2% of the
population

2.4% of the
population who
fail to meet
obligor criteria
etc.

149.55 million
won
(Based on 4
persons)

7.9 trillion
won

6.5% of the
population
covered by
insurance,
including longterm arrears etc.

Fee-for-service

40.6
trillion
won

Join to target

Join ratio/
Utilization
ratio

Blind spot

National
pension

60.4% of the
population as
possible to
join

48.6% of the
population as
possible to
join

Basic old-age
pension

65 years and
over 70% of
the population

Public
Assistance for
poverty

Population of
less than the
minimum cost
of living is
5.6%

Division

Public Health
Insurance

Applicable population, 90% of
the total population

Data: Park (2012)
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V. Policy Issues
In this section, we discuss the current three policy issues that have been critically debated
in Korea. Our discussion is based on the perspective of economic reasoning.

1. Is Korea’s welfare spending low?
Politicians and professionals who insist on expansion policy of welfare spending insist that
our welfare spending is too low compared to OECD countries. For example, our size of
welfare spending with respect to GDP is 7.6%, however, OECD average is 20.6% which is
three times higher. This index has been popularly used to support the expansion policy of
welfare spending. However, it is not logically complete. Simple comparison of its sizes is not
relevant to decide the welfare policy direction. Welfare spending is determined by many
different factors. One of most important factor is the level of tax burden. Welfare spending is
not free, as someone should pay for it. Thus, it is natural that the country with high tax
burden might have higher level of welfare spending. Figure 4 show this relationship between
tax burden and welfare spending, which is definitely a positive one.
We estimate the statistical relationship between the level of tax burden and welfare
spending by using OECD countries data as follows:

ln (welfare spending) = -1.84 + 1.34 ln (tax burden), R2 = 0.75, Sample size=29
(t=9.0)

Definitely we find that tax burden is statistically significant factor to determine the level of
welfare spending. Moreover, when tax burden is increased by one percent, the level of
welfare spending will be increased by 1.34%. Thus, we understand that the country with high
tax burden will have progressively more welfare spending. Thus it is natural that Korea
which has relatively low level of tax burden might have low level of welfare spending.
We examine this relationship with more specific numbers for several typical countries, as
Table 8 shows. Sweden has 27% of welfare spending which is three times higher than that of
Korea, however, it has also high tax burden of 49% which is almost twice higher than that of
Korea. Korea has much less welfare spending, compared to OECD average, which is almost
one third. However, tax burden including social security in Korea is 25%, however, OECD
average is 10% higher than that of Korea.
We may say that Korea has low level of welfare spending. However, it does not mean that
we should increase its level up to the point of OECD average. The reason that we have low
level is that we have low level of tax burden. Thus, if we want to increase the level of welfare
13
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spending, we should insist to increase our level of tax burden first. Without mentioning the
tax burden beforehand, debates whether we should increase our welfare spending or not is
irrelevant.
Figure 4 Relationship between tax burden and welfare spending
Social Expenditure / GDP
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5
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Table 8 The relationship between tax burden and welfare spending for OECD
Country

Tax / GDP

Social Expenditure / GDP

France

43.5

28.4

Germany

36.2

25.2

Greece

31.2

21.3

Japan

28.0

18.7

Korea

25.0

7.6

Norway

44.0

20.8

Sweden

49.0

27.3

UK

36.1

20.5

US

28.3

16.2

OECD Total

35.7

20.6

Data: OECD Tax Stat.
14
- 82 -

2. Should welfare benefit be provided for the poor only or for all?

Political groups which have tried to expand the welfare spending, have focused on social
services including child care, and college tuition. The direction of welfare expansion has been
simply described as the choice between universal welfare and selective welfare, and been
severely debated among academic professionals and politicians. The expansion of social
service for whole population, irrespective of their income levels, has been viewed as
universal welfare. However, this jargon is not precise to discuss our direction of welfare
policy.
Welfare system has three different branches, which are public assistance, social security
including public pension and public health, and social service. These three have different
properties in essence. Public assistance should be selective as its benefit is confined to the
poor. However, social security system should be universal as participation is mandatory. The
policy of social service should be determined by people’s consensus. Currently, our system of
social service, including school lunch and child care, is selective which provides for the poor
only. People except the poor should pay for social service as private goods or service.
Political groups want to expand this social service from selective to universal system. As
nobody denies free lunch, the universal welfare system will give political group more
probability to win the political competition.
There are several reasons why social service should not be universal. First, we need to get
people’s consensus to increase our tax burden to expand the social service universally.
Without the social agreement of increasing tax burden, the expansion of current system
toward universal social service is just political campaign and is not good policy for economic
situation. Otherwise, it will lead to higher level of national debt. Second, the universal
provision of social service, irrespective of their income levels, is not efficient. It is well
explained in public finance literature as ‘the tragedy of commons’. As it is free, all resources
will be over-consumed which eventually lead to distorted allocation of goods or services.
Third, universal provision of social service requires more tax burden and big government.
Tax essentially creates the excess burden or inefficiency costs as it distorts the behavior of
economic agents. Moreover, big government makes many interest groups to pursue the rent
seeking behavior, which is an extra social cost.

3. Is welfare policy sustainable?
As we reviewed earlier, our projection under current welfare system would be around 130%
of national debt. We need to evaluate whether or not this level is sustainable in national
economy. There are several studies to estimate the critical value of national debt which does
not undermine potential growth capacity, for example, Cecchitti et. al. (2011), Reinhart and
Rogoff (2010). Their estimates are around 40-60% for developing countries and 80-100% for
advanced economies. However, we need to have more conservative estimate, as Korea has
one unique situation which other countries do not have. It is the possibility of unification with
15
- 83 -

North Korea. If unification is realized, government debt and tax burden would be
dramatically increased. With the consideration of Korea’s unique situation, Park (2012)
estimated its critical point of national debt as around 25%. This value is consistent as
government’s estimate of long-term public financial goal. Government promulgated the
schedule to decrease the level of national debt into 25% as its mid-term public financial
planning.
Conclusively, we may judge that our current level of national debt is already more than
suggested level which coincides with potential economic capacity. If we do not want to give
serious harm to economic growth due to ill-designed welfare system, we need to reform
current welfare system, from ‘low contribution and high benefits’ to ‘low contribution and
low benefits’, or ‘high contribution and high benefits’, which depends upon social consensus.
However, irrespective of these arguments, welfare expansion proposal from politicians should
be constrained, as it definitely leads to dramatic increase in national debt. The problem is
how to stop politician’s welfare expansion aptitude.

VI. Conclusions
Korea’s current welfare system has blind spots and will have huge financial deficit.
However, politicians do not talk about the necessity of reform in current welfare system. Our
review shows that even current welfare system is not sustainable, as it reaches around 130%
of national debt in 2050 from 33% in 2010. Thus, the expansionary proposals of welfare
spending from political groups should be restrained. However, it is so difficult, as
expansionary welfare policy is one phenomenon of ‘political failure’, which political market
is not working such that political private benefit is not equal to social benefit.
We should stop the expansionary welfare proposals from political groups. The problem is
how to stop it, as welfare policy is determined by politician, not by economic professionals.
We need to access two different approaches. One is supply-side, which is institutionally
constrained not to increase the level of national debt. Fiscal rule should be executed.
However, it should be legalized to prevent the politicians’ behavior4. Second is the demandside, which makes voters wise enough to believe that there is no free lunch. If voters do not
want fancy populism welfare proposal without exact revenue planning, politicians would not
provide them with free welfare good for political competition.

4

IMF (2009) show the international survey for the countries that have introduced fiscal rule system.
16
- 84 -

References

Cecchetti S. G., Mohanty M. S. and F. Zampolli, “The Future of Public Debt: Prospects and
Implications,” BIS Working Papers, No. 300, 2011.
Cho, G. L, and J. S. Yoo, Cost estimation and implication of the political welfare pledges,
Korea Economic Reserch Institute, Policy paper, 2012. (in Korean)
Hyun, Jin Kwon, Welfare debate: what is the problem and where should we go?, Center for
Free Enterprise, 2011. (in Korean)
IMF, Fiscal rules: anchoring expectation for sustainable public finance, 2009.
Jwa, Sung-hee, Firms, markets and economic development, paper presented at the
AEA/ASSA annual meeting in Philadelphia, 2005.
Park, Hyung Soo, Long term projection of public finance and policy direction, Paper
presented at KIPF 20 years celebration seminar, 2012. (in Korean)
Reinhart C. M. and K. S. Rogoff, “Growth in a Time of Debt,” American Economic Review,
Vol. 100 No. 2, 2010, 573~578.

17
- 85 -

- 86 -

Speech 3

Employment Friendly Workfare Policies:
The Case of Danish Activation Policies

Jon KVIST
(Professor, Centre for Welfare State Research, University of Southern Denmark)

1 - 87

Abstract
Under the heading of flexicurity Danish activation policies receive international attention
because of their perceived ability to curb unemployment and boost employment. Indeed
activation has undergone a remarkable transformation in its objectives, target groups and
design. From the initial curbing of unemployment among insured unemployed through
standard activation offers, the aim of activation today is also to increase labour supply among
non-economic active groups through individually tailored programmes. Danish activation
policies thus embrace not only active labour market policies but also social and integration
policies. Despite widespread popularity and belief in the positive effects of activation, little is
actually known about its overall impact on the Danish economy.

Keywords: activation policies, flexicurity, employment effects, Denmark
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1. Introduction
Activation policies form a crucial part of Danish economic policy. From initially
combating unemployment in the mid-1990s, the chief goal of activation policies in the 2000s
shifted to increasing labour supply. Denmark today has not only the lowest unemployment
rate in the European Union but also the highest employment rate, outperforming the United
States (see table 1). No wonder this employment performance make other European
governments, especially those of continental European, focus attention on her activation
policies.
Table 1 Unemployment and employment rates in Denmark, Germany,
United Kingdom and the United States, 1995-2006

EU 15

Denmark

Germany

United
Kingdom
United
States

1995

1996

1997

1998

1999

2000

2001

2002

2003

2004

2005

2006

Unemployment rate

10.0

10.1

9.8

9.2

8.5

7.6

7.2

7.5

7.9

8.0

7.9

7.4

Employment rate

60.1

60.3

60.7

61.4

62.5

63.4

64.0

64.2

64.3

64.7

65.3

66.0

Unemployment rate

6.7

6.3

5.2

4.9

5.2

4.3

4.5

4.6

5.4

5.5

4.8

3.9

Employment rate

73.4

73.8

74.9

75.1

76.0

76.3

76.2

75.9

75.1

75.7

75.9

77.4

Unemployment rate

8.0

8.5

9.1

8.8

7.9

7.2

7.4

8.2

9.0

9.5

9.4

8.4

Employment rate

64.6

64.1

63.7

63.9

65.2

65.6

65.8

65.4

65.0

65.0

66.0

67.5

Unemployment rate

8.5

7.9

6.8

6.1

5.9

5.3

5.0

5.1

4.9

4.7

4.8

5.3

Employment rate

68.5

69.0

69.9

70.5

71.0

71.2

71.4

71.3

71.5

71.6

71.7

71.5

Unemployment rate

5.6

5.4

4.9

4.5

4.2

4.0

4.8

5.8

6.0

5.5

5.1

4.6

Employment rate

72.5

72.9

73.5

73.8

73.9

74.1

73.1

71.9

71.2

71.2

71.5

72.0

Source: Eurostat (2007a).

Many believe that new activation policies from 1994 onwards contributed to a marked fall
in unemployment in Denmark. The combination of these activation policies, lax employment
protection legislation and encompassing social security Danish activation policies created
what is seen as a golden ‘triangle’ that in turn symbolises a special flexicurity model. This
model focuses not on employment protection, i.e. making it difficult for an employee to be
fired, but on social and job protection, i.e. combining high unemployment benefits with
active labour market policies. Throughout the European Union there is now a movement in
this ‘Danish direction’, as witnessed, for example, in the recent Communication of the
European Commission (2007) called ‘More and better jobs through flexibility and security’.
This ability to meet both economic and social objectives has aroused international interest.
In relation to other parts of Europe, Denmark and the other Nordic countries have a higher
degree of equality between men and women, a lower share of people at risk of poverty, and a
smaller extent of inequality between rich and poor. Economically, international rankings by
the World Economic Forum (2006) and others place the Nordic countries in the top 10 for
competitiveness.
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Because of superior economic performance and more innovative activation policies,
Denmark has in recent years overtaken Sweden – where trade union economists Gösta Rehn
and Rudolph Meidner developed active labour market policies from the 1940 to 1960s – as a
model country for inspiration abroad. Thus Europe is now looking to Denmark, not Sweden,
for solutions to problems of unemployment and lack of labour supply.
In reality, however, we lack empirical evidence on the linkages between Danish activation
policies and flexicurity on the one hand and economic and social performance on the other.
This paper sheds light on the design and development of Danish activation policies as well
as their effects on individuals and the economy to the extent these have been investigated.

2. Activation in a small open economy
Denmark has a population of 5.4 million people of which 3.7 million are of working age,
i.e. 15-66 years, see Box 1. The labour force consists of 2,9 million persons where 2,8 million
are in employment and 105,000 are unemployed. Nearly all of the 800,000 persons between
15 and 67 years out the labour force rely on social security.

Box 1 Key labour market statistics, persons aged 15-66 years, Denmark 2006
Population

3.705,000

Labour force

2.915,000

Employed

2.809,000

Unemployed

105,000

Out of labour force

790,000

Source: Statistics Denmark (2007).

In a country with a high degree of economic openness activation has become a necessary
structural tool to establish stable macro economic developments. This can be illustrated by
the present employment situation in Denmark. At 3.3% (July 2007) the unemployment rate is
so low that it defies prediction of many labour market economists. Due to labour shortages
many firms find it difficult to meet demand for products and services and the collective
agreements in 2007 is marked by demands of significant wage increases. In this situation
activation becomes an important means of ensuring that as many as possible work, that those
out of jobs are available for work, and that the relative generous social protection system
retain its legitimacy.
Activation enjoys political and popular support in Denmark. In Parliament there is a
tradition for broad political compromises over reforms of social and labour market policies.
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The social partners have a big role in the planning and implementation of activation.
Professional case officers working with activation believes in its merits. Three out of four
participating in activation are satisfied with their offer of activation. And the population at
large also finds activation a good idea.
The rationale behind activation is twofold. First, a welfare model like the Danish needs a
very high level of employment to be able to offer and finance public benefits to the extent
and quality that match the demand of the population. Second, employment has proven again
and again to be the safest way for the individual to avoid social exclusion. In this perspective,
activation can also be seen as a social policy initiative. One of the goals of the Danish welfare
model is to enable everyone in Denmark to be active citizens, preferably by participation in
the labour market.
Activation plays a crucial dual role in policing moral hazard so that everyone who can
work actually works and in upgrading skills of unemployed to meet labour demand at market
wages. The corresponding alternatives of reducing economic incentives by lowering benefits
or increasing employment opportunities by reducing wages to meet labour supply are
generally seen as undesirable.
Activation costs. Denmark spends more on labour market policies – active as well as
passive - than any other country in the European Union, see Table 2. More than 100,000 fulltime persons are activated every year. Because of its high costs in both economic and human
terms activation must work to be legitimate. Danish employment rates for both men and
women outrank those of other EU countries, see Table 2. In fact, as described below
surprisingly little is known about the contribution of activation and other labour market
policies to the performance of the labour market.

Table 2 Expenditure on labour market policies and employment rates
Public expenditure on labour market policies, %
of GDP, 2005
Active
Passive
Total
measures
measures

Employment rate, 2006
Men

Women

EU 15

0.545

1.413

1.958

73.5

58.5

Denmark

1.433

2.514

3.947

81.2

73.4

Germany

0.616

2.346

2.962

72.8

62.2

United
Kingdom

0.116

0.187

0.303

77.3

65.8

Source: Eurostat (2007b).
Note: Active measures include training, job rotation/job sharing, employment incentives, integration of the
disabled, direct job creation and start-up incentives. Passive measures include out-of-work benefits,
notably unemployment insurance, and early retirement.
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3. Danish activation policies in a broader context
To grasp the role of activation in Denmark one must appreciate that activation forms an
integral part of a larger system made up by social protection, labour market policies and
collective agreements (Kvist 2002a). In some respects Denmark shares a lot of traits with the
other Nordic countries, but there are also important differences. With regard to the
similarities Denmark belongs to a group of countries with a Nordic welfare model
characterised by:
•

Comprehensiveness. The state has a big social responsibility vis-à-vis the market and
civil society.

•

Universalism. The whole population enjoys a wide span of social rights in the form of
social security and social services.

•

Individualism. Social rights are to a large extent individualised whereby benefits are
provided and calculated in relation to the situation of the individual disregarding his
or her family situation (with social assistance and family allowances being the main
exceptions)

•

Goal of high employment. Policies aim to contribute to full employment and
reduction of unemployment, especially long-term unemployment.

•

Goal of equality in possibilities and results. Policies often aim to contribute to
increased equality between groups based on gender, age, class, family situation,
ethnicity, regions etc.

•

High quality and generous. Services are of high quality provided by persons with
relevant professional backgrounds in the social, health and educational sectors.

•

Decentral organisation. Most services are provided by municipalities.

In relation to the other Nordic countries the Danish model stands apart in four respects.
First, the Danish welfare model is to a larger extent financed through taxes rather than social
security contributions. Contribution financing is limited to unemployment insurance,
voluntary early retirement pay and supplementary labour market schemes.
Secondly, benefits are less generous for middle and high income group than similar
Finnish, Norwegian and Swedish ones. But Danish social security and social assistance are
particularly generous for low income groups, often at the same or higher level than the other
Nordic countries (Kvist 2002b). In other words generosity is highest for the groups that are
most likely to face periods of unemployment, sickness or work incapacity.
Where the other Nordic countries secure middle income groups a certain income
compensation in social security, this has been left to negotiations between the social partners
in Denmark. Extensive labour market schemes paying out especially pensions for old age,
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invalidity and survivors are the third respect in which Denmark differs from the other Nordic
countries.
Finally, since the mid of the 1990s Denmark has led the Nordic countries in employment
policy innovations (Kvist 2003). Most recently, Denmark has become famous for its model of
flexicurity. The Danish flexicurity model combines limited protection of jobs with an active
labour market policy and a social protection system with easy accessible, generous benefits.
Two of the elements, flexible employment protection legislation and generous social
protection, has been parts of the Danish welfare model for decades, also in periods of very
high unemployment. The activation element, however, dates back to the 1994 labour market
reform.
Lax employment protection means that Danish firms have good possibilities of quickly
adjusting to changing demand making the economy robust and flexible. To secure the support
of trade unions and to avoid unintended distributional effects the social protection systems
offers benefits that by international standards are generous with regard to the length of benefit
periods and the levels of benefits for low-income groups.
Potentially, however, generous benefits create two problems. First, high benefits means
that firms must offer higher wages to attract workers. Unemployed with low qualifications
may find it difficult to deliver what is needed to get the lowest wage. Secondly, high benefits
made distort incentives to work. Danish activation addresses these two problems. Education,
job training and other activation aims to upgrade the skills of unemployed so that their
employment chances are improved. Monitoring, guidance, availability criteria and tests as
well as sanctions for non-compliance all aim to avoid misuse of benefits and ensure that
unemployed are available for work.
In sum, activation is at the heart of the Danish welfare model. Activation give unemployed
qualifications and police moral hazard which in turn reduce costs of potential free-riding,
increase the numbers of tax payers, and secure broad public support of an extensive welfare
model.

4. The development of activation
The idea of activation dates back to the poor laws of the 18th century where receipt of poor
relief was combined with compulsory work. But the type of activation we know today
originated in the end of the 1970s. Increasing unemployment over five years made it evident
that high unemployment was a permanent phenomena that led still more people to rely on
long-term public support and which could not be addressed by conventional demand side
policies. The Work Offer scheme from 1978 is the first activation offer of modern cut. The
Work Offer schemes had the dual objective of helping the unemployed back to work through
qualification offers, and to give long-term unemployed a chance to become re-entitled to
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unemployment insurance through participation in activation. At this time, activation was in
other words not only employment policy, but also social policy.
Nothing much happened to employment policy during the changing Conservative led
coalition governments from 1981 to 1993. The main focus of these governments was to
improve the balance of payments and the major deficits of general government. Although
unemployment was high in the 1980s it took second place to the economic imbalances that
were the main priority of economic policy.
When the Social Democrats took office late 1993 their declared chief objective was to curb
unemployment. The underfinanced Tax-Benefit and the Labour Market reforms introduced
implemented in 1994 kick-started the economy and started a revolution in the relationship
between the welfare system and the labour market that is sometimes called a switch from a
passive to an active approach.
The change from passive to active occurred almost simultaneously in several OECD
countries, but perhaps spearheaded by the United Kingdom, the Netherlands and Denmark.
Not only has civil servants from these countries exchanged knowledge but also their
colleagues from other countries have looked to the design and experiences of activation in the
three countries as promoted by the OECD Job Strategy and the European Employment
Strategy (see also Nedergaard 2006).
The Danish developments in the 1990s are marked by four features as compared to the
labour market policies in the two previous decades. First, the possibilities of ‘recycling
benefits’ got abolished. Before the labour market reform of 1994 unemployed could receive
unemployment insurance for a maximum of 1½ years after which they were entitled to an
offer of active labour market policy of six months. Participating in this offer in turn reentitled the person to another period on unemployment insurance, thus making a virtuous
‘benefit carrousel’, see Figure 1. Now only ordinary employment counts towards
qualification for benefits.
Second, the benefit period was gradually reduced. Initially the maximum benefit period
was set at seven years in 1994, a very long period by international standards that must be seen
in the context of the previous benefit carrousel. The maximum benefit period was reduced to
six years in 1996, five years in 1998 and has been four years since 1999, see Figure 1. After
having exhausted the four year benefit period the unemployed will no longer be eligible for
unemployment insurance and must instead claim social assistance that is subject to a meanstest that includes the income of the partner, if any, of the claimant. Four years is also a long
period by international standards. But because of a favourable economic development and
intense activation offers, not least in the phase immediately prior to exhausting benefit rights,
very few insured unemployed actually move from unemployment insurance to social
assistance.
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Figure 1 The structure of Danish unemployment insurance and activation
periods
Before
1994
After
1994
After
1996
After
1998
After
1999

1½ year
unemployment
insurance

½
year
offer

1½ year
unemployment
insurance

4 years
Passive
3 years
Passive
2 years
passive
1 year
3 years
passive
active

½
year
offer

1½ year
unemployment
insurance

½
year
offer

1½ year

3 years
Active
3 years
active
3 years
Active

Thirdly, the concept of ‘right and obligation’ was introduced. The period of unemployment
was divided into a passive and an active period. In the initial passive period the person
claimed benefits without compulsory activation, hence the label ‘passive’. Having exhausted
this period a person would enter the active period, where receipt of unemployment insurance
benefits became conditional upon participating in activation offers.
Fourth, the introduction of individual action plans marked the end to standard offers lasting
six months and given at the end of benefit periods. Individual action plans highlighted the
need for longer and more coherent periods of activation.
Different channels of activation served to reach the overall goal of higher employment.
The measures should change and lift the qualifications of the unemployed so they matched
the demand on the labour market. At the same time the demand of activation was a test of the
availability of the unemployed and a way to motive the strong unemployed to intensify their
job search. The availability criteria should also prevent misuse of unemployment insurance
and legitimate generous benefits. Activation aimed to enhance the productivity, flexibility
and mobility of unemployed.
Through the 1990s employment went up and there was still more focus on the flexibility
and availability of the unemployed in order to avoid labour force shortages. For these reasons
annual adjustments consisted in earlier activation and increased demands on claimant’
geographical and occupational mobility.
In 1998 the Law on Active Social Policy extended activation to claimants of social
assistance and thereby also to municipalities in charge of social assistance, see Table 3.
Indeed social policy at large gradually became more and more employment-oriented as
illustrated by the transfer of especially social assistance from the auspices of the Ministry of
Social Affairs to the Ministry of Employment (re-named, before Ministry of Labour) in 2001.
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Table 3 Recent labour market reforms
1994 Labour market reform I
Abolish re-entitlement to unemployment insurance through activation
Maximum unemployment insurance benefit period limited to 9 years
Stricter work availability demands with offer of suitable work after 12 months
Individual action plans
1995 Service check of the Labour market reform I (Budget 95)
Shortening of the maximum unemployment insurance benefit period to 7 years
Stricter work availability criteria
Adjustment of leave schemes
Right and obligation to full-time activation in the whole active period
1996 Labour market reform II (Budget 96)
Gradual shortening of maximum unemployment insurance benefit period to 5 years
Right and obligation to full-time activation after two years
Young persons under 25 years of age right and obligation to full-time activation after six months
Work record to become eligible for unemployment insurance doubled from 26 to 52 weeks of work,
both within 3 years
1998 Labour market reform III (Budget 96)
Shortening of maximum unemployment insurance benefit period to 4 years
Stricter work availability demands with offer of suitable work after 3 months
Earlier right-and-obligation to activation
1998 Law on Active social policy
Activation extended to social assistance claimants
2002 Labour market reform (More in work)
Abolition of the demand of 75% activation in the active period
Minimum demand on activation is every six months
Introduction of intensive contract schemes at a minimum of every 3 months
2004 Social assistance reform (A new chance for everybody)
Right and obligation to activation for social assistance claimants with other problems than
unemployment who have received benefits more than 12 months
2006 Welfare agreement (education, immigration and integration, labour market and retirement)
Earlier right and obligation to activation, i.e. after nine months
Intensive activation after 2½ years on unemployment insurance
Quick job counselling and availability tests every three months
Elimination of special rules for elderly unemployed in regard to length of benefit period and
participation in activation (but benefit period for persons aged 60+ years increased from 2½ years
to 4 years)

In 2001 a new liberal-conservative coalition government came into office which revised
the laws on activation the following year. Principles of rights, obligation and control of
availability remained, but the focus changed toward more guidance and job counselling rather
than proper activation. The purpose was to find and use the shortest and most effective way
from unemployment to a job.
In 2006 the measures were directed towards those groups of unemployed with the biggest
employment problems. One of the significant initiatives was to ‘turn the case pile’ for the
group of social assistance claimants who had not received an offer of activation within the
last 12 months. The focus on this group is a logical consequence of the very low rate of
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unemployment that leaves persons with significant employment problems as the main group
without jobs.

5. Organisation and target groups
The Danish unemployment insurance follows the Ghent model where insurance is
voluntary and where insurance is organised in funds affiliated with trade unions. Insured
unemployed receive unemployment insurance benefits if they fulfil certain criteria, most
notably a work demand of having worked 52 weeks within the last three years, a membership
demand of having been member of an insurance fund for 1 year, and being able, willing and
capable of working. Non-insured unemployed normally receive social assistance from the
municipality. Social assistance is paid to people who have been subject to a social
contingency like unemployment, sickness or divorce that entails the person cannot support
herself and her family. Because of the work demand in unemployment insurance, there are
typically more strong unemployed with better employment chances in the group of insured
unemployed than in the group of non-insured.
Activation has historically been offered by the labour market exchange system for insured
unemployed and by municipalities for non-insured. The two systems have been merged and
from 2007 incorporated in 91 Job Centres located in the municipalities.
The target group for activation has gradually widened. Young claimants of social
assistance were the first subjected to activation in 1978. During the 1990s the target group
was expanded to other age groups and the group of uninsured unemployed. Step by step there
have also been moves to include groups more marginally placed such as persons on sickness
benefits and disability pensions. Most recently activation has become de facto targeted at
certain groups of ethnic minorities that are long-term claimants of social assistance.
Activation of ethnic minorities is perceived as salient both to integrate more persons from
ethnic minorities in the work force and to increase the labour force.
Activation efforts has since its start been targeted towards both insured and non-insured
unemployed. There has also been a series of labour market initiatives for groups that are more
marginally placed in relation to the labour market. It was the intention to not only get jobs to
the ones ready for the labour market, but also to persons labelled ‘unemployed with problems
besides unemployment’. To illustrate employment policy initiatives has been promoted under
headings like ‘Need for all’ (Brug for alle), ‘More in work’ (Flere i arbejde) and most
recently ‘A new chance for everybody’ (Ny chance til alle).
Employment policy in Denmark covers broad groups with different types of labour market
problems. Target groups for activation include:
-

insured unemployed on unemployment insurance benefits
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-

non-insured unemployed on social assistance

-

claimants of social assistance with problems besides unemployment such as ill health,
social and personal problems

-

sickness benefit claimants

-

persons who has totally or in part lost the work capacity but who are expected to
regain work capacity at a later stage

-

persons with a permanent reduction in work capacity

-

disability pensioners

The organisation of activation has also changed. Recent reforms means that today there is
in principle no difference in offers for claimants of unemployment insurance and social
assistance. After the Labour market reform in 2002 offers are provided under the headings of
guidance and qualifications, in-work traineeships and wage subsidies. In practice offers will
differ between persons who are close to the labour market and persons who are far away.
Instruments of activation include:
-

private and public job training – salary, but with a public wage subsidy to the
employer
- education in the form of introduction courses, shorter labour market education,
and shorter further education (18 months)
- individual job training – non-salaried, e.g. in the form of specially organised projects
and in-work traineeships
Table 4 Active labour market statistics, 4 quarter of 2006
(number of full-time persons)
Insured
unemployed
TOTAL
GUIDANCE AND QUALIFICATIONS
TOTAL
Short guidance and clarification
Special projects
Special education
Ordinary education
SUPPORTED EMPLOYMENT TOTAL
- Traineeships
- Wage subsidies
- Flex jobs
- Sheltered jobs
- Service jobs
- Adult apprenticeships

Social
assistance

Total
104,782
31,471

1,802
94
11,621

4,405
10,101
2,739
709

680
9,320

4,741
2,319

Source: Statistics Denmark (2007).
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6,207
10,101
2,833
12,330
75,311
5,421
11,639
42,543
5,780
917
7,011

Social assistance claimants typically get other offers than unemployment insurance
claimants, see Table. The most frequently used activation instruments for social assistance
claimants are specially organised projects, in-work traineeships as well as offers on guidance
and clarification. Private and public job training coupled with wage subsidies as well as
ordinary education is rarely used by social assistance claimants, but quite often by insured
unemployed.
Persons with reduced work capacity may be offered rehabilitation or jobs with permanent
wage subsidies from the state. The latter type of jobs – flex jobs, sheltered jobs and service
jobs – is taken up by nearly 50,000 persons. Over the last few years the number of people in
flex jobs has risen markedly. In part this can be explained by the fact that people since the
2003 Disability Pension Reform can no longer apply for a disability pension (førtidspension),
but first have to exhaust their potential work capacity. The intention of the 2003 reform was
to create a labour market where as many people were in ordinary employment as possible and
where disability pension was only awarded persons who cannot have a flex job. Although the
number of persons in flex jobs has risen and the economic climate has been favourable there
are not fewer persons on disability pension. In 2006, there were a total of 237,000 persons on
disability pension and in flex jobs which was 34,000 more than estimated when the reform
was launched.
There are just as many people in activation as there are unemployed. However, if we
exclude jobs for persons with reduced work capacity there are 55,000 persons or nearly 2
percentage of the labour force participating in activation.

6. Effects and experiences with activation in Denmark
Theoretically activation may have a series of different effects. These effects may be split in
two depending on whether effects are caused by the reactions of unemployed facing
activation or by reactions from employed and persons outside the labour market. In Denmark
it is common to distinguish between three types of effects for unemployed in the target group
as suggested by Calmfors (1994):
•

Motivation effects: the demand of activation to remain entitled to benefits makes the
unemployed intensify her job search which increase the probability of getting in work

•

Lock-in-effects: participation in activation makes the unemployed search less
intensely for work because it takes time to participate in activation or because the
unemployed prefers to finish her activation offer before applying for a job

•

Qualification effects: the labour market qualifications of the unemployed is improved
and this makes it easier to find a job matching her qualifications
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7. Motivational effects and lock-in-effects
The motivational effects are strong for insured unemployed. In a seminal study Lars Pico
Geerdsen (2002, 2006) analysed the effect of the demand of activation by comparing the
leave from unemployment for groups facing activation with groups not facing activation.

Figure 2 The probability of leaving the unemployment benefit system.

Figur 2 illustrates the results. The zero point marks the start of activation and the point ‘12’ marks the 12th month after start of activation. The figure shows a marked increase in the
leave from unemployment insurance in the start of the activation period. The increase occurs
after the start of the activation period, and not before as perhaps expected, because at the start
of the period the unemployed first had to have an action plan written up and it also took time
to find a suitable offer of activation in a firm or in the educational system. The threat of
activation was in other words not very serious at the start of the activation period.
Eight months inside the activation period the curve falls. At this point in time the voluntary
unemployed who do not wish to participate in activation have left the system and the search
intensity fall for the remaining persons participating in activation. The shape of the curve thus
both illustrates the motivational and the lock-in effects. The lower search activity of
participants in activation is confirmed in other Danish studies. For example Madsen and
colleagues (2007) find that participation in activation is one of the reasons for not wanting a
job and not being actively looking for a job. An older study shows that lock-in effect were
largest for activation taking the form of education (Bolvig, Jensen and Rosholm 2002).
Activation has also been shown to have motivation effects on social assistance claimants.
The effects are small overall (Graversen 2004), but stronger for persons under 30 years of age,
the target group for so-called ‘immediate activation’ (Beskæftigelsesministeriet 2006).
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8. Qualification effects
Qualification effects are hard to measure. Whether the activated persons get employed due
to new qualifications or increased job search is hard to assess.
Change in skill and search cost can hardly be measured directly. Instead changes in the
transition rates from unemployment into employment may be studied. For at least two
reasons it is not easy to get a correct estimate of the employment effect of activation. One
reason is that it is very difficult to measure the isolated effect of activation due to lack of a
good control group. A part of the group that gets employed after activation would have found
a job anyway. Another reason is that we do not have very good data on the exact extent of
individual employment. To remedy these data problems the effect of activation in recent
Danish studies is estimated by the change, if any, of receiving social security (i.e.
unemployment benefits, social assistance benefits, sick benefits, rehabilitation benefits, and
parental leave benefits). In a Danish context this is a fairly correct way to measure the extent
of employment since only very few adults rely on financial support from their families. The
degree to which a person is living on social security benefits within a year is measured on a
scale from 0 to 100, where 0 indicates full employment and 100 indicates full public support.
The employment effect of activation has been analysed for different types of activation
measures and separately for non-insured and insured unemployed in activation (Graversen
and Weise, 2001; Bach, 2002).
Figure 3 illustrates the estimated employment effect of different activation measures for
social assistance claimants as well as the shares of unemployed in different measures. Private
job training has incomparably the largest direct employment effect. Individuals that
participate in this type of activation will on average reduce their dependence on social
security by 16 percentage points which is equivalent to about two months a year. However,
only one out of ten in activation participates in private job training and the effects of other
measures are significantly smaller.
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Figure 3 Effects on Activation
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The most frequently applied measure is employment projects. Participation in this type of
programme reduces the dependence on social security by only 3 percentage points or about
1/5 of the effect of private job training. Individual job training in public work places is
another measure frequently used. This type of measure reduces the participants’ dependence
on social security by 6 percentage points equivalent to 3 weeks per year.
In a study of rehabilitation, Filges and colleagues (2002) found that the effects of this
measure are very small and may be even smaller than the effect of activation. This is quite
surprising since rehabilitation is offered to persons who are expected to be able to regain
working ability. On the other hand, a significant part of the group would probably have left
the labour market if they had not been offered rehabilitation.
In Denmark it has generally been believed that education secure persons employment.
Therefore, it has caused surprise and concern that education as activation show small effects
for unemployed. One reason may be that it is difficult to measure the effect of education that
only materialise over a long time horisont with very different effects for different target
groups. Another reason may be that education offers are not properly designed to match the
individual and the demand of the labour market.
Not only content of activation, but also the timing has implications for its effects. To give
the greatest effects activation should be placed early in the benefit spell for men, but later for
women (Bolvig, Jensen og Rosholm 2002). Similarly, specially early activation has in some
cases positive qualification effects (Graversen, Damgaard and Rosdahl 2007). Finally, the
sequencing of activation offers matters. Where more than one activation offer is made,
education should preferably be offered before job training (Graversen 2004).
16 - 102

9. Welfare effects
Although the division in three different types of employment effects is widely used in
European and American effect evaluations, it is common in Denmark to also include socalled welfare effects. Because many activation programmes in Denmark have a broader
objective than merely improving employment for the target group, there is also focus on nonemployment effects. In particular for weaker groups in the labour market the goal of
activation is also to improve the general quality of life for the persons concerned. In fact
activation could have positive effects for such groups without it being measured by
employment effects. To include effects beyond employment effects it is common in Denmark
to include a fourth set of effects:
•

Welfare effects: the effects of activation on participants’ well-being.

Participants may have both positive and negative utility of activation. The importance of
activation for participant’s life quality can both be related to expected employment effects or
the offer itself. No Danish studies have had the explicit purpose of measuring welfare effects.
However, there are a series of studies on participants’ attitudes. The main share of
participants believes that activation leads to a better daily life (70%) and improved selfesteem (58%) (Bach 2002). About half believe that activation improves their labour market
qualifications. Generally participants have a positive view on activation, but one in four have
a negative view either because they do not think activation provides new qualification or
because they think that there is no purpose of activation.
To balance the goal of improved quality of life against the goal of employment is hard. At
the moment the employment goal ranks very high on the political agenda. But a total
assessment of activation is likely to both include employment effects and the welfare effects.

10. Typology of unemployed
What effects activation is likely to have for the individual depends not only on the type,
timing and sequencing of the activation offers themselves on the causes of unemployment
and the preferences of the unemployed for work, activation and leisure as well as. To better
interpret the different effects of activation for different groups of unemployed Pedersen and
Søndergaard (2004) has suggested a fourfold typology of unemployed, see Table 4.
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Table 4 Typology of unemployed
Wants to work
No

Yes

No

Double constrained: Do not want
to work and cannot work with Qualifications does not match labour
current type and level of demand (23%)
qualifications (15%)

Yes

Voluntarily unemployed in the
sense that they do not want to
Mostly
temporarily
involuntary
work at current levels of wages
unemployed actively looking for work
and benefits, but who do have
(49%)
qualifications matching labour
demand (12%)

Can work

Source: Pedersen and Søndergaard 2004, Bach and Petersen 2007, and Madsen, Filges, Hohnen, Jensen and
Petersen 2007.

Estimating the number of persons in each type of unemployed is difficult. Problems with
revealing the preferences of individuals on work, activation and leisure makes it difficult to
provide precise estimates. However, discretionary accounts can be based on the
unemployment statistics and two recent studies on unemployed’ work motivation and
availability.
The potential target group for activation is about 220,000 persons. Ultimo 2006 there were
135,000 registered unemployed and activated. About 80 % of this group were insured
unemployed relying on unemployment insurance whereas the remaining 20% were not
insured, but claiming social assistance. These are persons who are expected to be able to
work. Another group of 85,000 social assistance claimants are not ready for the labour market,
including 25,000 in activation. These persons have been found by the authorities not to able
to immediately to work.
Among the registered unemployed and non-insured social assistance claimants 80%
express they want to work and 20% that they do not want to work (Madsen, Filges, Hohnes,
Jensen and Petersen 2007). Among the social assistance claimants that are not ready for work
60% say that they want to work (Bach & Petersen 2007). In crude terms, this means that the
potential target group for activation of 220,000 consists of about 49% who are involuntarily
unemployed, 12% are voluntary unemployed, 23% lack the necessary qualifications, and 15%
are facing a double constraint of not being able or willing to work.
Of course such figures must be treated with a great deal of caution. In the group of
involuntary unemployed there will be person only wanting a job under certain conditions.
Vice versa, in the group of voluntary unemployed there will be persons waiting to get into the
labour market and thus not against being in employment.
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Not all in the potential group for activation must be activated. Whereas persons above 30
years are activated after 1 year of unemployment, persons below are activated somewhat
earlier. What is more, not everybody entitled and obliged to participate in activation who
receives an offer.

11. Indirect labour market effects
Activation can also lead to reactions of employed persons and of persons outside of the
labour market:
•

Employment participation may change. Persons attracted to an offer of activation may
register as unemployed and job seeker. Persons deterred by the perspective of
activation may stop participating in the labour market.

•

Substitution effects. Unemployed who gets in employment may substitute others who
are pushed into unemployment.

•

Wage effects. Activation may affect the level of wages because labour supply goes up
and thus also competition on jobs. Also be providing some groups better
qualifications and employment opportunities activation may affect wage distribution.

•

Tax effects. Activation may have positive or negative impact upon the level of taxes
depending on whether activation in its entirety has good or bad impact upon society as
a whole.

Generally, indirect effects are hard to measure. There are no Danish empirical analyses
between activation and employment. The substitution effect for firms with a stable
production level has been estimated at 40% for persons hired on wage subsidies (Hussain and
Rasmussen 2007).
Activation may have positive or negative effects on tax levels. If the net employment effect
of activation is sufficiently high this may cause a drop in tax level because productivity
increased at the same time as the fall in expenses for social security benefits exceed
activation expenditures. But activation need not always give a positive cost-benefit result.
Activation in the private sector has been found to have positive budget effects whereas most
other activation instruments are close to cost neutral (Christensen 2002).
Most recently, the Economic Council of Wise Men (Det Økonomiske Råd, DØR) found
that the net annual economic costs of activation ran at 3 billion DKK (£275 million) (DØR
2007). This masks significant differences across activation instruments. Education was
expensive with a net cost of 5 billion DKK where job training was the only instrument with a
positive return due to positive employment effects. Positive effects of education were in
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general greater for persons without qualification than for persons with a formal education and
with job training having positive employment effects. Motivational effects of activation were
high leading to a positive return of 3 billion DKK.

12. Alternatives to activation
Job rotation and economic incentives have been perceived as the two main alternatives to
activation in Denmark. Job rotation was used widely in the early 1990s, but is today only for
older workers. In contrast, make work pay strategies were not used in the early 1990s, but
have gradually become more dominant.
Job rotation has not proven a success in increasing employment. The 1979 voluntary early
retirement scheme (efterløn) intended to allow older workers above 60 years of age to retire
so that (younger) unemployed could take their place in the labour market. It did not work.
Many people have over the years used voluntary early retirement to make an early exit from
the labour market. Neither did the rotation principle in the leaves for educational, parental or
sabbatical purposes codified in the 1994 Labour market reform work. Their immediate
popularity helped reduce the official rate of unemployment nearly overnight, but they did
contributed to bottlenecks in the improving labour market and were gradually phased out in
the 1990s (Pedersen 1996). Finally, the so-called transitional allowance (overgangsydelse) for
long-term unemployed aged 55 to 59 years of age was abolished in 1996. The idea of
redistributing employment and unemployment through job rotation is today dead.
But the voluntary early retirement scheme is still in place. With around 180,000 claimants
since 1998 there are more people on this scheme than on either unemployment insurance
(varying from 117,000 to 145,000) or social assistance (87,000-102,000 persons). Several
attempts have been made to reduce its use. The demand on membership of an unemployment
insurance fund was increased in 1980, i.e. the year after the scheme was introduced, from 5
years within 10 years to 10 years within 15 years. Membership requirements was further
increased 20 years within 25 years in 1992 where also the so-called 63 year rule made it more
economically attractive to postpone retirement to the age of 63 year rather than at 60 years of
age. The 1999 reform further increased the membership requirement to 25 years within the
last 30 years, introduction of separate contributions for the scheme (that was before part of
general unemployment insurance) and economic incentives to postpone retirement.
Membership requirements was increased to 30 years in 2006 as part of the Welfare
Agreement that will also gradually raise eligibility age from 60 to 62 years in the period from
2019 to 2022 and introduce a regulation of eligibility age with demographic factors from
2025.
Improving economic incentives by cutting benefits have generally not been used. But there
are exceptions to this rule, just as the tendency to use economic incentives in the employment
has increased under the liberal-conservative government that came into office in 2001. Under
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the previous government a broad coalition of political parties in Parliament agreed on the
‘youth package’ in 1996 which, inter alia, meant that persons under 25 years of age without
education after six months had their benefit halved and got an offer of participating in
education or job training if they were not to loose their benefits. Second, a ceiling on the total
amount of social assistance for couples on social assistance was introduced in 2005. Thirdly,
people entering the country would normally be entitled to social assistance if they could not
find a job, but as of 2002 the so-called Start Help replaced social assistance for people in the
first seven years of their stay in Denmark and it meant a de facto halving of the previous level
of social assistance. Fourthly, from 2008 couples where both persons claim social assistance
need to have worked 300 hours or more over the last two years where non-compliance results
in social assistance for one person falling away. Finally, the earned income tax credit of 2.5%
of gross income introduced in 2004 with a ceiling of 7,500 DKK (2007) will next year be
raised to 4.25% with a ceiling of 13,100 DKK.

13. Concluding remarks
Danish activation policies have undergone massive change over the last 15 years. Most
notably, the target groups have been widened from young social assistance claimants to other
age groups and to other benefit schemes and policy areas. With changing target groups the
role of activation has also changed from combating unemployment to increasing employment
and, most recently, to integrate persons with disabilities and persons from groups of ethnic
minorities with low employment rates.
Danish experience confirms that activation has many types of effects. Activation has
effects for the individually unemployed, who potentially or actually face an activation offer
or demand. Activation also has a series of indirect effects on the labour market.
Danish studies of activation find significant motivation effects. Not only the voluntarily
unemployed but also the involuntarily unemployed who are already looking for jobs receive
an extra incentive to increase their search intensity. The group of voluntarily and
involuntarily unemployed with the necessary work qualifications are a significant share of all
unemployed. Motivation effects are therefore one of the most important effects of activation.
Qualification effects of educational activation are particularly important for persons with
limited possibilities due to lack of qualifications matching labour demand. Educational
activation, however, has negative, if any, effects for persons who already had medium or high
qualifications. Overall the qualification effects of activation so far appear to be modest and
only positively significant for job training. Recent studies show that targeting, content,
procedure and timing are essential for securing an efficient upgrading of qualifications for the
large group of unemployed lacking qualifications. Although recent studies show that early
interventions are good, considerable lock-in effects may be a barrier for further expansion.
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The rapidly falling unemployment has meant that the weakest social assistance claimants
now constitute a large share of the group without labour market qualifications. Typically they
are long-term claimants of social assistance with social and personal problems, a condition
making it difficult for them to find appropriate activation offers; those who become activated
often go from one activation offer to the next. Although many social assistance claimants say
that activation has had a positive effect on their life quality, a considerable part of this group
does not get any closer to the labour market. This finding poses challenges for finding
methods of gradually bringing this group closer to the labour market, just as it becomes
important for researchers to go beyond immediate employment effects to measure the effects
that reflect a progressive development towards employment.
Research challenges also consist of measuring the indirect labour market effects of
activation and its combined effects with the lax employment protection and encompassing
social protection. The Danish employment miracle is often accredited to its flexicurity model,
especially the role played by activation since 1993. But little research evidence backs this
claim up. So far research points mainly to the direct motivation effects whereby activation
has brought unemployed into work. Activation may also have had positive indirect effect
such as securing fewer people from becoming unemployed and damping wage developments
due to the threat of activation. But such indirect effects have not yet been proven.
Other countries may well learn from Danish experiences: job sharing has proven to be a
dead end. Insiders have used stepping stones into the labour market to get out. Educational
activation is not the panacea for all population groups. And labour market integration of the
very weak non-employed demands a special focus absent in general activation offers.
However, policy-makers cannot pick and choose particular activation policies á la carte and
expect to get positive ‘Danish’ results without paying attention to the given national labour
market structure and organisation, the economic cycle, and other policies, especially - in the
jargon of flexicurity - those of employment protection and social protection.
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