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1. Introduction

1.1  Whither the Nordic Welfare Model?

Torben M. Andersen, Department of Economics, Aarhus University and
Jesper Roine, Stockholm Institute of Transition Economics, Stockholm
School of Economics

The Nordic Welfare Model frequently attracts international attention
and is by many seen as a social model to be inspired by or even to be
copied. In recent years, the “Nordic Way” has been a topic for discussion
at the World Economic Forum and it has even appeared on the cover of
The Economist under the heading “The next supermodel”.! Somewhat
paradoxically, however, the debate in the Nordic countries often fea-
tures skepticism on the future of the model. Does this reflect a timely
concern voiced by those best placed to see what is going on, or are the
doubts on the contrary a result of model-hypochondria?

A first caveat - or perhaps part of the answer - has to do with the
meaning of the very concept “Nordic welfare model”. Is it really mean-
ingful to talk about the existence of such a thing? Is the term well-
defined given how large the differences are between the Nordic coun-
tries and given the major policy shifts in the past decades? The answer
clearly depends on what one includes in the meaning of the model con-
cept. If one thinks that it is associated with a certain set of specific poli-
cies or certain levels of tax rates or benefits, then clearly the concept is
questionable. These things have indeed changed over time and are also
different across the Nordic countries. For example, unemployment in-

1 The Economist, 2 February 2013, http://www.economist.com/news/leaders/21571136-politicians-both-
right-and-left-could-learn-nordic-countries-next-supermodel
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surance is voluntary in Denmark, Finland and Sweden, but mandatory
in Norway. Pension systems are fundamentally different spanning from
a large role to funded occupational pensions in Denmark to a notionally
defined contribution scheme in Sweden. While tax burdens are high in
the Nordic countries (except for Iceland), the tax structure differs with
Denmark having the larger share of tax revenue accruing from direct
income taxes and value added tax, while Sweden raises much more tax
revenue from social contributions.

However, in a longer perspective such a focus on certain policies
would seem odd. If one were to look at reforms and levels of tax rates
and benefits over the whole history over which the concept of a “Nordic
model” has been identified and discussed, these have varied a lot. In-
deed, continuous change has been a distinguishing feature of the model,
and the changes over the past decades are not in any obvious way larger
in magnitude than those in the preceding decades.

If one instead identifies the Nordic model as being concerned with a
number of broader principles and goals in terms of outcomes, the con-
cept becomes more well-defined. What matters then are the overall ob-
jectives and the overall design of the package. Here the complementari-
ty between policies and institutions is crucial. It is not the ingredients,
but the overall packaging, which makes a difference in terms of final
outcomes. With this kind of perspective it also becomes clear that the
naive “copy and paste” perspective often taken in comparative policy
discussions focusing on a single or few policy instruments is misleading
since it overlooks the complementarities between the different policy
elements. From this point of view the Nordic model should not be de-
fined or assessed in terms of specific policy instruments, what matters
is the overarching objectives. Goals - such as equal opportunities in life
regardless of family background, the eradication of poverty, gender
equality, the lowering of income inequality, etc. - as well as some prin-
ciples - such as individually based universal rights to things such as
health care and education, well-organized labour markets, etc. - have
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remained largely stable, while the specific policies and instruments to
reach them differ across time and countries.?

In terms of economic performance the Nordic countries, like most
others, have seen good and bad periods, but the Welfare Model - de-
fined in terms of its goals rather than a fixed set of policies - has proved
resilient. The Nordic countries stand out today as they did decades ago
as being countries with comparatively high living standard and a rela-
tively equal distribution of income. In the jargon of economics, the Nor-
dics seem to have found a way to balance concerns for efficiency and
equity. The public sector is large, hence the tax burden is high, and yet
the Nordics rank in the top for various indicators of economic perfor-
mance and competitiveness.3 Figure 1a-c depicts a few select indicators
often used to compare countries along the efficiency and equity dimen-
sion. The Nordic countries are high income countries, and have high
employment rates, especially for women. Income inequality and pov-
erty is low in international comparison.

2 Of course these things are (and have been) debated (see e.g. Andersen, Roine and Sundén (2014), Chap-
ter 2, for an overview of different views of the Nordic welfare state). The main point here is to emphasize
that the model should be understood in terms of broad goals rather than in terms of specific policies.

3 In the most recent version of the Global Competitiveness Index 2014-2015 ranking Finland placed 4, Swe-
den 10, Norway 11, Denmark 13 and Iceland 30, out of 144 countries.
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Figure 1a: Performance indicators for Nordic countries — Per capita income
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Note: Income per capita is measured in USD PPP corrected. Norway-mainland is GDP corrected for
the importance of off-shore oil and gas extraction, 2010.

Source: Data from www.oecd-ilbrary.org

Figure 1b: Performance indicators for Nordic countries — Employment rates
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Note: Employment rates for the age group 15-64, 2011.

Source: Data from www.oecd-ilbrary.org
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Figure 1c: Performance indicators for Nordic countries — Inequality
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Note: Gini-coefficient defined over equivalised disposable income 2010.

Source: data from www.oecd-ilbrary.org

Figure 1d: Performance indicators for Nordic countries — Poverty
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dian income.

Source: Data from www.oecd-ilbrary.org
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Taxes are, no doubt, high in the Nordic countries, and taxes distort eco-
nomic incentives. However, the effects of taxes cannot be seen inde-
pendently of what taxes are financing The two broad expenditure types
relate to the social safety net and provision of welfare services, cf. Fig-
ure 2. The social safety net plays an important distributional role but it
is also provides insurance. The latter may have a direct welfare effect
but also be conducive to flexibility and ensures that the costs of changes
at the level of society are not fully carried by specific individuals. Wel-
fare services include education, health and care. They are provided uni-
versally and at contemporary standards and meeting the requirements
of most people. Welfare services are important from a distributional
point of view, and in terms of ensuring equal opportunity. Clearly, these
activities are also important for labour supply along both the quantita-
tive and qualitative dimension. As examples, day care - which is also
associated with other values in relation to family policy and social inte-
gration - promote labour supply, especially for women. Education is
obviously associated with productivity but is also associated with e.g.
later retirement. The complicated interrelation between the effects of
taxes and welfare spending underlines the need to continuously re-
calibrate policies to find the right balance between concerns for effi-
ciency and equity alongside various changes in society.

12 Nordic Economic Policy Review



Figure 2: Public sector activities: social expenditures and public consumption
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comparable between countries, where in some transfers are taxable income and in others they are
not taxable income, see Adema et al. (2011). Public consumption is split between traditional collec-
tive expenditures, and expenditures on activities which can be attributed to specific individuals
(welfare services). Data applies to 2011.

Source: www.oecd-ilibrary.org

Discussions on the future of the welfare model often has “competitive-
ness” in the broad sense of the term as a common denominator. Can the
Nordic countries remain competitive and thereby sustain a high living
standards? Often this debate has the implicit premise that to remain
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competitive we cannot deviate too much from other countries, and
therefore the Nordic model is particularly vulnerable.

The concern for competitiveness is not new to the small and open
economics of the Nordics. It has always been an overriding concern. But
“being competitive” is not tantamount to “being alike” and implying that
all social models have to converge. This view has no support in, for in-
stance, trade theory stressing the importance of differentiation and
comparative advantages. There is also an increasing understanding that
different social structures and institutions can be a source of compara-
tive advantages. A recent literature levy a critique on traditional anal-
yses for having a too one-sided focus on identifying the optimal institu-
tional setting, see e.g. Nunn and Trefler (2013). There is no specific in-
stitutional setting which is optimal. The reason is that various institu-
tional arrangements have pros and cons, which may be a source of
comparative advantage. Countries with flexible employment protection
legislation and generous unemployment insurance may have a compar-
ative advantage in industries with substantial short-term variation in
demand and thus production, while countries with more strict employ-
ment protection legislation and less generous unemployment insurance
may have a comparative advantage in production of commodities with
less variability. As an example of this Cufiat and Melitz (2012) find in a
cross-country study empirical support that countries with more flexible
labour markets have a higher degree of specialization in sectors more
frequently exposed to sector-specific shocks. This may be interpreted in
the sense that the nature of shocks or needs for adjustment to some ex-
tent is endogenous, meaning that countries (or rather its companies in
the private sector) specialize in the activities for which their particular
institutional setting has a comparative advantage. This type of research
is still in its infancy, but it is highly suggestive of why different institu-
tional settings (welfare regimes) survive. The important lesson - re-
peating basic insights from trade theory - is that competitiveness is a
question about comparative advantages.

Past performance is important, but the pertinent question is wheth-
er the Nordic Welfare Model is robust and resilient to various challeng-
es including changing demographics, globalization, new technologies
and environmental changes?

14 Nordic Economic Policy Review



Society is undergoing various changes, some small, some larger,
some come gradually and others in clusters. In the debate they are often
labelled challenges, signalling that policy initiatives are required.
Whether they are a challenge or a threat to the Nordic model as such is
a different issue. To take an example, the issue of ageing is undoubtedly
a very important policy challenge. The age composition of populations
are changing, not least because longevity goes up (and is in itself associ-
ated with huge welfare gains). Clearly, the social contract has to be
adopted to such a change. Although this may be politically difficult, it is
not difficult in a technical sense, and a solution is clearly feasible with-
out changing any fundamental properties of the model. One solution
may be to increase retirement ages alongside increases in longevity and
thereby ensure that the fraction of life spent in the labor market re-
mains unchanged. It is not possible in any meaningful way to interpret
this as a change in the basic principle of the model.

Another much discussed area is that of automation and digitaliza-
tion and the impact this will have on all aspects of the economy, in par-
ticular on the future of work. This is a vast debate with many dimen-
sions but it is interesting to note that some aspects of the challenge and
some suggested solutions turn out to be much aligned with basic prin-
ciples of the Nordic model. Predictions such as the need for continuous
education throughout life and the need for individuals to be able to hold
several jobs over a life-time, in fact, place demands on policy similar to
those of a small open economy in an increasingly globalized world. Ide-
as such as “protect individuals, not firms” and “make sure the workforce
has continuous possibilities to educate and re-educate themselves to
meet new challenges” are not less familiar to the Nordic model than to
other countries, rather the opposite. For sure, policy will have to change
to adapt to new realities, but again, it is not obvious that these challeng-
es make the model obsolete.*

Some challenges may be related to properties of the model. Immi-
gration of unskilled or low-skilled individuals may be a particular prob-

4 Just as an example, in a recent issue of Foreign Affairs Colin and Palier (2015) outline some challanges in
the “digital age” and arrive at the conclusion that aspects of the Nordic model are, in fact, better suited to
“fostering a more fluid and entrepreneurial economy” than many of the alternatives discussed.
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lem in societies with high minimum wages (no working poor), high
qualification requirements for jobs, high employment rates for both
genders etc.

In other cases solutions may also be model specific, as e.g. in rela-
tion to provision of welfare services like education, health and care,
which are essential elements of the welfare state. Such welfare services
may be subject to both Baumol’s cost disease (relative costs increases
over time since productivity increases are typically lower than for man-
ufactured products) or Wagner effect (increasing demand for service
alongside improvements in material living standard). While the drivers
are universal, the solution is model specific, since the Nordic countries
have opted for a larger public role in the provision of services

Society is undergoing large changes - as it also has in the past - not
least those arising in the intersection between globalization and techno-
logical change which changes modes of production which on impact
creates both winners and losers in the labour market. The derived ef-
fects also include new forms of employment, less stable employment
relations etc. Left on its own this may be a source of increasing inequali-
ty. This raises questions for traditional distribution policies running via
taxes and the social safety net, but also for the possibilities to actively
counteract these changes via education, labour market and social poli-
cies. Maintaining a high employment level is both a value in itself relat-
ed to social inclusion and equality, but the financial viability of the wel-
fare model also depends on maintaining a high employment level.

These changes also have wider effects on the interface between mar-
kets, civil society and the family. Changed employment relations and de-
mands in the labour market may affect the possibilities the individual has
in balancing work-life and family-life. Families may also undergo changes
(divorces) and there is an increasing trend in single-families.

Perhaps the most important aspect of the Nordic model should not
be found in economic details but rather in the political economy sphere.
It is sometimes denoted the “consensus” tradition which permeates in-
dustrial relations and politics. The political capital is large and this is
reflected in an ability to undertake reforms. Rather wide ranking re-
forms of pension and retirement schemes have been implemented

16 Nordic Economic Policy Review



smoothly in e.g. Denmark and Sweden, and they are among the few
countries who have addressed the ageing problem.

In discussing changes or challenges, it is also worth pointing out
that many of these are common to most countries or global in their na-
ture. The need for changes and adjustments should therefore be seen in
the perspective of the changes needed in other countries. It is not clear
that the challenges are posing a larger problem for the Nordic countries.
To list just a few, the US is facing a problem of steeply increasing ine-
quality and segregation. Southern European countries experience an
outflow of well-educated young and strong protests and retrenchment
of reforms to address the ageing problem.

Globalization and technological changes are associated with collec-
tive gains but an unequal distribution of gains and losses. Welfare ar-
rangement may contribute to compensate the losers and (re) distribute
the gains, which in turn may be conducive to reforms. Clearly there is a
hen-and-egg issue in the interdependence between welfare arrange-
ments and ability to reform - the welfare state may create an environ-
ment in which it is easier to undertake reforms, but the reforms are also
crucial for the development and viability of the model. How this rela-
tionship has been established and developed historically is in itself and
interesting question, but beyond this volume to consider.

Rather than looking backward at past performance it is important in
due time to consider changes in society and discuss how to address
them. This volume addresses some topical issues on the future of the
Nordic welfare model. It is, of course, by no means exhaustive, but in-
stead covers a number of broad issues outlining what recent research
has to say on them. Each paper is relatively short, given the width of
each topic, and the titles of each contribution explains what the covered
topic is, so rather than trying to summaries the contributions we hope
that they all, together or individually will contribute to a better and
more informed discussion about the future challenges, reform needs
but also possibilities of the Nordic model.
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2. The Nordic welfare model in
an open European labor
market?

Bernt Bratsberg, The Ragnar Frisch Centre of Economic Research,
bernt.bratsberg@frisch.uio.no and Knut Rged, The Ragnar Frisch Centre
of Economic Research, knut.roed@frisch.uio.no

Abstract

[s it possible to sustain an ambitious and redistributive Nordic welfare
state in a Europe with open borders? Drawing on longitudinal administra-
tive records spanning four decades, we first present discouraging historical
evidence showing that labor migrants from low-income source countries
tend to have unstable employment careers with marked overrepresenta-
tion in welfare programs. This pattern extends to post-accession labor mi-
grants from Eastern Europe, who quickly experience high rates of unem-
ployment. The article discusses possible avenues for making the welfare
state “migration robust”. We argue that there are alternatives to reclosing
borders and/or cutting down welfare state ambitions, and recommend pol-
icies based on strengthening of activity requirements in social insurance
programs, raising minimum job standards, and substitution of work-
oriented services for cash-based family allowances.

1 We are grateful to Gregory Clayes, participants at the 2015 NEPR conference in Helsinki, and the editors
for valuable comments. The article draws on research funded by the Norwegian Research Council (projects
“Work Life Challenges - workforce management and worker involvement solutions” and “European
Strains”) and is part of the research activities of the Centre of Equality, Social Organization, and Perfor-
mance, University of Oslo. Data made available by Statistics Norway have been essential for this research.
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2.1 Introduction

The recent enlargements of the EU Single Market represent new oppor-
tunities for growth and prosperity. The liberalized migration regime that
followed allows workers to flow more easily toward their best potential
use (Kahanec et al., 2014; see also Clemens, 2011 and Kennan, 2012). Im-
proved labor mobility removes bottlenecks in production processes and
facilitates dynamic cushioning of regional cyclical fluctuations. Left un-
hindered, the open-border policy is a powerful tool for raising and equal-
izing living standards across Europe, and thus for promoting economic
and social cohesion. However, at least in the short and intermediate
terms, the integrated labor market also presents some political and eco-
nomic challenges. Large cross-country differences in labor productivity,
wages, and social insurance standards may trigger migration flows that
place pressure on present welfare state institutions (Sinn, 2002; Kvist,
2004). In particular, the fact that social insurance benefits in the Nordic
countries by far exceed typical wages in most accession countries may
distort migration flows and weaken labor migrants’ incentives to remain
in productive employment over the long haul. As we show below, prior
empirical evidence points to a considerable risk that labor immigrants
from low-income countries fail to establish lifecycle employment and
earnings careers on par with natives, but instead exhibit high rates of
premature labor market exit and welfare uptake.?2 Beyond their mere fis-
cal implications, such processes may well lead to economic marginaliza-
tion of minority groups and, as discussed by Mollerstrom (this volume),
reinforce any decline in popular support for redistribution linked to
growing demographic heterogeneity as many natives will perceive it as
less likely that they will be on the receiving end. This brings to the fore
questions of how labor market institutions and social insurance systems
should adapt in order to reap the full benefits - and avoid the perils - of
an integrated European labor market.

2 Alarge literature studies welfare uptake among immigrants and natives across Europe; see Nannestad
(2004) for a review and Boeri (2010) and Barrett and Maitre (2013) for recent cross-country comparisons.
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Based on Norwegian administrative register data, this paper first
reexamines past experiences with labor immigration. Labor immigration
benefits the welfare state in the short run through its immediate expan-
sion of labor supply. But, the impacts on the fiscal sustainability of the
welfare state also depend on the migrants’ long-term integration in the
labor market and their rate of return migration. Our brief review of prior
studies, paired with new evidence on labor market outcomes of recent
European labor migrants, indicates grounds for concern: Labor immi-
grants from countries with low economic development have more unsta-
ble employment patterns, and face a much higher probability of becoming
reliant on social insurance transfers, than natives. We move on to discuss
mechanisms that can explain these patterns, such as vulnerability to cy-
clical fluctuations; lack of language skills needed to adapt to new
jobs/occupations in response to structural change; high effective re-
placement ratios in the social insurance system; and employer incentives
to recruit low-skilled immigrant workers to jobs with low wages and
poor working conditions. Finally, we discuss some policy options. We ar-
gue that a reintroduction of migration barriers is not the way to move
forward. Instead we recommend policies aimed at making the Nordic
welfare model more “migration robust”: First, by establishing (or raising)
minimum standards/wages in the labor market in order to prevent social
dumping at the tax payers’ expense, and, second, to make the social in-
surance system more participation oriented - essentially by substituting
job offers and/or various forms of activation for pure cash transfers.

2.2 Experiences prior to the enlargements of the
European labor market

Between 1975 and 2004, work-based immigration to Norway from out-
side the Nordic region (the EEA area since 1994) was subject to strict
regulations. Hence, in order to examine the long-term labor market per-
formance of labor immigrants from low-income countries, we have to
go back to the waves that arrived just prior to the 1975 legislation. Alt-
hough this obviously raises questions about comparability with today’s
migrants and today’s labor market institutions, the exercise has the ad-
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vantage that it facilitates assessments of immigrant performance over
four decades.

Bratsberg et al. (2010; 2014) have examined the lifecycle employ-
ment and earnings patterns of these early cohorts of labor migrants to
Norway. Their analyses distinguish between immigrants from countries
with similar earnings levels and living standards to those of Norway (i.e.,
Western Europe) and immigrants from countries with considerably low-
er earnings and living standards (e.g., Pakistan and Turkey). A key finding
of these studies is that whereas labor immigrants from Western Europe
had employment and earnings patterns similar to those of natives, the
labor immigrants from low-income countries had a disproportional ten-
dency to drop out of labor market after 10-15 years of employment.

The left-hand panel of Figure 1 summarizes and updates some of the
main findings of the prior studies by showing the annual employment
rates of male immigrants who entered Norway during the early 1970s,
and then remained in the country until 2013. Similarly, the right-hand
panel shows employment rates for female immigrants who entered dur-
ing the late 1970s (with the delayed entry period explained by the fact
that very few women from low-income countries arrived during the
early 1970s; the majority of those from the late 1970s being spouses of
the male cohorts of the early 1970s). Here, we distinguish between
three different regions of origin that dominated labor-related migration
to Norway during this period: i) Pakistan and Turkey, ii) the Nordic
countries, and iii) the rest of Western Europe (denoted EEA in the fig-
ure). In addition, we show employment rates for a comparison group of
natives, stratified to have the exact same age composition as the three
immigrant groups put together. Since the age compositions of these
groups were roughly the same (with the typical immigrant being 24-25
years of age at the time of arrival), we can compare the dynamic em-
ployment patterns directly. It is clear that lifecycle employment was
much lower for labor immigrants from Pakistan and Turkey than for
immigrants from Western Europe and natives. Employment levels
tended to be high during the first years in Norway, but after around 10-
15 years of residency, they started to drop precipitously. Immigrants
from the Nordic countries and the rest of Europe, on the other hand,
had employment patterns very similar to natives.
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Figure 1: Annual employment rates 1972-2013, conditional on continued residency in Norway —
Immigrants from the 1970s and native comparison groups
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Note: Employment is defined as having annual labor or business earnings exceeding the base
amount of the social insurance system (currently NOK 90,068). The figure shows annual averages
for those aged 25—-64. The “EEA” group consists of immigrants from the following countries (with
sample share in parenthesis); The United Kingdom (47), Germany (14), France (12), the Netherlands
(10), Spain (4), Switzerland (4), Italy (3), Austria (2), Belgium (2), Ireland (1), Portugal (1), Greece (1),
and Luxembourg (0).

Figure 2 illustrates how the low employment rates among immigrants
from Pakistan and Turkey translate into correspondingly high participa-
tion rates in disability insurance programs. These data are available from
1992 only, but we see that already at this point more than 20% of the Pa-
kistani and Turkish immigrants who arrived 15-20 years earlier had be-
come recipients of disability insurance benefits. By the end of our obser-
vation period, more than 60% of the labor migrants still in Norway, as
well as their spouses, had become disability insurance claimants, com-
pared to around 20% of the immigrants from high-income countries.
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The reason why we focus on disability insurance benefits here, and
not, say, unemployment benefits or social assistance, is that the disabil-
ity program had already become the major social insurance program for
the 1970s cohort of labor immigrants when the data series for social
insurance transfers start in 1992. Likewise, the unemployment insur-
ance register data are first available in 1989 and we are unable to study
the dynamic transitions between employment, unemployment insur-
ance, and disability program enrollment during the critical downturn of
the late 1980s. Unemployment insurance was presumably an important
income source for many of the immigrants during the slump, but since
these benefits are subject to time limits (currently a maximum of two
years) the welfare state had to find other ways to ensure lasting solu-
tions for persons who persistently failed to find new employment. Exist-
ing empirical evidence (Rege et al.,, 2009; Bratsberg et al., 2013) shows
that there is a large “grey area” between unemployment and disability
insurance programs: Job loss raises the probability of becoming a disa-
bility insurance claimant considerably, and Bratsberg et al. (2013) ar-
gue that disability insurance is sometimes unemployment insurance in
disguise. For the cohorts under study, the underlying data indeed show
a strong correlation between unemployment and subsequent disability
program enrollment: For the men who first entered disability in 1993,
unemployment insurance rates in 1989 were twice those of men who
did not enter disability insurance.
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Figure 2: Disability program participation 1992-2013, conditional on continued residency in
Norway. Immigrants from the 1970s and native comparison groups
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Note: Figure entries are restricted to those aged 25-64.

Given that we examine a wave of immigrants who arrived during the
1970s, it is now possible to assess their patterns of employment and
earnings over their whole potential working lives. On average, the male
labor immigrants from Pakistan and Turkey were employed 61.9% of
all years between the ages of 25 and 66. To put this number into per-
spective, we have computed the corresponding number for native men
of the same birth cohorts, who were employed 85.5% of their potential
working lives. Examining annual earnings instead, we find that the labor
immigrants from Pakistan and Turkey on average earned 177,791 NOK
per year (not conditional on employment, and inflated to 2012 curren-
cy), whereas the comparable group of native men earned 328,464 NOK.
Hence, the labor immigrants’ lifetime earnings were on average only
54% of those of native men of the same birth cohorts.
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Moving on to the spouses of these labor immigrants, we find that the
women were employed in only 21.9% of all years between the ages of
25 and 66, with average annual earnings as low as 43,737 NOK. By
comparison, native females of the same birth cohorts were employed
68.0% of their potential working-life years, with average earnings equal
to 176,772 NOK. Hence, the lifetime earnings of the cohort of immigrant
women were only 25% of those of native-born women.

Lower lifetime earnings than natives do not necessarily indicate
that immigrants represent a fiscal burden for the welfare state, howev-
er. In order to provide a broader assessment of the fiscal consequences
of migration, one has to include contributions and expenditures over
the complete lifecycle, taking into account that tax payers do not have to
pay the costs of child care and education before immigrants arrive and
that some immigrants will spend the last - and the most cost intensive
in terms of health care - years of their life in their country of origin.
Hence, the break-even point of direct taxes paid versus benefits re-
ceived likely involves lower lifetime labor earnings for immigrants than
for natives (Preston, 2014).

Nevertheless, it is of paramount importance to understand why the
immigrants from Pakistan and Turkey performed so poorly in the Nor-
wegian labor market over the long term. Unfortunately, we are not able
to provide complete evidence-based answers to this question. We know
that business cycle fluctuations played an important role, as many of the
immigrants lost their foothold in the labor market around the major
cyclical downturns in the early and late 1980s; see Bratsberg et al.
(2010). A large fraction was originally recruited to declining (and, to
some extent, dying) industries and they did not possess the human capi-
tal and language skills typically required by the new and growing indus-
tries. Thus, dependency on temporary social insurance became preva-
lent. Since social insurance benefits are more generous for persons with
children and dependent spouses, many of the immigrants experienced
that social insurance gave as high, and in some cases even higher, family
income than fulltime work (Bratsberg et al., 2010). This situation might
have undermined incentives to provide the effort required for regaining
a foothold in the labor market, thereby transforming temporary insur-
ances into permanent ones.
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The presence of a relatively comprehensive social security net in
Norway, combined with large differences in living standards between
Norway and the source country, further weakened the incentives for
return migration among the labor migrants from low-income countries,
even in cases were new employment could not be found in Norway. This
illustrates an important asymmetry in labor-motivated migration pat-
terns between countries with very different levels of development:
Whereas high labor demand during economic booms in the wealthy
country will attract workers from poor countries, there is no reason to
believe that a subsequent economic bust will set the migration flows in
reverse. At this point, there is a significant difference between labor mi-
gration flows across countries with similar and countries with very dif-
ferent living standards. The discrepancy also shows up in our data:
While as many as three in four of the 1970s immigrants from the Nordic
and other Western European countries had left Norway by 2013, this
was the case for only one in four of the Pakistani and Turkish immi-
grants - despite the latter group’s much poorer performance in the
Norwegian labor market.

For those who did stay in Norway, the long-term labor market perfor-
mance of immigrants from the Nordic and other Western European coun-
tries is actually a completely different story: As Figures 1 and 2 showed,
their lifecycle employment patterns are hardly distinguishable from those
of natives, and for females, participation in disability insurance programs is
even considerably lower than for similarly aged native women.

2.3 Experiences since the expansions of the
European labor market

So, for the issue of how the new European flows of labor migrants will
affect the long-term fiscal sustainability of the Nordic welfare states, a
key question is whether the eastwards extensions of the European la-
bor market will lead to migration flows and long-term employment
patterns that resemble the 1970s experiences with migration from
poor or from rich source countries. Geographical and cultural close-
ness suggest that past immigration from Europe is the most relevant
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reference. However, since the new European labor market covers
countries with large differences in economic development, and with
very different labor market and social insurance institutions, the an-
swer to the question is not obvious.

Given that the first eastwards extension of the European labor mar-
ket took place only 11 years ago (in 2004), it is obviously too early to
paint a complete picture of the lifecycle employment and earnings pat-
terns of the new immigrants. What we can do, however, is to examine
economic outcomes over a 10-year period after entry. To do this, we
look at three groups of recent European immigrants to Norway: i) those
from the nearby Nordic countries, ii) those from other countries in
Western Europe (for simplicity denoted EEA), and iii) those from the
2004 accession countries in Eastern Europe (denoted EU8). Specifically,
we examine immigrants from these regions who arrived in Norway be-
tween 2005 and 2008 and were 17 to 46 years of age at the time of en-
try. Figure 3 first shows how long these migrants stayed in Norway.
While fewer than 40% of the Nordic immigrants remained in Norway
10 years after arrival, this was the case for 70-80% of the migrants
from EU8, and around 50-60% of the migrants from other countries in
Western Europe, depending on gender. In other words, the return mi-
gration patterns of the new immigrants from the accession countries in
Eastern Europe are closer to those we saw among 1970s immigrants
from low-income countries than from countries in Western Europe.
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Figure 3: Share of immigrants residing in Norway, by years since entry and region of origin
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Note: Immigrant populations consist of 2005-2008 arrivals age 17-46 at entry. The EU8 group con-
sists of immigrants from the following countries (with sample share in parenthesis); Poland (75),
Lithuania (14), Slovakia (3), Latvia (3), Estonia (2), Hungary (1), Czech Republic (1), and Slovenia (0);
and the “EEA” group of Germany (50), the United Kingdom (14), the Netherlands (10), France (9),
Spain (4), Italy (4), Portugal (2), Austria (2), Switzerland (1), Belgium (1), Greece (1), Ireland (1),
Liechtenstein (0), Luxembourg (0), Andorra (0), and San Marino (0).

Figure 4 displays, separately by gender, annual employment rates for
each of the three immigrant groups. The employment figures are com-
puted for persons aged 25 or more, conditional on continued residency
in Norway (at the end of each calendar year), and also conditional on
not being enrolled in education during the year. Again, we add a native
comparison group with the same age composition as the various immi-
grant groups combined. (There is some variation in age across the three
immigrant groups. To illustrate, among those in Norway at the end of
2010 the average age was 34.5 for the EU8 group, 35.7 for the EEA
group, and 31.6 for those from the Nordic countries. When we reweight
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the native data to reflect the age distribution of each immigrant group,
we uncover however only minor differences from the overall native
employment numbers displayed in Figure 4.) The figure shows that em-
ployment rates for Nordic immigrants again tend to be high and indis-
tinguishable from those of natives. Male immigrants from Eastern Eu-
rope also had very high employment rates in 2007 and 2008, but their
employment rates apparently took a serious blow during the financial
crisis in 2009-2010. In 2013, however, their employment was almost
back to native levels. Male immigrants from other Western European
countries have consistently had employment rates somewhat below
native levels. For female immigrants from both Western and Eastern
Europe, we see patterns of relatively low employment rates the first
years after immigration, followed by a gradual convergence toward na-
tive levels. The underlying data reveal that many of the female non-
Nordic immigrants were admitted as family immigrants (44% of the
EU8 women and 39% of the EEA women, compared to only 1% and 7%
of the male groups). The data also reveal that the convergence of female
employment rates over time foremost is attributable to strong employ-
ment growth for those who entered on a family visa. A second point to
note here is that, while Figure 1 showed similar employment profiles
for natives and the 1970s immigrants from both the Nordic countries
and other countries in Western Europe, the recent data indicate some
differences between these groups. In particular, the recent Western Eu-
ropean immigrants from outside the Nordic countries exhibit lower re-
turn migration rates and lag somewhat behind the Nordic group in the
labor market. Plausible explanations for these patterns relate to the
stronger links between admission and job offers for labor immigrants
from outside the Nordic countries during the 1970s, with a greater em-
phasis on skills considered to be needed in the Norwegian labor market,
along with the much stronger economic growth in Norway compared to
the United Kingdom and continental Europe between 1970 and 2010.
Hence, it is probable that the 1970s’ cohorts of immigrants from West-
ern Europe were particularly favorably selected in terms of their job
opportunities in Norway.
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Figure 4: Employment rates 2006—-2013, immigrants arriving in 2005-2008 and native
comparison groups
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Note: Employment is defined as having annual labor or business earnings exceeding the base amount
of the social insurance system (in 2013 NOK 84,204). The data include persons at least 25 years of age,
not enrolled in education, and with residency in Norway at the end of the calendar year.

Figure 5 shows average annual earnings for those who were employed
each year. It is clear that labor earnings tend to be much lower for East-
ern European immigrants than for all the other groups. Moreover, the
figure gives no indication of the assimilation effects typically found else-
where in the literature, whereby immigrant earnings grow more rapidly
than those of natives during the first years in the host country. Instead,
the earnings gap between natives and EU8 immigrants remained con-
stant over the eight-year period considered, with the 2013 earnings of
male EU8 immigrants 34% below those of native men and the earnings of
female EU8 immigrants 24% below those of native women.
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Figure 5: Annual labor and business earnings 2007-2013, conditional on employment.
Immigrants arriving in 2005-2008 and native comparison groups

A. Men B. Women

600
1

400
I

Earnings (1000 2013 NOK)
200

T T T T T T

T T
2007 2009 2011 2013 2007 2009 2011 2013

EU8 ——=——— EEA ———=—- Nordic — Natives

One possible explanation for the relatively low earnings of EU8 immi-
grants is that they were recruited into occupations with particularly low
wages. If we focus on immigrants and natives employed in the major
immigrant occupations, the earnings gaps are reduced considerably; see
Figure 6. The earnings differential between EU8 immigrants and natives
remains significant, however, and again there is no indication of assimi-
lation effects on immigrant earnings. When we compare natives and
immigrants from accession countries who in 2008 worked in the five
most common immigrant occupations, the earnings gap in 2013 stood
at 22% for males and 13% for women.
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Figure 6: Annual labor and business earnings 2007-2013, conditional on employment in one of
the five main 2008 immigrant occupations
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Note: The five main occupations and their employment share in the immigrant data are, for men,
carpenter (11), clerical (10), construction laborer (6), cabinet maker (6), and brick layer (4), and, for
women, cleaner (18), child care (6), sales (6), clerical (6), and waiter (5).

Even though most of the new Eastern European immigrants managed
to maintain a foothold in the Norwegian labor market through the fi-
nancial crisis, a relatively large fraction also claimed unemployment
insurance (UI) benefits. Figure 7 shows the uptake of Ul benefits
month by month for immigrants still residing in Norway. For men,
there was a huge spike in benefit claims around the financial crisis,
starting late 2008, particularly for men from Eastern Europe. The EU8
claimant rates came back down around 2012, but have remained at
much higher levels than those of other European immigrants and na-
tives. And since 2012 they have again displayed an increasing pattern.
For Eastern European women, we have seen a more monotonous in-
crease in Ul claimant rates after the financial crisis, albeit with slower
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growth since 2012. Of particular concern is that the Ul claimant rates
of the EU8 group seem to have stabilized at very high levels when
compared to natives. In fact, in December 2014 (the last entry in Fig-
ure 7) the Ul claimant rate among men from accession countries who
had immigrated to Norway in 2005-2008 was five times that of native
men of the same age, and the claimant rate among women four times
that of similarly aged native women.3 Even immigrants from the Nor-
dic and other Western European countries have had higher Ul claim-
ant rates than natives in the aftermath of the financial crisis, but at
much lower levels than those of the EU8 immigrants.

3 As with earnings (see Figures 5 and 6), immigrant-native differences in Ul uptake are smaller when we
consider workers in the same occupation. To illustrate, when we restrict the sample to those in the major
immigrant occupations used in Figure 6, the January 2011 uptake rate among male EU8 immigrants was

2.8 times that of native men (14.8 vs. 5.2%) and the uptake rate of EU8 women twice that of native women
(7.7 vs. 3.8%). Bratsberg et al. (2014) study overall Ul uptake during the financial crisis and find that differ-
ences in age, tenure, industry and occupation account for 40% of the observed difference in uptake between
immigrant men from Eastern Europe and native men and 60% of the observed difference in Ul uptake
among women.
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Figure 7: Monthly unemployment insurance claimant rates 2007-2014, immigrants arriving in
2005-2008 and native comparison groups
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Note: The data include persons at least 25 years of age who are not enrolled in education and with
residency in Norway at the end of each calendar year.

2.4 Structural challenges

While it is too early to draw any firm conclusions regarding lifecycle
employment in Norway, we do see some discouraging medium and
long-term labor market performance patterns among the post-
enlargement immigrants from lower-income countries in Europe. Why
do we apparently fail to achieve full labor market integration on par
with natives? We will focus here on three interrelated explanations.

The first is that immigrants often are recruited to jobs with low
general skills requirements, and, in particular, to jobs where Norwegian
language skills is not a key ingredient. These jobs are often temporary
in nature and disproportionally found in cyclically sensitive industries
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such as construction. And since most firms practice a last-in-first-out
principle in case of downsizing, immigrant workers generally have a
high risk of becoming unemployed. Once unemployed, the lack of gen-
eral qualifications and language skills obviously become a serious hand-
icap in attempts to find other types of work.

Second, those who become unemployed are in most cases entitled to
unemployment insurance (UI). In principle, Ul entitlements are fully
transferable within Europe. Among labor immigrant in Norway, enti-
tlement will in any case follow if their labor earnings during the prior
calendar year exceeded 1.5 times the base amount of the social security
system (in 2013, earnings above NOK 126,000 - or one third of the av-
erage earnings of male EU8 immigrants depicted in Figure 5). For
workers from, say, Poland or Lithuania, Norwegian Ul benefits will typi-
cally exceed earnings in the home country by an order of magnitude. In
Table 1, we report average monthly Ul benefits and wages in the home
country, collected from the OECD Social and Welfare Statistics database
(see columns I and II). These data show that typical Norwegian Ul bene-
fits are 7 to 15 times average Ul benefits - and 4 to 5 times average
wages - in Eastern Europe. Because the preceding section showed that
Eastern European migrants earn less than natives and other migrants,
we have also computed monthly Ul benefits for those who actually
claimed benefits in Norway in 2010 (see column III) as well as monthly
pay among wage earners (column IV) and average monthly labor earn-
ings for those employed during the year (column V). Although both
benefits and wages of Eastern European migrants fall below those of the
other groups considered, they remain much higher than UI benefits and
wages at home. Hence, incentives for returning home to look for em-
ployment there are weak. A probable consequence is that many immi-
grants from accession countries remain registered as unemployed in
Norway, despite being poorly qualified for new employment. For some
of the unemployed, it will also be tempting to bring the insurance mon-
ey back to the home country, where costs of living may be less than half
of those in Norway, and thereby obtain a higher standard of living than
what even a fulltime job could deliver in Norway. The rules of the Ul
program allow for such stays within the European labor market for a
period of up to three months, but the absence of border controls be-
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tween European countries obviously implies that it can be done to a
much larger extent in practice.# Such opportunities may undermine in-
centives for active job search in Norway, and raise the reservation wage
of the unemployed.

Table 1: Unemployment benefits and average earnings at home and in Norway, immigrants from
the Baltic States, Poland, and the Nordic countries, 2010

(U] (m (1) (V) v)

At home In Norway
Monthly UI Monthly wage Monthly Ul Monthly Monthly
benefits income if benefits among pay, wage earnings

employed claimants earners

Estonia 405 809 1,891 3,344 3,043
Latvia 411 684 1,686 3,282 3,200
Lithuania 188 561 1,579 3,224 3,091
Poland 223 754 1,689 3,353 3,134
Denmark 2,188 4,208 2,095 5,188 5,120
Finland 1,584 3,283 2,186 4,141 4,005
Iceland 1,547 2,793 1,900 4,599 4,429
Norway 2,948 4,916 1,929 4,491 4,500
Sweden 1,545 3,217 2,067 4,432 4,308

Note: Benefits and wages are converted to Euros using average exchange rate for 2010. Source of
entries in columns (1) and (I1) is OECD iLibrary, OECD Social and Welfare Statistics. Entries in columns
(I1)—(V) are authors’ calculations based on the register data for the immigrant and native samples
used in Figures 4 and 5.

Third, since European legislation implies that welfare state entitlements
are transferred to the country of employment, a job in, say, Norway, not
only grants membership in the Norwegian social insurance system, but
also entails eligibility to various family allowances. For families with
children, this entails that a job in Norway may be attractive even if the

4 Although the higher costs of living in Norway will mitigate some of the cross-country differences uncov-
ered in Table 1, the possibility of exporting benefits justifies comparisons without adjustments for purchas-
ing power parity.
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offered wage is extremely low. For example, the Norwegian cash-for-
care subsidy for a one-year old child now amounts to NOK 6,000 per
month, which adjusted to the 2010 wage levels and exchange rates used
in Table 1 corresponds to EUR 629, or around 80% of average earnings
in Poland. Such features give employers and prospective immigrant
employees incentives to agree on very low wages and poor working
conditions. While this can be a win-win situation for the employer and
the immigrant worker - at least in the short run - it may stimulate the
creation of poor jobs with high subsequent unemployment or disability
risk and substantial (expected) costs for the welfare state.

2.5 A more robust welfare model

There is now an ongoing policy debate in several European countries
about reestablishing elements of the previously existing migration bar-
riers; either by making eligibility of economic transfers from a particu-
lar country conditional on past social security contributions to that
same country (i.e., limit the transferability of eligibility), or by adjusting
benefits with a country specific cost-of-living index when they are ex-
ported to another country. The latter would mean, for example, that
Norwegian Ul benefits paid out in Poland would be cut by more than
one half compared to the current level.
Requiring a country-specific contribution period before benefits can be
claimed may reduce some of the incentive distortions discussed in the
previous section, particularly those related to creation and acceptance
of very poor and short-lived jobs. However, this potential advantage
must be balanced against the disadvantage of also reducing welfare-
enhancing labor mobility within Europe. Further, introducing cost-of-
living adjustments to social insurance payments appears to us to be a
“dead end”. Given that people can travel freely across Europe without
notifying authorities of their whereabouts at each point in time, the
scope for circumventing downwards cost adjustments appear almost
limitless (unless draconian control measures are implemented).

In any case, we will argue that a strategy designed to strengthen the
sustainability of the Nordic welfare model primarily must consist of pol-
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icies aimed at making the welfare system robust to the existence of an
open European labor market, and not of policies aimed at reversing it.
How can this be achieved in practice? One obvious policy option is to
scale down on social insurance programs and thus make the welfare
state less generous for everyone. Such a policy might trigger a “race to
the bottom”, as it seeks to ensure that a country’s own welfare state
provisions are not too generous relative to those in other countries.
Thriftier social insurance would improve work incentives for natives as
well as immigrants, and reduce migration distortions generated by
cross-country differences in social insurance systems. However, the rel-
atively generous social insurance programs in the Nordic countries are
in place for a reason. They reflect voter preferences for a low-risk socie-
ty with sound insurance arrangements in case of sickness, disability, or
involuntary unemployment. They also reflect preferences for a relative-
ly egalitarian society with little poverty. Viewed as a whole, the “Nordic
model” has been successful in delivering economic growth and high
standards of living for the vast majority of its citizens.

Is there an alternative way? We will argue that there is, but obvi-
ously not without its pros and cons. We will sketch a policy based on
three pillars:

A first pillar consists of ensuring minimum standards in the labor
market, including a minimum wage and possibly limitations on the use of
temporary contracts. In the absence of such minimum standards, em-
ployers will have an incentive to recruit foreign workers with a high ex-
pected future income flow from the welfare state as such workers are
willing to accept lower wages, ceteris paribus. This may result in an “ad-
verse selection” of foreign workers (from a fiscal point of view), and also
imply particularly high social insurance replacements among those who
do arrive, as the progressive nature of social insurance entails that the
replacement ratio declines with earnings. In a worst case scenario, firms
could repeatedly recruit new immigrant workers to temporary and poor-
ly paid jobs, based on the premise that their “real pay” wou