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Abstract
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I. INTRODUCTION

Increasing migration to the Nordic region is challenging the adaptability of Nordic labor
market institutions.” Although the stock of immigrants in most countries in the region is still
relatively modest compared with some other advanced OECD countries, net migration
inflows as a share of the population have increased significantly since the mid-2000s. This
mostly reflects the enlargements of the European Union (EU), which triggered a surge in
labor migration from the new member states (NMS). While intra-Nordic labor mobility has
been a long-standing feature of the Nordic labor market model, the surge in migration
inflows from outside the region is a more recent phenomenon and has presented new
opportunities and challenges for the Nordic states. On one hand, the inflows help the Nordic
economies maintain labor force growth in the face of an aging population and dampen
overheating pressures during periods of strong demand. On the other, young and
lower-skilled immigrants are more prone to unemployment relative to Nordic natives.

What factors account for the increasing migration inflows to the Nordic region, and what are
the labor market consequences of migration? What role do labor market institutions play, and
what is the scope for the Nordic institutions to adapt to the emerging labor market
challenges? This paper addresses these questions by examining the recent trends, economic
drivers, and labor market and policy implications of migration to the Nordics.

Some Nordic countries, most notably Sweden, have also experienced a rise in asylum seekers
over the past decade, especially in 2015. While this type of migration also has important
labor market implications, the data analyzed in this paper on total migration flows appear to
be primarily driven by economic migration although the data available sometimes do not
allow a clear distinction between the different types of migration.” The analysis of this paper
may thus not apply directly to the current developments related to Europe’s refugee crisis.*

Econometric analysis of this paper suggests that both cyclical and structural factors play an
important role in explaining migration flows to the Nordic region. Other things being equal,
immigrants have incentives to move to countries with better economic and labor market
conditions relative to their home country. The influence of these cyclical factors is
particularly strong in the case of intra-Nordic migration, whereas structural factors such as
real wage differences and network effects matter more for shaping migration flows from
outside the region.

Migration to the Nordic region brings significant benefits. For example, about 80 percent of
the Nordic labor force growth during recent years has come from increases in the
foreign-born population as opposed to growth in the native workforce. Over the longer
horizons, Eurostat estimates that the Nordic working age population would shrink by more

? In this paper, Nordic countries refer to the group of four countries: Denmark, Finland, Norway, and Sweden.

? Swedish labor market issues including asylum seekers are discussed in El-Ganainy (forthcoming).

* A forthcoming IMF paper will examine the issues related to refugees/asylum seekers in Europe.



than 10 percent by 2050 without continued migration at the current pace. This expansion in
labor supply alone helps boost potential output in the long run. A “back-of-the-envelope”
calculation shows that real GDP in the average Nordic country would be about 2! percent
higher by 2020 compared to a scenario of no further migration inflows. In the short run,
evidence from Swedish data shows that migration contributes to relaxing the economy’s
unemployment-inflation tradeoff, possibly by dampening wage growth and/or increasing the
elasticity of labor supply.

Notwithstanding these benefits, migration can come with short-term costs in terms of its
impact on the labor market of the host economy.’ Based on data from a sample of advanced
OECD countries, our analysis finds that an increase in migration is associated with a
subsequent rise in unemployment in the host country, at least initially. In addition, migration
tends to have larger impacts on the unemployment outcomes of the young and the low
skilled. These results are broadly robust to the potential endogeneity of migration flows.

Finally, our analysis indicates that labor market policy and institutions play an important role
in integrating immigrants into the labor market. For example, active labor market policies
(ALMP) and greater scope for wage differentiation can help alleviate differences in
unemployment between foreign- and native-born workers. As a crude policy experiment,
reducing the degree of wage compression in Nordic countries to the OECD average is
estimated to reduce foreign-born unemployment by over 10 percentage points for the average
Nordic country, which is enough to close the observed foreign-native unemployment gap.
While these results should be viewed with the usual caveats regarding the challenges in
empirically isolating the effect of any particular policy or reform, they suggest that allowing
more scope for wages to adjust—especially at the lower end of the wage distribution—and
continued support through ALMP, among other policies, can help the Nordic economies to
more successfully integrate immigrants into productive employment.

The rest of the paper is organized as follows. The next section outlines the stylized facts
about migration to Nordic countries and empirically examines the drivers of bilateral
migration flows for both intra-Nordic and non-Nordic EU migration. Section III investigates
the short- and long-term impact of migration on the host country labor market and studies the
role of policy and institutions such as the wage structure and ALMP in shaping the
unemployment outcomes of immigrants. Section IV concludes by discussing the implications
for Nordic labor market policies and institutions.

II. PATTERNS AND DRIVERS OF MIGRATION TO THE NORDICS
A. Patterns of Migration

The Nordic countries have seen a rise in immigration over the past decade. Although the
stock of immigrants in most of the Nordics is still relatively modest compared to some other

> While the paper focuses on studying the impact of migration on the receiving countries, a full analysis of the
costs and benefits of migration would need to take into account the effects on sending countries. For many of
these sending countries, emigration poses significant economic costs.



advanced OECD countries, net migration inflows as a share of population have picked up
significantly since the mid-2000s (Figure 1). Norway has experienced the largest wave of
immigration in the Nordic region—supported by robust oil prices and economic growth—
followed by Sweden and Denmark. Finland still has a relatively small immigrant population,
but inflows have been steadily rising since the early 2000s, albeit from a low level. Migration
flows reversed briefly during the global financial crisis, but have since picked up again.

Figure 1. Stock and Flows of Migrants to Nordic Countries
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The composition of migration inflows is diverse, with considerable variation across the
region (Figure 2). Intra-Nordic flows are significant and have been quite stable as a whole
thanks to the long-standing common Nordic labor market. Migrants from non-Nordic OECD
countries (primarily from Germany, US, and UK) account for a substantial share of the
annual inflows in all four Nordic countries, especially in Denmark. The EU enlargements in
2004 and 2007 opened the Nordic labor market to accession countries and triggered a surge
of labor immigration from the NMS. The rise of NMS migration is most striking in Norway
and is driven mainly by inflows from Poland and Lithuania. Sweden differs notably from its
Nordic peers as inflows of asylum seekers have played a more sizable role (although all
Nordic countries are recipients of asylum seekers—particularly during the 1970s and
1980s—due to humanitarian immigration policies). Finland has less inward migration
compared to the other Nordics, with a substantial fraction accounted for by migrants from
Estonia and Russia due to linguistic ties and geographic proximity.

There are also interesting differences in the skill composition of the immigrant population, as
measured by educational attainment (Figure 2). The shares of “highly-educated”
immigrants—defined as those attaining levels 5 or 6 according to the International Standard
Classification of Education (ISCED)—have increased between 2000 and 2010 in all Nordic
countries except Finland. In Finland and Norway, however, the shares of immigrants with
“low” level of education (ISCED 0/1/2) have also increased, suggesting that in these
countries the incoming migrant population has become more heterogeneous in terms of skill
levels. Denmark and Norway seem to attract relatively even shares of immigrants across the
different skill groups, whereas Sweden’s immigrant population is more concentrated on the
medium-skilled (ISCED 3/4), and Finland on the lower-skilled.
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Figure 2. Characteristics of Immigration to the Nordics
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Sweden: Migration Inflows by Source
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Immigrant Stock by Source and Education, 2010
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A closer look at intra-Nordic bilateral migration reveals significant cyclical patterns

(Figure 3). This suggests that cyclical differences across economies may influence
intra-regional labor movements, which are facilitated by the free labor mobility within the
region and cultural similarities within the Nordics. If this is the case, and to the extent that
business cycles across the Nordic economies are not perfectly synchronized, intra-regional
labor movements can serve as a counter-cyclical buffer, distributing labor supply to where it
is most needed. The role of cyclical factors is more formally tested in the empirical analysis
discussed below.

Figure 3. Patterns of Bilateral Intra-Nordic Migration

Denmark: Bilateral Net Migration Flows Finland: Bilateral Net Migration Flows
(Percent of population) (Percent of population)

0.04 0.02

0.03 BfromFIN @Efrom NOR ©from SWE BfromDNK  @EfromNOR B from SWE

0.02

o

oty
T
-0.03
-0.01
-0.04
-0.05
-0.06 -0.02
n O N~ 00 O © = N M S 1N O N 0 O O = N M n W N 0 O © = N MM & W W I~ 0 A O —« o
D OO O OO OO O O O O O O O O © O o o od o O OO OO OO O O O O O © ©O O O O O o o o
O 0O 0O 0O 0O O O O O O O O O ©O O ©O ©O O O a O O O O O O O O O O ©O ©O O © O O
N = = = 4 &N N N AN NN AN AN AN AN NN NN = H A A NN NN AN AN AN NN NN NN
Sources: National Statistics Offices and Fund staff calculations. Sources: National Statistics Offices and Fund staff calculations.
Norway: Bilateral Net Migration Flows Sweden: Bilateral Net Migration Flows
(Percent of population) (Percent of population)
0.12 0.04
01 BfromDNK  EfromFIN B from SWE EfromDNK  BfromFIN. B from NOR

0.03

o

ECL eI TY) R 1111 [N

L

2013

1) T 1 e o

0 N
q-r 001
-0.02

-0.02
-0.04
-0.06 -0.03
N O~ O N O o 6NN T W W N®ODHO A N M O H o o ¥ ;1 VW N~ © O O = o
N O N DO OO0 9090090 0 9 O A o oo S © ©9 9 9 9 9 © 9O O d oI o
SO OO0 OO0 OO 6 S O O O o S & © & & &6 &6 &6 ©6 & o o o
H - H HH N NN~~~ N & 8§ & & 8§ 8§ & § § & & «§

Sources: National Statistics Offices and Fund staff calculations. Sources: National Statistics Offices and Fund staff calculations.

2013




B. Drivers of Migration

This subsection examines the forces and constraints that shape bilateral migration flows to
the Nordic countries from both within and outside the region, with focus on migration for
economic purposes. Theory postulates that both push and pull factors influence migration
flows. Push factors relate to the source countries from which migrants originate, and pull
factors to the host countries that receive the migrants. We focus on testing the economic
determinants (short-term/cyclical factors such as growth and labor market conditions, and
long-term factors such as wage levels and social welfare generosity), although in many cases
non-economic forces (e.g., political conflicts and natural disasters) play a large role.

The drivers of migration are examined using a framework that allows for both push and pull
effects. Following Ortega and Peri (2012) and Mayda (2010), the baseline empirical model
is:

Mije=a+BYijr1+0X 1+ u;+ow+e;; (1)
where:

m, ;. denotes the net migration rate (i.e. 100*(inflows — outflows)/host population®) from
country 7 to country j in year .

Vijt = Yjt — Yie 18 a vector of host country — source country differentials that capture the
pull — push effects. Differentials in the output gap or the unemployment gap’ reflect the
relative business cycle positions of the two economies, while longer-term structural
differences are captured by differentials in the real wage level and unemployment benefit
generosity (measured by the average replacement rate). One year lags of these differentials
are used to mitigate potential feedback effects of migration on the host country’s economy.®

The model also includes a vector of controls, X; j ;_4, including the existing stock of country
i’s immigrants in country j to test the network effect (i.e. a migrant is more likely to move
where there is already an established network of migrants from their own country) and
demographic characteristics of the source country (e.g., the share of young people in the
population, which may affect the propensity to migrate).

A full set of country pair fixed effects are included to capture the bilateral migration costs
that are time-invariant (e.g., linguistic/cultural links, geographical distance), and year fixed
effects to absorb any common shocks (e.g., effect of the global financial crisis).

® Host population is measured in the previous year. Results are similar if migration rates are calculated relative
to host country’s labor force instead of population.

" Data on the output gap are from the World Economic Outlook (WEO) database. The unemployment gap is the
difference between actual and trend unemployment with the latter calculated using a Hodrick-Prescott filter.

¥ As a robustness check, we also estimate a simple version of the model using panel VAR methods (as in e.g.
Boubtane et al., 2012) to allow migration to have feedback effects on the host country’s output and
unemployment rate. Results (available upon request) indicate that migration flows respond to the
unemployment and growth differentials between countries.
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Intra-Nordic migration

We first look at labor movements within the Nordic region. Making use of mirror images of
bilateral net flows’, the estimation sample consists of six country pairs over 1995-2012 (the
data source is the OECD’s International Migration Database). Bilateral net flows average
about 0.01 percent of population every year. There are considerable cyclical differences—as
measured by differences in the output gap or unemployment gap—across the Nordic
economies, indicating that despite the substantial intra-regional trade and financial links
business cycles in the region are far from being perfectly aligned (Table 1).

The empirical results point to the strong influence of cyclical factors in accounting for
intra-Nordic migration flows (Table 2). A significant portion—over a quarter—of the annual
variation in intra-Nordic migration can be explained by the relative position of business
cycles across countries; countries tend to attract larger net inflows at times of relatively
stronger GDP growth or lower unemployment rate (Columns 1 and 2)." In other words,
Nordic workers regularly move around the region partly to “arbitrage” the cyclical
differences across the economies. For example, a one standard deviation increase in the
unemployment gap in Norway relative to Sweden would trigger a 0.01 percentage point—or
17 standard deviation— reduction in the net migration flow (measured as a share of
population) from Sweden to Norway.

Structural factors also play a role. In line with findings in the migration literature (see e.g.
Hanson and Spilimbergo, 1999), differences in real wage levels across countries are found to
be a strong predictor of net migration. The size of the young population in the source country
is also an important determinant, suggesting that younger people are more likely to migrate
(Columns 3 and 4). On the other hand, the coefficient on the immigrant stock variable is
either statistically insignificant or has the wrong sign, possibly reflecting the similarity of
cultures and institutions across the Nordics reducing the need for reliance on networks.
Similarly, differences in unemployment insurance regimes across Nordic countries tend to be
small, and thus do not play a role in explaining migration within the region.

As migration rates tend to be serially correlated and persistent, we also report results using
Generalized Least Squares (GLS) to correct for potential panel-specific autocorrelation.
These are broadly similar to OLS results (Columns 5 and 6).

The relatively parsimonious empirical model explains close to half of the observed annual
variation in intra-Nordic bilateral migration flows (Figure 4).

? For example, net flows from Sweden to Denmark are in principle the mirror image of net flows from Denmark
to Sweden. However, it is not always the case in the data due to, for example, inadequate registration of
outflows.

12 Results (not shown here) also indicate that cyclical factors affect inflows more than outflows.



Figure 4. Intra-Nordic Migration—Actual and Predicted
Based on Column 4 of Table 2
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Migration from non-Nordic EU countries

Are migrants from outside the Nordic region driven by the same factors? We examine
bilateral net migration flows from 22 EU countries (excluding the Nordics) to the Nordic
countries over the same time period (1995-2012). Thus the estimation sample consists of
88 country pairs (22 source countries and 4 host countries). We re-estimate the empirical
model described in equation (1), with the set of control variables augmented to include an
indicator variable of EU membership for the NMS. Table 3 provides summary statistics.
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Similar to the intra-Nordic model, results for EU migration support the importance of
cyclical forces (Table 4). Economic opportunities in the Nordic region relative to the home
country—as measured by differences in the output gap—continue to play a role in shaping
international migration flows."" The magnitude of the estimated elasticity is much smaller
than in the case of intra-Nordic migration, and the model with output gap differentials alone
explains very little—about 5 percent—of the variation in the observed data (Column 1).
However, there is evidence that this elasticity has increased substantially after accession of
the NMS to the EU labor market (Columns 3 and 4). Thus, structural changes can alter not
only the level of migration but also its cyclical responsiveness.

Structural factors are essential in explaining the recent surge of EU migration to the Nordics
(e.g., Column 2). For example, the findings point to a strong network effect: migration flows
from outside the region are significantly path-dependent and previous settlement patterns are
an important determinant of subsequent migration flows. Migration flows tend to be higher
from countries with a younger population. The free labor mobility that comes with EU
membership also contributes to boosting the net migration rate. In addition, migrants—
particularly those from NMS—respond to the wage gaps as well as the more generous
unemployment insurance in the host country (Column 4). As a robustness check, a GLS

specification allowing for serial correlation in migration rates produces similar results
(Column 5).

The empirical model has reasonable predictive power (Figure 5). For example, the baseline
model (Column 2 of Table 4) explains about 40 percent of the observed annual variation in
bilateral flows to the Nordics. Model prediction is relatively more accurate for migration
from non-NMS EU countries. For NMS labor migration, the model can explain only part of
the surge in the pre-crisis period as well as the reversal during the global financial crisis,
suggesting that other factors—including non-economic ones—may be at work.

Figure 5. EU Migration—Actual and Predicted
Based on Column 2 of Table 4
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' Similar results are obtained using the unemployment gap differentials.
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III. LABOR MARKET IMPACT OF MIGRATION

This section first discusses the long- and short-run impact of migration on the host economy.
It then provides an empirical examination of the short-run impact on the labor market using
OECD data, and studies the role of labor market policy and institutions.

A. Migration and the Labor Market

Migration contributes to maintaining labor force growth in the face of adverse medium and
long run demographic trends (Figure 6). Between the late 1990s and 2014, the share of
foreign-born workers' in the total active population in the Nordics has more than doubled to
6.6 percent. Although this share is still low compared to some other advanced economies
(e.g., Spain, Italy, UK), most of the recent additions to the Nordic labor force (about

80 percent on average for the 201014 period) were foreign-born. With fast aging
populations (particularly in Finland"), continued migration in the medium and long term
would help maintain growth of the working age population, thereby alleviating long-term
pressures on public finances. For example, according to Eurostat projections, without
continued migration the total working age population in the Nordic region would shrink by a
cumulative 5 percent by 2030 and by over 10 percent by 2050.

Figure 6. The Demographic Benefits of Migration
Change in Nordic Labor Force, by Source Projected Change in Nordic Working Age Population
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Sources: Eurostat and Fund staff calculations. 1/ Net international migration reduced by 20%.

12 Even if an immigrant changes their nationality after settling into the new country, they would still be captured
in the foreign born statistics.

" The total dependency ratio in Finland is projected to increase by more than 20 percentage points—among the
largest increases in the OECD—between now and 2035 (OECD, 2012). Finland also has a relatively low labor
force participation rate among older workers (aged 55-64) compared to other Nordics.
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The expanded labor supply resulting from migration implies potentially significant output
gains in the long run. As an illustration, a simple “back-of-the envelope” calculation using a
production function approach'* shows that real GDP for the average Nordic country would be
about 2.5 percent higher by 2020 and 7 percent higher by 2030 compared to a scenario
without continued migration. The output contribution from migration is estimated to be
largest for Norway (over 10 percent

by 2030), consistent with the Estimated Output Gains from Continued Migration
relatively high net migration rate in (Percent, relative to no migration scenario)
recent years. These rough estimates By 2020 By 2030
are based only on the long-run impact Denmark 14 4.5

of migration on the size of the Finland 18 5.4
country’s working age population, Norway 4.4 10.2

and thus assume that other long-run Sweden 22 75
effects of migration (e.g., on total Average Nordic 25 6.9
factor productivity, capital Source: Authors' calculations.

accumulation, employment and labor
force participation rates) are negligible.

In the short run, the cyclical responsiveness of migration helps make labor supply in the host
country more flexible. To the extent that migrant workers tend to come when there are ample
job opportunities, are more willing to take on temporary jobs at lower wages, and have the
option to return home when jobs become scarce, the adjustment in labor supply mitigates
overheating pressures in times of strong aggregate demand and lessens the unemployment
impact of a downturn in the host country. A theoretical literature has explored this aspect of
migration, positing that migration contributes to dampening the response of inflation to
domestic economic activity through increased elasticity of labor supply (see e.g. Razin and
Binyamini, 2007; Engler, 2007) or labor market channels such as dampened wage growth
(Bentolila and others, 2007). Empirical evidence supporting this hypothesis has been found
in the case of Spain (Bentolila and others, 2007) as well as Sweden (see Box 1).

Ypaseline — ( Lpaseline

a
) , where a denotes the
Yno migration

' The effect of migration on long-run output is given by:
Lno migration

labor share in the production function Y = AL*K1™%, L; ;ccuineis the projected level of employment in the
baseline scenario (i.e. with continued migration at the current pace), and Ly, migration 15 the projected level of
employment in the “no migration” scenario (i.e. the net migration rate is held at zero between the present and
the projected year in the future). Data for labor shares come from the OECD (the calculation uses the 1995-

2012 average shares for each country). It is assumed that additional migration does not affect the labor force
Lpaseline — Ppaseline

participation or employment rate, so that , where P denotes the working age

mo migration - Pno migration
population. Long-run projections of working age population are taken from the Eurostat database.
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Box 1. Migration and Inflation Dynamics: Evidence from Sweden

A relatively unexplored effect of migration is on the short-run unemployment-inflation tradeoff of
the host economy. Theoretically, migration may dampen the response of inflation to economic
activity, thus inducing a “flatter” short-run Phillips curve (PC). The effect could work through
increased elasticity of labor supply and thus dampened wage growth (Razin and Binyamini, 2007;
Engler, 2007; Bentolila and others, 2007), or other labor market channels such as lower labor
market mismatch (e.g., if immigrant labor helps fill local skill gaps) reducing the natural rate of
unemployment.

We test this hypothesis using Swedish data.
Similar to several other industrial countries,
there is evidence that Swedish’s short-run PC
has flattened, particularly since the adoption of
the inflation targeting framework in 1993
leading to well-anchored inflation expectations.
Focusing on the inflation targeting period, we
examine whether the inflation-unemployment
tradeoff—or the slope of the PC—is sensitive to
changes in migration to Sweden during the
period. We estimate a PC model of inflation . , . ] . i b
dynamics augmented to include migration, Unemployment rate (%)

using quarterly data over 1998Q 1 _20 l 4Q4 Sources: Statistics Sweden, Haver Analytics, and Fund staff calculations.

Sweden: Phillips Curve

12
10

CPlinflation rate (%)

N O N A o ®

Ty =+ pye_q + 0Up_q + My + pue_yme_q + 06X, + &

m, is the quarterly headline CPI inflation (y-o-y), u,_; is the one quarter lag of the unemployment
rate (also measured in gap in an alternative specification), m;_; is measured by the growth rate of
the active immigrant population, and X; denotes a vector of control variables including real
commodity price growth, Euro area inflation, and trend productivity growth.! The parameter u
captures the effect of migration on the slope of the PC, i.e. the slope would be § + um,_; and thus
varies with changes in migration.

The estimates suggest that migration has a

: : : : : Sweden: Sensitivity of Phillips Curve Slope to Migration
dampening effect on headline 1pﬂat1op I on estmates flom Model 3
Sweden (e.g., based on coefficient estimates in 5
Column 3, a one percent increase in the 4 —No migration

. . . . ==-With migration 1/
migrant labor force is associated with a , e

reduction in the quarterly inflation rate by
0.26 percentage points). In addition, migration
also causes inflation dynamics in Sweden to
become less responsive to cyclical output
developments, i.e. a flatter PC. As an

Inflation (%)

illustration, using the coefficient estimates in 2 4 6 8 10 12
Column 3, the slope of the PC is flatter with ~ Unemploymentrate (%)

. . Source: Fund staff estimates.
mlgratlon Compared to the case where the 1/ Assume a 5% quarterly growth rate in the active immigrant population.

immigrant labor force remains unchanged.
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Box 1. Migration and Inflation Dynamics: Evidence from Sweden (concluded)

Impact of Migration on the Phillips Curve

VARIABLES (1) (2) (3) (4)
Unemployment rate (lag) -0.250 -0.403
[0.095]** [0.110]***
Unemployment gap 1/ -0.293 -0.410
[0.118]** [0.118]***
Migration 2/ -0.260 -0.020
[0.084]*** [0.008]**
Unemployment rate*Migration 0.033
[0.012]***
Unemployment gap*Migration 0.036
[0.013]**
Lagged CPI inflation 0.640 0.683 0.599 0.665
[0.106]***  [0.102]***  [0.111]***  [0.091]***
Real commodity price inflation 0.012 0.011 0.018 0.017
[0.005]** [0.005]** [0.004]***  [0.004]***
Euro Area HIPC inflation 0.243 0.197 0.169 0.110
[0.172] [0.175] [0.163] [0.170]
Trend productivity growth 3/ -0.114 -0.024 -0.203 -0.068
[0.043]*** [0.037] [0.044]*** [0.035]*
Constant 1.949 -0.046 3.375 0.182
[0.827]** [0.200] [0.887]*** [0.186]
Observations 61 61 55 55
R-squared 0.860 0.857 0.908 0.904

Note: Sample spans 1998Q1-2014Q4. Robust standard errors in brackets. Statistical significance at 1%
*** 5% **, and 10% *.

1/ Actual minus HP-trend unemployment.

2/ Growth in the number of active migrants (demeaned)

3/ 8-quarter change in trend labor productivity (HP trend).

' We do not include inflation expectations as this series does not exhibit large variation and thus has low
explanatory power for actual inflation.

Notwithstanding these benefits of migration, migrants to the Nordics experience significantly
higher unemployment than natives. Non-Nordic immigrants on average tend to be younger
and less educated compared to the natives, and among the more highly educated migrants,
their foreign qualifications are less likely to be accepted by Nordic employers. The influx of
labor migrants in the past decade, especially from NMS, has increased the supply of low
skilled labor in the Nordic economies, which—with a lack of low-paid work (see below)—
results in higher unemployment among low skilled workers. Sweden and Finland stand out
with elevated unemployment rates among the low skilled group—over 15 percent in 2014—
and all Nordic countries have higher ratios of low-skill unemployment to medium-skill
unemployment than the OECD average (Figure 7). Hence, despite the lower participation rate
among the foreign born population compared to native workers, the foreign-native
unemployment gaps are large—notably in Sweden at 10 percentage points in 2013—even
when compared to countries with similarly large immigrant population (e.g., US, UK,
Germany). In the Nordics, higher unemployment among these vulnerable groups
(immigrants, low skilled, youth) tends to persist despite solid growth performance.
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Figure 7. Labor Market Outcomes of Immigrants

Unemployment Rate by Skill Level, 2014 Unemployment Rate of Foreign- and Native-Born, 2013
(Percent of total work force) (Percent; in descending order of foreign/native ratio)
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These less favorable labor market outcomes for migrants reflect some aspects of the Nordic
labor and welfare institutions (see Annex I for an overview of Nordic labor market
institutions). Strong unions and the collective bargaining system (Annex II) help promote

wage stability and competitiveness by aligning wage developments with average productivity

growth, supporting the overall strong economic performance of Nordic countries. However,
wage stability tends to come at the cost of limited cross-sectional wage flexibility, as the
collective bargains include high wage floors that imply a compressed wage structure
(Figure 8)."” High wage floors may increase the cost structure of sectors using a larger share

of lower skill labor, reducing output and employment in these sectors. The reduced scope for

adjusting wages to local conditions at the firm level likely also contributes to unemployment

among the low skilled immigrants by leaving a gap between wages and productivity.

' A theoretical literature (e.g., Cahuc and Zilberberg, 2004; Alvarez and Shimer, 2011) finds that collective
bargaining reduces the spread of wages compared to the case where workers are paid based on marginal
productivity. Empirical work has found evidence to support this theory (e.g., Kahn (1998, 2000) found lower
wage inequality in OECD economies with larger collective bargaining coverage).
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Figure 8. Wage Structure in the Nordic Countries

Wage Dispersion Wage Structure and Labor Market Outcomes
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In addition, reservation wages are elevated by the generous social supports including

(1) unemployment benefits (e.g., Finland has the highest net replacement rate for long term
unemployment among the four Nordic countries, and with a long duration—currently at
500 days), (i1) health-related benefits (e.g., Norway spends the most among the OECD on
disability and sickness benefits, close to 6 percent of GDP), and (iii) social assistance.
Finally, while hiring/firing rules are generally flexible in the Nordics, Sweden in particular
has high employment protection for regular contract workers combined with low protection
for temporary workers—an asymmetry that is often associated with increased labor market
duality, measured by the share of employees in non-permanent contracts. Labor market
duality tends to push the lower skilled including immigrants into taking temporary jobs with
little protection, making unemployment more likely (Schindler, 2014).

B. A Quantitative Perspective

Empirically assessing the impact of migration on the host economy’s labor market is a
challenging task. Beyond the immediate increase in labor supply, the effect on labor market
outcomes such as employment and wages depends on the skill structure of the immigrants
and whether it complements or substitutes that of native workers. The aggregate effects often
mask substantial heterogeneity across the different segments of the population, such as the
young and low skilled. Empirical evaluation is further complicated by the fact that—as
demonstrated in the driver analysis in the previous section—migration in many cases is not
an exogenous event but responds to macroeconomic and labor market conditions in the host
economy, creating an endogeneity bias. Last but not least, beyond the short-run adjustment in
wages and employment, the output mix and technology could also adjust to the new skill mix
in the longer run (see e.g. Dustmann et al. (2007) for a survey of the theory and empirics of
migration).

The rest of this subsection attempts to quantify the short-term labor market impacts of
migration on the host economy using two complementary approaches. First, a panel
regression framework is used to estimate the effect of migration on unemployment
developments in a sample of OECD countries, focusing on both aggregate unemployment
and on unemployment among different labor market groups. Second, the cross-country
analysis is supplemented with a “spatial correlations” analysis of Danish regional labor
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markets in an attempt to achieve better identification of the labor market effects. Finally, the
roles of labor market policies and institutions in affecting immigrants’ unemployment
outcomes are investigated.

Panel regression approach

We estimate a baseline model of the form:

ufe = a+ Bmye_q + Xy + p; + wp + & (2)
Equation (2) relates uX, the unemployment rate among group k in host country i and year ¢,
to the one year lag of the share of migrants in the labor force, m;,_;, and a vector of control
variables X;; (e.g., the output gap to capture the economy’s cyclical position). To explore the
possibility that migration has heterogeneous effects on different labor market groups, we
consider unemployment outcomes for different segments of the population (e.g., foreign vs.
native born workers, workers of various educational levels, and youth) in addition to
aggregate unemployment. A full set of country and year fixed effects are included to remove
the effects of time-invariant unobserved heterogeneity and common shocks.

The baseline model is estimated using Ordinary Least Squares (OLS). To check robustness,
we also present results from a dynamic version of model (2) (i.e. including the lagged
unemployment rate as an explanatory variable). These are estimated using system
Generalized Method of Moments (GMM) a /a Arellano and Bond (1991) to correct for
endogeneity of migration (i.e. resulting from the fact that individuals base their migration
decision on labor market conditions in the host country, among other factors) as well as
potential dynamic bias due to correlation between country fixed effects and the lagged
dependent variable. For both static and dynamic versions, the estimation sample covers

22 advanced OECD countries over 1995-2012. The expanded sample of host countries
beyond the Nordics aims to utilize the richer cross-sectional variation in migration and labor
market experiences. OLS results are reported in Table 5, and GMM results in Table 6.

OLS results indicate that, on average, an increase in migration is associated with a
subsequent rise in unemployment in the host country (Table 5). In particular, a one
percentage point increase in the migrant share of the labor force—which must mean that net
migration inflows in that particular year exceed the growth in the native workforce'*—is
estimated to increase the overall unemployment rate by 0.25 percentage points (Column 1).

Higher unemployment affects both the foreign and native born population. An increase in
migration is estimated to raise the unemployment rate among the foreign born population
(Column 2), perhaps not surprisingly as studies for various countries have found that newly
arrived immigrants tend to experience less favorable labor market outcomes compared to the
“settled” immigrant population, possibly due to language problems or missing qualifications.
Higher migration is also associated with a higher unemployment rate among native workers
(Column 3), although the estimated increase in native unemployment is smaller than that of
foreign born workers. Although these findings give a sense of the average effects, we would

'® A higher share can also result from more existing immigrants deciding to join the labor force.
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expect the precise labor market impact on native workers in each country to be highly
dependent on the specific skill distribution of both the immigrants and the native born
workforce (see e.g. Dustmann and others (2005) for a discussion).

The estimates also suggest that migration tends to have the largest immediate impacts on the
young and the low skilled segments of the labor market (Columns 4—7). For example, a one
percentage point increase in the share of migrants in the labor force is estimated to raise the
youth unemployment rate by 0.53 percentage points compared to 0.25 percentage points for
overall unemployment, and the difference is statistically significant at any conventional level.
This likely reflects a tendency for migrants to be younger than the average worker. In
addition, workers with lower levels of education generally experience a larger increase in
unemployment in response to a migration shock, reflecting the fact that immigrants to
advanced OECD countries tend to be less educated compared to the native population. The
differences in the estimates among educational levels are also statistically significant.

Short-Run Unemployment Impact for Different Groups
(Percentage points)

1

0.8

0.6

0.4

0.2 +

0
-0.2

Total Foreign- Native-  Low skilled Medium High skilled  Youth
born born skilled

Source: Fund staff estimates.
Note: Red square denotes the estimated mean response, black line denotes 90%
confidence interval.

GMM estimation of the dynamic model instrumenting for the migration variable gives a
broadly similar picture, albeit with the magnitude of the unemployment impact found to be
smaller (Table 6). For example, the estimated increase in overall unemployment associated
with a one percentage point increase in the migrant share is lower at 0.15 percentage points
compared to 0.25 percentage points in the static OLS specification. However, the initial
response is compounded by the persistence of the unemployment shock, as measured by the
auto-regressive coefficient (0.63). Thus, although the model allows for only one lag of the
migration variable, the impact on unemployment would last for a few years through the
persistence term."”

" See e.g. Jean and Jimenez (2007) for an alternative specification that explicitly allows for dynamic impact of
migration. They find that an increase in the share of immigrants in the labor force increases temporarily natives’
unemployment, over a period of approximately five to ten years.
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Spatial correlations approach

We complement the cross-country analysis with a spatial correlations approach using Danish
data (Box 2). This popular approach in the migration literature seeks to identify labor market
effects from correlations between local migration inflows and changes in local labor market
outcomes (see e.g. Altonji and Card (1991); Card (2001); Dustmann et al. (2005) for the
UK). A drawback of this method is that the more intensive data requirements often confine
the analysis to a single country at a time. But by focusing on spatial units within a country
(e.g., regions, cities), we are also implicitly controlling for any country-level variation (e.g.,
labor market reforms) that may affect labor market developments, potentially permitting
better identification of migration’s labor market effects. However, the endogeneity issue is
not completely resolved just by zooming into more disaggregated spatial units, as immigrants
likely do not settle randomly across locations within a country but often choose the location
with relatively better economic conditions and hence more job opportunities, among other
considerations. Our analysis attempts to deal with this empirical challenge by using
instrumental variable (IV) estimation. Using data from 95 Danish municipalities over 2000—
12, we find that municipalities with an increase in migration inflows tend to experience
higher subsequent unemployment.

Box 2. The Labor Market Impact of Migration in Denmark: A Spatial Correlations Approach

Immigrants to Denmark are very unevenly distributed across the country. While the median
municipality currently has about 3,000 immigrants, large cities such as Copenhagen and Aarhus
have much larger immigrant populations (e.g., over 100,000 in Copenhagen which has about one-
fifth of the Danish population, or about one fifth of the entire immigrant population in Denmark).
Large variations in the size of migration inflows across municipalities facilitate an empirical
investigation of the labor market effects.

We attempt to overcome the endogeneity of migration by instrumenting immigration inflows
using the shift-share instrument originally introduced by Card (2001). Relying on the idea that
new migrants are more likely to settle in locales with a substantial migrant population, the
instrument effectively distributes the nationwide migration inflows across municipalities
according to the initial distribution of immigrants, say in 1980. The identifying assumption is that
the initial shares are unrelated to any future changes that might affect migrants’ location
decisions—an assumption that likely holds if the shares are calculated far back enough in time.
Thus, the instrument is given by:

Mm; ¢ = @Pi1980 * Mpnk ¢

where m; , denotes the migration inflows to municipality 7 in year ¢, and @, . the share of
municipality i’s immigrant population in the nationwide immigrant population in year #. Using this
formulation, we construct a proxy time series of migration inflows for each municipality (the
correlation between this proxy series and the actual inflows is about 0.6).

We estimate model (2) specified in the main text with panel 2SLS estimator, using annual data for
95 Danish municipalities over 2000—12. Due to data availability, the growth of real household
disposable income instead of the output gap is used to control for cyclical conditions at the local
level. The instrument for the migration variable works very well, with a first-stage F-statistic for
an excluded instrument of 9.8 (p-value 0.0023). Consistent with the intuition that endogeneity is
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Box 2. The Labor Market Impact of Migration in Denmark: A Spatial Correlations Approach
(concluded)

likely to bias the estimated effect of migration downward, the coefficient on migration is
substantially higher when endogeneity is corrected with the IV approach. IV results suggest that,
on average, a one standard deviation increase in migration inflows (1.2 percentage points,
measured as a share of the municipal population) raises the municipal unemployment rate by
about 1 percentage point (for the municipal population, both migrants and non-migrants) in the
short-run.

Unemployment Impact of Migration in Danish Cities

(1) (2)
VARIABLES OLS 1\")
Share of new migrants in population (lag) 0.725 2.942
[0.265]***  [1.406]**
Income growth -0.046 -0.046

[0.010]***  [0.012]***

Observations 1,134 1,134
R-squared 0.752 0.701
Note: Second stage results. Dependent variable is the municipal unemployment
rate. Sample consists of 95 municipalities over 2000-12. A full set of municipality
and year fixed effects is included. Robust standard errors in brackets. Statistical
sianificance at *** 1%. ** 5%.

The role of policy and institutions

The previous analysis provides some evidence that, despite the associated benefits, migration
can increase have a short-term adverse impact on unemployment in the host country, and that
the impact is felt most strongly in the young and lower-skilled group. What role can labor
market policy and institutions play in alleviating the less favorable labor market outcomes of
the immigrants?

The role of policy and institutions in shaping unemployment outcomes for immigrants is
analyzed using OECD data. The analysis uses data from a panel of 18 advanced OECD
countries for the 1995-2012 period to examine the impact of changes in various policy
measures and institutional features (e.g., the degree of wage dispersion, spending on ALMP)
on changes in the foreign-born unemployment rate. This analysis expands Schindler (2014)
by taking into account the role of migration. Specifically, the following panel fixed effects
model is estimated:

uf = a+ PPy +ymy_q + 0Xy+u; + wp + & 3)

The dependent variable is the annual unemployment rate among the foreign-born population
(in addition, we report estimates for the native-born unemployment rate and also the
foreign-native unemployment rate gap). Labor market policies and institutions are captured
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in the vector P; ;_;. The model includes the share of migrants in the labor force, m; ,_,, to
allow shocks to migration to influence the short-term unemployment dynamics, and a vector
of control variables X;; (e.g., the output gap to capture the economy’s cyclical position). A
full set of country and year fixed effects are included to remove the effects of time-invariant
unobserved heterogeneity and common shocks. This simple specification is intended to
illustrate the longer-term equilibrium relationships between foreign-born unemployment and
various policy variables, rather than providing an accounting for unemployment dynamics.

It is found that the wage structure, active labor market policy, and the design of employment
protection legislation (EPL) play an important role (Table 7). A less compressed wage
distribution and higher spending per unemployed on activation measures are associated with
lower foreign-born unemployment rates, although the magnitude of these effects is somewhat
reduced when other policies are accounted for (Column 7). The size of the impact is
economically significant; for example, a one standard deviation increase in the 90™/10™
percentile wage ratio is estimated to reduce the foreign-born unemployment rate by

5.5 percentage points. In addition, greater asymmetry in the strictness of employment
protection between regular and temporary contracts—a feature often associated with labor
market duality—is associated with higher unemployment rates for the foreign born.

Interestingly, the analysis does not find a statistically significant impact from other policies
on immigrant unemployment, such as unemployment benefits, disability pensions, or the
labor tax wedge, even though these policies are found to influence the labor market outcomes
of native workers. For example, a higher unemployment benefit replacement rate is
associated with higher native-born unemployment (Column 8), as more generous
unemployment insurance systems provide incentives for individuals to be more selective
about job offers and search for longer." It is worth noting that while higher wage dispersion
and ALMP spending also help reduce native-born unemployment, the estimated effects on
foreign-born unemployment are much higher (and the differences are statistically significant
at conventional levels), such that the foreign-native gap is narrowed as a result (Column 9).

Based on these estimates, adjustments in some elements of the Nordic labor market model
could significantly improve labor market outcomes for migrants. As discussed, the strong
collective bargaining system that characterizes the Nordic model has created a high degree of
compression in the wage distribution, especially in Sweden and Norway, compared to
elsewhere in the OECD. As a crude illustration, increasing Nordic wage dispersion, as
measured by the 90™/10™ percentile wage ratio, to the average OECD level is estimated to
reduce the equilibrium foreign-born unemployment rate by over 10 percentage points for the
average Nordic country, and by 12 percentage points in Sweden—or more than enough to
close the observed foreign-native unemployment gap. Without implying that the average
OECD level represents an “optimal” benchmark, the example illustrates that even more
modest increases in wage differentiation are estimated to enable fairly large gains in terms of
a reduction in foreign-born unemployment rates.

' The finding that this tension is not apparent for foreign workers may reflect the fact that in many cases the
immigrants are not eligible for unemployment assistance, especially immediately upon arrival.
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On the other hand, the Nordic countries also have among the highest expenditures on active
labor market measures in the OECD—albeit with considerable regional variation—which
mitigates the adverse impact of wage compression on foreign-born unemployment. Indeed,
the model suggests that the average foreign-born unemployment rate across the Nordics
would have been about 2.2 percentage points higher if ALMP spending were reduced to the
average OECD level.

The results also illustrate the potential gain from reducing asymmetry in the strictness of
employment protection between regular and temporary contracts, particularly for Sweden
where this asymmetry is high by both Nordic and OECD standards. For example, if Sweden
were to move to the OECD value of EPL asymmetry, its equilibrium foreign-born
unemployment rate would be reduced by 3.4 percentage points.

Potential Gains/Losses from Adjusting the Nordic Model

€0 ) (©)
Wage Simulation 1/ ALMP spending Simulation 1/ EPL Simulation 1/ Foreign-native
dispersion per asymmetry unemployment
unemployed gap 2/

Denmark 2.8 -7.5 21 4.4 0.8 -1.2 6
Finland 2.6 -94 10.9 15 0.6 -0.6 7
Norway 23 -12.2 13.7 23 -0.7 23 5
Sweden 23 -12.2 10.3 13 1.8 -34 10
Average Nordic 25 -10.3 14.0 23 0.6 -0.7
Average OECD 3.6 5.9 0.3

Notes: Based on coefficients in Column 7 of Table 6. ALMP spending and wage dispersion measured in 2011. Wage dispersion is measured by the
90 percentile to 10 percentile ratio, ALMP spending per unemployed is measured in percent of GDP scaled by the unemployment rate and
multiplied by 100, and EPL asymmetry is measured by the difference in the EPL index for regular workers and the EPL index for temporary workers.
1/ Simulation captures changes in foreign-born unemployment rate, in percentage point, if each variable is moved to the OECD average.
2/Difference in unemployment rates for foreign-born and native-born workers, in percent.

This analysis is subject to important caveats. Results are sensitive to the uncertainties
associated with the estimates of the effects of structural policies and institutions on
unemployment rates. In addition, these broad results may not predict the effects of specific
policies or reforms, given the need to account for the complementarity of reforms and the
appropriate sequence of implementation. Last but not least, spending associated with the
simulated policy changes, e.g., higher welfare payments to cushion the effect of a wider wage
distribution, may imply a need for higher tax rates with repercussions on employment and
unemployment rates.

IV. CONCLUDING REMARKS

Although the Nordic model has worked well in terms of achieving high aggregate
employment and social equity, the current system is less well equipped for integrating the
added labor supply from migration flows—much of it consisting of the young and low
skilled—into productive employment. This is evident in the relatively wide gaps between
overall unemployment rates and those of vulnerable groups. A labor market that can respond
more flexibly to this challenge would also assist in facilitating adjustments to other
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challenges, including the broader structural changes that are taking place in some Nordic
economies (e.g., Finland after a combination of structural shocks including Nokia, and
Norway’s transition to a new, less oil-dependent growth model).

The foregoing analysis suggests that addressing the challenges associated with higher
immigration would benefit from adaptations to the Nordic labor market model while
preserving its substantial strengths. The analysis points to reform needs along a number of
dimensions:

Wage flexibility. The empirical results from the previous section should be viewed with
the necessary caveats; however, they point to the wage structure as an important factor
affecting immigrant unemployment. While the strong collective bargaining framework
and the resulting compressed wage structure reflect Nordic societal preferences for
equity, the tradeoff is the limited scope for wages to adjust to reflect changes in the
distribution of skills generated by immigration, especially at the low end of the wage
distribution. Maintaining employment among the most vulnerable groups such as
immigrants then depends critically on ALMP to close wage-productivity gaps (e.g.
through skill building or direct wage subsidies). However, there are limits to the capacity
of ALMPs to improve productivity. ALMPs also have a fiscal cost and attempting to
fully offset the effects of a compressed wage distribution would have a large fiscal
impact. It is therefore important for the wage setting process to take on some of the
adjustment, by fine-tuning the collective bargaining framework to allow more
differentiation across

sectors, and by allowing Labor Market Institutions That Matter Most for Foreign
firms and workers to find Born Unemployment disv::i?on

wage agreements that '

better reflect individual

workers’ productivity,

firm-specific factors, and :FDIEK
local demand conditions. NOR
This is especially relevant —SWE
for Sweden given the more ‘ —OECD

acute problem of
unemployment among ,
Sources: OECD and Fund staff calculations.

vulnerable groups as well Note: This chart compares labor market institutions across Nordic countries and with the OECD
average. Values are scaled such that distances farther away from the origin are associated with
as the greater room for lower foreign-born umeployment rate, i.e., more wage dispersion, more symmetric EPL, and

increasing wage ﬂelelllty higher spending on ALMP per unemployed person.
compared to Nordic peers.

ALMP per
unemployed

EPL symmetry

Active labor market policies. ALMP are one of the key pillars of the Nordic model and
play an essential role in providing support services and training for the unemployed.
ALMP can be particularly beneficial for immigrants and their children, who are often
over-represented among the low skilled segment of the workforce. Indeed, the empirical
findings support the importance of ALMP as a factor mitigating foreign-born
unemployment. However, activation measures are costly, and the impacts vary with the
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type of programs, the participant groups, the time horizon, as well as the macroeconomic
and labor market context in which programs take place.'” Thus, better prioritization and
targeting of measures is key to maximize the impact of ALMP. For example, in the case
of Sweden, greater emphasis of ALMPs on training, particularly on programs that meet
employers’ needs (e.g., work-place training), and job matching services would be helpful
(El-Ganainy, 2015). For Norway, further efforts should be made to tailor active programs
to the needs of the various groups, such as the vocationally disabled, the economic
immigrants, and older/younger workers (Duell et al., 2009; OECD, 2013 and 2014).

o  Employment protection. The analysis also finds evidence that asymmetry in EPL
between permanent and temporary workers exacerbates the unemployment problem of
the foreign born. As discussed, Sweden has one of the most asymmetric EPL in Europe—
while restrictions on fixed term contracts and temporary work agencies have been eased
significantly since the late 1980s, the strict regulations for regular employment have
remained unchanged for decades. The resulting dualistic labor market security provides
stability for those with a regular contract, but it tends to increase the incidence of
temporary work. While temporary employment could serve as a stepping stone into the
labor market, as shown in Hartman and others (2010) for Sweden, adverse effects on exit
rates from unemployment prolong the average unemployment spell (OECD, 2004). High
exit costs may also increase risk aversion in hiring, resulting in high implicit education
and skill requirements that may have greater adverse impacts on foreign born workers.
Reducing this asymmetry by scaling down job security rules for regular contracts would
help alleviate the extent of labor market duality and its adverse consequences for
immigrants’ labor market outcomes.

o Social support design. More generally, it is important to design labor market measures
with a view to striking a balance between protecting vulnerable groups against labor
market risks and ensuring appropriate incentives to work. This could be achieved via, for
example, greater use of intensified activation (e.g., job seekers are required to attend an
ALMP program as a condition for continuing benefit eligibility).

Steps in the right direction are underway but further efforts will be needed for the Nordic
countries to enjoy the full potential benefits that immigration brings. The Nordic countries
have recently implemented a number of reforms to adapt to the changing labor market
conditions and needs in recent years (Annexes Il and IV). While the focus differs across the
region, they share the common themes of restricting the eligibility or the generosity of
unemployment and health-related benefits to improve work incentives, encouraging
participation by younger and older workers, and providing greater support services for the

" See e.g. Card et al. (2015) who conducted a meta-analysis of over 200 impact evaluations of recent ALMP
programs around the world (over a quarter of which are in Nordic countries). They found that ALMPs generally
have relatively small effects in the short run but larger positive effects in the medium and longer run (more than
1 year post program); job search assistance and sanction programs (i.e. sanctions for failing to search, including
threat of assignment to a program) have relatively large short-term impacts, while training and private sector
employment programs have larger effects in the medium and longer run; ALMPs have larger effects on women
and the long-term unemployed, and smaller effects for older workers and youth; and finally ALMPs have larger
effects in periods of slow growth and higher unemployment.
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unemployed and disadvantaged groups by increasing resources for ALMPs or making them
more effectively targeted. These steps will support labor supply and employment, yet deeper
reforms are likely needed to facilitate the integration of migrants into these economies.
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Table 1. Summary Statistics—Intra-Nordic Migration

Variable Obs Mean Std.Dev. Min Max
Net migration (% host population) 96 0.01 0.02 -0.01 0.07
Output gap differential (%) 96 0.33 1.88 -3.53 4.65
Unemployment gap differential (%) 96 -141 212 -6.73 2.57
Log wage differential 96 0.10 0.12 -0.19 0.27
Unemployment benefit rate differential (%) 96 0.23 034 -0.52 0.94
Immigrant stock (% host population) 96 041 0.33 0.06 117
Share of youth (% source population, log) 96 293 0.03 2.85 3.02

Sources: OECD's International Migration Database, OECD, Eurostat, and authors' calculations.

Table 2. Drivers of Intra-Nordic Migration

oLs GLS
VARIABLES (1) (2) 3) (4) (5) (6)
Output gap differential (host- 0.0021 0.0021 0.0014
source, lag) [0.001]** [0.001]** [0.001]**
Unemployment gap differential -0.0026 -0.0032 -0.0027
(host-source, lag) [0.001]*** [0.001]*** [0.001]***
Log real wage differential (host- 0.1434 0.1491 0.0981 0.1067
source, lag) [0.048]***  [0.047]*** [0.046]** [0.045]**
Unemployment benefit rate -0.0095 -0.0104 -0.0047 -0.0063
differential (host-source) [0.007] [0.007] [0.005] [0.005]
Stock of immigrants (% host -0.0110 -0.0403 -0.0080 -0.0350
population, lag) [0.020] [0.021]* [0.017] [0.019]*
Share of youth (% source 0.1473 0.1595 0.1318 0.1502
population, log) [0.060]** [0.060]*** [0.074]* [0.074]**
Observations 100 100 96 96 96 96
R-squared 0.274 0.290 0.405 0.428 --- ---
Number of country pairs 6 6 6 6 6 6
Fixed effects Pair, Year Pair, Year Pair, Year Pair, Year Pair, Year Pair, Year

Source: Authors’ estimates.

Note: Dependent variable is net migration rate. Panel regression with country pair and year fixed effects. Robust standard errors in
brackets. GLS specifications correct for panel-specific autocorrelation. Estimation samples span 1995-2012. Statistical significance
at 1% *** 5% **, and 10% *.
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Table 3. Summary Statistics—Non-Nordic EU Migration

Variable Obs Mean Std.Dev. Min Max
Net migration (% host population) 1164 0.003 0.02 -0.03 0.28
Output gap differential (%) 1164 0.03 2.54 -9.83 7.75
Unemployment gap differential (%) 1164 0.62 2.86 -9.67 8.81
Log wage differential 1164 0.10 0.35 -0.46 1.03
Unemployment benefit rate differential (%) 1164 0.64 0.61 -0.76 2.32
Immigrant stock (% host population) 1164 0.06 0.11 0.00 134
Share of youth (% source population, log) 1164 3.00 0.11 273 3.23
EU access (dummy) 1164 0.11 0.31 0.00 1.00
Sources: OECD's International Migration Database, OECD, Eurostat, and authors' calculations.
Table 4. Drivers of Non-Nordic EU Migration
OoLS GLS
VARIABLES (2) 3) (4) (5)
Output gap differential 0.0004 0.0001 0.0001 0.0003
(host-source, lag) [0.0007*** [0.000] [0.000] [0.000]**
Output gap differential*EU 0.0018 0.0006
access [0.000]*** [0.000]*
Log real wage differential 0.0288 0.0204 0.0043 0.0300
(host-source, lag) [0.006]*** [0.006]*** [0.006] [0.007]***
Unemployment benefit 0.0000 0.0003 -0.0007 0.0018
rate differential (host- [0.001] [0.001] [0.001] [0.001]
Stock of immigrants (% 0.1252 0.1286 0.0734 0.1000
host population, lag) [0.006]*** [0.006]*** [0.017]*** [0.008]***
Share of youth (% source 0.0132 0.0073 0.0020 0.0141
population) [0.006]** [0.006] [0.006] [0.008]*
EU access 0.0136 0.0114 0.0154 0.0094
[0.002]*** [0.002]*** [0.002]*** [0.002]***
NMS*Real wage 0.1400
differential [0.016]***
NMS*Unemployment 0.0145
benefit differential [0.004]***
0.0481
NMS*Stock of immigrants [0.018]***
Observations 1,164 1,164 1,164 1,164
R-squared 0.399 0.415 0.468 ---
Number of country pairs 88 88 88 88
Fixed effects Pair, Year Pair, Year Pair, Year Pair, Year

Source: Authors' estimates.

Note: Dependent variable is net migration rate. Panel regression with country pair and year fixed effects. Sample

includes 22 EU source countries and 4 Nordic host countries over 1995-2012. Robust standard errors in brackets.

GLS specifications correct for panel-specific autocorrelation. Statistical significance at 1% ***, 5% **, and 10% *.
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Table 5. Impact of Migration on Unemployment—OLS Static Results

(1) (2) 3) (4) (5) (6) (7)
Total Foreign  Native Low Medium High Youth
VARIABLES born born skilled skilled skilled
Share of migrants in labor 0.252 0371 0.232 0.330 0.270 0.058 0.525
force (lag) [0.099]** [0.153]** [0.113]* [0.109]*** [0.144]* [0.121] [0.204]**
Output gap -0.563 -0.763 -0.504 -0.685 -0.660 -0.300 -1.100
[0.064]*** [0.105]*** [0.071]*** [0.161]*** [0.073]*** [0.047]*** [0.124]***
Constant 5.122 9.053 4534 14.613 4564 4.015 15.022
[0.899]*** [1.5141*** [1.025]*** [0.936]*** [1.361]*** [1.094]*** [1.909]***
Observations 330 306 320 324 321 312 330
R-squared 0.510 0434 0.452 0.516 0.515 0.370 0.483
Number of countries 22 22 22 22 22 22 22
Country FE Y Y Y Y Y Y Y
Year FE Y Y Y Y Y Y Y

Source. AUThors  estimates.

Note: Dependent variable is the unemployment rate, aggregate and for different sub-groups. Skill/educational attainment
classification: Low = ISCED 0/1/2; Medium = ISCED 3/4; High = ISCED 5-8. Youth refers to the 15-24 age group. A full set of
country and year fixed effects are included. Sample consists of 22 OECD countries over 1995-2012. Statistical significance at

1% ***, 5% **, and 10% *.

Table 6. Impact of Migration on Unemployment—GMM Dynamic Results

€3] (2) 3) @) (5) (6) @)
Total Foreign Native Low Medium High Youth
VARIABLES born born skilled skilled skilled
Share of migrants in labor force ~ 0.148 0.199 0.102 0.168 0.137 0.097 0.212
(lag) [0.031]*** [0.091]** [0.043]**  [0.092]* [0.047]*** [0.039]** [0.085]**
Output gap -0.250 -0.309 -0.227 -0.286 -0.327 -0.123 -0.448
[0.034]*** [0.080]*** [0.038]*** [0.055]*** [0.046]*** [0.031]*** [0.083]***
Lagged dependent variable 0.626 0.712 0.643 0.845 0.556 0.685 0.675
[0.051]*** [0.100]*** [0.063]*** [0.045]*** [0.066]*** [0.083]*** [0.063]***
Observations 330 298 317 317 314 304 330
Number of countries 22 22 22 22 22 22 22
Hansen test (p-value) 0.333 0.000663  0.0208 0.00668 0.0335  2.28e-05 0.00961
AR(2) test (p-value) 0.641 0.0258 0.247 0.579 0.636 0.243 0.981
Number of instruments 27 27 27 27 27 27 27

Source: Authors’ estimates.

Note: Dependent variable is the unemployment rate, aggregate and for different sub-groups. GMM estimator treating
migration as endogenous (instrumented with lags 2 to 4), year fixed effects, robust standard errors in brackets. Sample consists
of 22 OECD countries over 1995-2012. Statistical significance at 1% ***, 5% **, and 10% *.
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Table 7. Impact of Policy and Institutions on Immigrant Unemployment

Foreign-born unemployment rate

Native-born

Foreign-native

unemp. rate unemp. gap
VARIABLES (1) (2) (3) (4) (5) (6) (7) (8) (9)
Wage dispersion (90/10th -11.222 -9.399 -4.119 -3.928
percentile, lag) [2.710]%** [2.576]%** [1.205]%** [1.522]**
ALMP spending per -0.367 -0.291 -0.212 -0.094
unemployed (lag) [0.137]** [0.082]*** [0.060]*** [0.047]*
Unemployment benefit 0.057 0.035 0.106 -0.038
replacement rate (lag) [0.100] [0.057] [0.026]*** [0.045]
Employment protection, 3432 2.295 -0.435 2.695
regular - temporary (lag) [1.442]** [1.2741* [0.612] [0.728]***
Expenditure on disability 0.545 0.771 1.468 -0.095
pensions (lag) [1.276] [0.756] [0.465]*** [0.492]
Tax wedge (lag) 0.343 0.104 0.170 -0.002
[0.217] [0.113] [0.091]* [0.061]

Share of migrants in labor 1.397 1.044 1151 1312 1171 1.280 1.320 0.674 0.601
force (lag) [0.362]*** [0.363]** [0.430]** [0.374]*** [0.404]** [0.376]*** [0.372]*** [0.174]*** [0.209]**
Output gap -0.543 -0.560 -0.654 -0.538 -0.637 -0.568 -0.404 -0.436 -0.001

[0.181]*** [0.200]** [0.189]*** [0.226]** [0.198]*** [0.183]*** [0.188]** [0.103]*** [0.089]
Observations 147 147 147 147 147 147 147 151 147
R-squared 0.613 0.552 0.482 0.530 0.481 0.506 0.693 0.731 0.517
Number of countries 18 18 18 18 18 18 18 18 18

Source: Authors' estimates.

Note: Sample consists of 18 OECD countries over 1995-2012. A full set of country and year fixed effects are included. Robust standard errors in brackets. Statistical
significance at 1% ***, 5% **, and 10% *.




35

Annex I. The Nordic Labor Market Model and its Performance

The Nordic labor market model

The Nordic labor market model is often characterized as having three distinctive features:

(1) flexible hiring and firing rules, (ii) generous social safety nets, and (iii) active labor
market policies (ALMP). In principle, these features work together to avoid common causes
of structural unemployment and foster adjustment. While jobs are not protected under
flexible hiring and firing rules, workers are protected from adverse shocks via unemployment
insurance and other social benefits and maintain their participation in the labor force with the
help of ALMP. Another key element of the Nordic model is strong unions and a centralized
collective wage bargaining system, which delivers and a relatively compressed wage
structure (see Annex II for more detail). ALMP play an important role in supporting the
combination of high wage floors and low unemployment by enhancing skills and partly by
subsidizing low-productivity workers. In practice, the degree to which these elements are
applied varies across Nordic countries despite a popular belief that these countries share
more or less the same model.

OECD indicators point to both similarities and differences in labor market institutions across
Nordic countries (Figure A.1):

. Employment protection: Data from the OECD indicate that employment protection
for temporary contracts is lower in the Nordic-4 except Norway than the OECD
average, with Sweden having the lowest protection among the four countries.
Protection for regular contracts is somewhat higher than the OECD average, with
Sweden’s protection for regular contracts being among the highest. As a result,
Sweden has the largest gap between regular and temporary contract indicators in the
OECD. Nonetheless, in practice labor market flexibility may be higher than implied
by the OECD indicators as labor turnover is relatively high in the Nordic countries,
especially among the lower-skilled group. While this allows for firms to adjust to
shocks, it can contribute to higher unemployment among the vulnerable groups, such
as youth and immigrants.

o Unemployment benefits: While unemployment benefits for short-term
unemployment in the Nordics are around the OECD average level or only slightly
more generous, the average net replacement rate for long-term unemployment (more
than 60 months) is substantially higher in Nordic-4 compared to many other OECD
countries. Finland has the highest net replacement rate for long term unemployment
among the four (with long duration, currently at 500 days), followed by Sweden. On
one hand, unemployment insurance cushions the financial impact of a job loss and
helps the unemployed search for their next job. On the other, more generous and
longer-lasting unemployment benefits can increase the unemployed workers’
reservation wages, thereby reducing their incentives to accept jobs at wages that
might otherwise be acceptable and lengthening unemployment spells further.
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Figure A.1. Labor Market Institutions

OECD indicators show lower than average protection for
temporary contracts but higher than average for regular
contracts...
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. Health-related benefits: By OECD standards, the Nordic countries spend a large
amount on disability and sickness related expenditure, over 3 percent of GDP in most
countries and close to 6 percent in Norway. In Norway, for example, about 10 percent
of the 20-64 aged population are recipients of disability benefits, with low outflows
from disability claims. Sickness absence is also prevalent in all Nordic countries with
the exception of Denmark, and its impact in terms of lost working hours is significant.
This stands in contrast to the general good health indicators of the Nordic population,
and has created a group of workers excluded from the labor market.

J Active labor market policies: ALMP play an important role in all Nordic countries.
Expenditure on active measures in Denmark, Finland and Sweden are ranked at the
highest three among the OECD countries, whereas in Norway it is lower than the
OECD average, partly reflecting the relatively low unemployment rate. Labor market
measures in all Nordic countries intensified sharply in the aftermath of the global
crisis. The balance between universal and more targeted measures varies across the
region, with Denmark having a more goal-oriented strategy, Norway more universal,
and Sweden and Finland somewhere in between (Halvorsen and others, 2013).

o Union density: Union density is distinctively high in Nordic-4 compared with other
OECD countries. This reflects a particular Nordic institutional setting: unlike other
European labor markets, the Nordic markets are not heavily regulated, and collective
agreements serve the functions that legal regulations do in other European countries
(Nordic Council, 2013). Union density and collective agreement coverage is
somewhat lower in Norway than in other Nordic countries, but Norway also imposes
mandatory extensions of collective agreements to certain sectors with heavy
concentration of low-wage and immigrant workers (e.g., construction, cleaning).

Labor market performance

The Nordic labor markets have been considered successful in delivering favorable labor
market outcomes (Figure A.2). Labor force participation, including among females, and
employment rates of the Nordic countries are well above the OECD average even though
Finland lags behind somewhat. The level of unemployment is relatively low in the Nordics
given high participation. Except for Norway, the unemployment rate is just below or close to
the OECD average. Norway has the second lowest unemployment rate among the OECD
countries, reflecting the buoyant economy supported by the oil boom in recent years.
Unemployment rates in Finland, Denmark, and Sweden have been higher than in the past
since the global financial crisis. The Nordic countries also enjoy a highly equal wage
structure; wage equality as measured by the inverse of the 90"/10™ percentile wage ratio is
substantially higher than OECD average.
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Figure A.2. Labor Market Performance

Labor participation rates in Nordic countries are higher
than the OECD average, ...
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Employment rates are also higher than the OECD average.
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(Percent of working population, 2012)
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The wage structure is highly equal, ...
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...including among females.
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Unemployment rates are also relatively low given the high
participation rate.

Unemployment Rate
(Percent, 2013)
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...and the male-female wage gaps are relatively low.
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Annex II. Collective Bargaining in the Nordic countries

The Nordic labor market model is built upon the key role played by collective bargaining in
setting wages and employment conditions. Union density averages about 64 percent across
the Nordics in 2012, among the highest in the OECD. Coverage of the collective agreements
(i.e. the share of individuals covered by union agreements independent of membership) is
70-80 percent of the private labor force, except for Norway with somewhat lower coverage
at around 50 percent (Andersen et al., 2014). Negotiations generally take place at multiple
levels. The overall framework and parameters are usually determined at the national level,
and collective agreements take place at the sector level. In wage negotiations, manufacturing,
which tends to be more exposed to international competition, as well as being more
productive with higher wages, typically sets the tone for the wage setting for the rest of the
economy. Despite similarities, there are also some nuances across countries:

Denmark: Collective bargaining takes place both at the sector level and the more
decentralized level, normally every second year in odd years. In the private sector, at the
national level, the Danish Employers’ Confederation and the Danish Confederation of Trade
Unions negotiate general claims such as general pay increases, reduction of working hours
etc. The more specific claims are subsequently negotiated at the sector level. In the public
sector, almost every employee is covered by collective agreements. Most of the public sector
is regulated by central collective bargaining.

Finland: Finland’s collective bargaining system is highly centralized. A national inter-
sectoral agreement is negotiated between the government, the central trade union
confederations and the employers’ organizations. This covers a wide range of economic and
social issues as well as setting a framework for the collective bargaining that takes place at
sector level. The main pay and working conditions for most workers are negotiated at the
sector level. There is no statutory minimum wage in Finland, but the high level of
unionization and collective bargaining coverage mean that terms and conditions of
employment are primarily determined by collective agreement. However, there has been
some attempt to decentralize wage negations somewhat to increase flexibility. As a result,
recent negotiations for the past few years tend to have more locally negotiated items.

Norway: Collective bargaining in Norway has a hierarchical structure. The union
confederations and the national employers’ associations set the framework for bargaining
through the basic agreements. The basic agreements are negotiated every four years. At the
next level in the hierarchy are the agreements for specific industries. An important feature of
the industry level negotiations is that the manufacturing sector (competitive sector), which is
exposed to international competition, sets the norm for the wage growth in the rest of the
labor market (sheltered sector). As for industry level agreements, the complete agreements
are re-negotiated every two years while pay rates are reviewed in the years in between.
Company-level negotiations also take place annually.

Sweden: Collective bargaining takes place at the sector level, but it is highly coordinated
across industries with the national industry agreement setting the example for the remaining
labor market. The national agreements regularly set the floor on wage increases at the
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firm/local level. Pay agreements typically take place every three years. The Swedish system
shares similarities with the German bargaining framework, but it provides for less scope at
the firm-level to adjust wages to local conditions, with implications for wage outcomes
(Schindler, 2014).
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Annex III. Recent Labor Market Reforms in the Nordic Countries

The Nordic countries have implemented various reforms to address labor market challenges.
This annex summarizes some of the recent reforms.

Denmark: The government reformed the early retirement scheme in 2011, increasing the
statutory retirement age from 65 to 67 over the period 2019-22, and indexing the retirement
age to life expectancy from 2015. Social assistance was reformed in 2013, particularly
targeted at preventing young adults being trapped in social assistance and inactivity. Main
elements of the reform include increasing job search obligations and sanctions for adults over
30 years old and removing social assistance for low-educated youth under 30 but
encouraging them to instead undertake education with a benefit equivalent to the education
grant system. Starting from 2013, the maximum unemployment insurance benefit period was
also cut from four to two years. Most recently, the eligibility criteria for disability pensions
have been tightened and the period for sickness benefits shortened. A reform of ALMP is
expected in early 2015, with emphasis on new, individual and job-focused effort for the
unemployed, targeted training and education with enhanced focus on the needs of companies,
and improved cooperation between job centers and companies (IMF, 2014a).

Finland: To address the challenges associated with rapid population aging and the relatively
low average effective retirement age (around 61 in 2013), the government is discussing plans
to gradually increase the effective retirement age by 1.5 years by 2025, with implementation
starting in 2017. To encourage labor participation, active job seekers are allowed to earn up
to €300 per month without a reduction in unemployment benefits, while their employment
plans will be monitored more closely. The “youth guarantee”—in place in 2013—offers
everyone under the age of 25, as well as recent graduates under the age of 30, a place in
employment, study, on-the-job training or in a rehabilitation within three months after
becoming unemployed. In addition, policies are being developed to encourage job seekers to
consider offers across regions, employment services for immigrants, the disabled, and long-
term unemployed are being improved, and the child home care subsidy and job alteration
leave policies are being amended (IMF, 2014b; OECD, 2012).

Norway: The Inclusive Workplace Agreement (IA) was signed in 2001 between the
government and the social partners to reduce sickness absence and increase the employment
of disabled people. It has been renewed many times, but the effectiveness of the agreement
has been limited so far. More recently, starting from January 2015, the disability pension was
replaced with disability benefits. All disability pensions are now recalculated as disability
benefits which are taxed as income and not as a pension. The new system ensures incentives
to work while receiving disability benefits. Norway has also made some progress in pension
reforms. The 2011 pension reforms introduced an adjustment of pensions for changes in life
expectancy, flexible retirement starting at age 62 based on actuarial principles, and new rules
for indexation of pensions. The full impact of reforms is yet to be known, but preliminary
data suggest some increases in labor participation in older workers.

Sweden: The incoming government in 2006 implemented a wave of labor market reforms,
aimed at addressing unemployment and poverty traps and targeted at non-prime age workers
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(the very young and the very old). Key measures involved reducing the tax burden for
low-wage jobs through income tax deductions, a greater focus of ALMPs on training and job
matching, and reductions in unemployment and sickness benefits. Others included providing
wage subsidies to employers hiring vulnerable groups (New Start Jobs), immigrants (Step-In
Jobs), or the previously sick (Well Again Jobs). In recent years, work incentives have been
increased through the earned income tax credit, although the 2016 budget bill proposes a
gradual tapering of the amount of the credit as income rises.
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Annex IV. Integrating Immigrants into the Nordic Labor Market

The Nordic countries have similar programs aiming at integrating immigrants into the labor
market.

Denmark: Denmark’s integration efforts put special emphasis on employment and early
labor market access for immigrants. Initially focused on refugees, the integration program
now applies to all qualified immigrants, and consists of intensive language training,
vocational education and training, and workplace introduction/traineeship. Participation is
obligatory, and is generally framed in terms of a formal signed contract between the
receiving municipality and the immigrant. Social benefits are lower initially to increase work
incentives. A “spatial dispersal policy”, in place since 1986, aimed at distributing immigrants
across municipalities based on the availability of housing, employment, and educational
facilities. The 1994 “Action Plan” improved recognition of foreign qualifications. The first
Integration Act of 1999 transferred integration responsibilities to the municipalities, and
expanded the integration program to 3-year duration, covering all newly arriving non-EEA
immigrants above 18. The new Integration Act of 2004 enhanced municipalities’ incentives
to integrate new arrivals rapidly into the labor market.

Finland: Finland’s Integration Act of 1999 aimed to promote integration, equality and
freedom of choice by providing measures that help immigrants acquire the information and
skills needed in Finnish society. Municipalities are required to prepare municipal-level
integration programs. Immigrants have the obligation to draw up individualized integration
plans, consisting of language courses, preparatory and vocational training, and career
counseling, etc. The aim is to closely consider the individual characteristics of each
immigrant and to design a sequence of measures that is expected to best fit his or her needs.
Refusal to participate in the program or failure to follow the plan is sanctioned by a reduction
in social benefits. This obligation applies to those entering after May 1%, 1997. A new law on
integration of immigrants came into effect in 2011, assigning duties and responsibilities to
different levels of administration.

Norway: Norway’s integration efforts focus on making best use of the immigrants’ skills
through more targeted language/vocational training and improvements in recognition
procedures for foreign qualifications. Similar to Denmark and Sweden, a dispersal policy was
in place to help with spatial distribution of refugees across municipalities. An introduction
program was fully implemented in 2004, in which participation is obligatory for all 18-55
year old immigrants arriving after 2004 and who lack basic qualifications. The program has
three main objectives: to provide basic language skills, to give the immigrants insights into
the Norwegian society through social studies, and to prepare for the labor market. The
program is full time and can last a maximum of 2 years (but may be extended to a maximum
of 3 years). Participation is required for immigrants to get introduction benefits. An Action
Plan of 2006 provided additional funding for indirectly targeted ALMP instruments and
closer follow-up of participants.

2% The information in this Annex draws from OECD (2007a, 2007b, 2009) and Bevelander and Irastorza (2014).
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Sweden: An introduction program consisting of language training, introduction to life in
Sweden, and employment preparation aims to facilitate transition to the labor market. Any
recognized asylum seekers—including family members who arrived soon afterwards—aged
20-64 years (or 18—19 years without parents living in Sweden) are eligible, and the program
length is 24 months (with possible extensions for paternal/maternal leave). Participation is
not compulsory, but once agreed between the refugee and the state, it has to be followed for
the participant to continue receiving introduction benefits. After the introduction period, the
usual ALMP measures are available to refugees who qualify (e.g., recruitment incentives,
self-employment start-up grants, job matching services, and work experience at a work
place).



