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Abstract in English

For the design of an immigration policy, in ternigtee number and skills of the entrants and
their effect on the host country, it is importamtréalize that the kind of welfare state matters.
This study confronts three possible labour migratiegimes- a temporary, an open and a
selective regime- with two possible welfare state settingsa highly redistributive and a

hardly redistributive welfare state. By comparihg tikely outcomes between the different
regimes, and by taking possible effects on thesedction of immigrants into account, the
study draws the following conclusions. First, btabour migration policy and the welfare state
matter for the skill composition of labour migranBecond, to be attractive for high-skilled
labour migrants a highly distributive welfare stateds to undo its discouraging effect on these
migrants. Third, a highly redistributive welfarat is attractive for low-skilled labour

migrants. Because these migrants may become dostych a welfare state once they manage
to stay permanently, one should be careful withintr@duction of temporary migration policies
for the low-skilled.

Key words: International migration, public policy, redistribution
JEL code: D31, F22, J18, J61

Abstract in Dutch

De mate van inkomensherverdeling binnen een wdkstaat is belangrijk bij de vormgeving
van het beleid voor arbeidsmigratie. Deze studidromteert drie mogelijke vormen van beleid
— een tijdelijk, een open en een selectief arbeigsatiebeleid- met twee prototypen
welvaartsstaat één met veel en één met weinig herverdeling. @eowaarschijnlijke
uitkomsten van de verschillende mogelijke combégtian beleid voor arbeidsmigratie en de
welvaartsstaat met elkaar te vergelijken, en dpdebeffecten op de zelfselectie van de
migranten mee te nemen, komt de studie tot de mdigeonclusies. Ten eerste, zowel het
migratiebeleid als de welvaartsstaat heeft inviopdle samenstelling naar opleidingsniveau
van de arbeidsmigranten. Ten tweede, om aantrgkkelzijn voor hooggeschoolde
arbeidsmigranten dient een welvaartsstaat methexgkrdeling een extra inspanning te
leveren. Tot slot is een dergelijke welvaartsssaattrekkelijk voor laaggeschoolde
arbeidsmigranten. Vanwege de mogelijke kosten deae welvaartsstaat, die ontstaan als deze
migranten erin slagen permanent in Nederland fednij dient voorzichtig te worden omgegaan
met tijdelijke arbeidsmigratie van laaggeschoolden.

Seekwoorden: arbeidsmigratie, welvaartsstaat, herverdeling

Een uitgebreide Nederlandse samenvatting is basaaikvia www.cpb.nl.
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Preface

One of the tasks of CPB is to explore future ecanatavelopments and the consequences of
strategic choices in social and economic policyinform policy makers and the general public
CPB-studies likd-our Futures of Europe andFour Futures for the Netherlands describe

different possible futures, whilReinventing the Welfare Sate sketches alternative choices in
welfare state design. This study is a follow-upghaf latter study in the sense that it explores the
interaction between types of welfare states andigration policies.

The results of the study are used to discuss teenteDutch policy proposals. Although the
study was not initiated to evaluate these poli@ppsals explicitly, the question on the impact
of the proposals arises naturally. Note howevetr it scope of the exercise is limited as we
address the interaction between immigration padicgt welfare state design, and we do not
address, for example, the legal aspects and pah&tgues on the implementation of policies.

This report has been written by Victory Chorny, Redovals and Kees Folmer. Victoria Chorny
contributed to the study during the time she wagkimg as a Young Professional at CPB. Rob
Euwals and Kees Folmer are senior researchersBt &l they mainly contributed to the
conceptual framework used in the study, as wethagolicy conclusions. Besides the valuable
feedback of many CPB colleagues, the study beddffiten comments of Henk Fijn van Draat
(Social and Economic Council of the NetherlandgitBan Riel (Social and Economic Council
of the Netherlands), Hans Roodenburg (former CREgn Taselaar (Dutch Ministry of
Justice) and Kees Terwan (Dutch Ministry of Empleyitnand Social Affairs).

Coen Teulings
Director






Summary

Many countries, including the Netherlands, are entty reconsidering their immigration
policy. For the design of an effective policy, @rns of the number and skills of the entrants
and their effect on the host country, it is impatteo realize that the welfare state matters as
well. Immigration policy and welfare state desidfeet each other, and jointly they determine
the impact of immigration on the host country.

This study confronts different immigration regimeith different welfare state settings to
illustrate the interaction between the two typepalfcies. The assessment of the economic
outcomes is based on literature reviews on (1)rttpact of immigration policy and the welfare
state on the selection of immigrants, and (2) thaict of immigration on the host country’s
economy. By comparing the likely outcomes betwéendifferent regimes, and by taking
possible effects on the selection of immigrants axtcount, the study will draw conclusions on
opportunities and risks of different options fommgration policy.

This study considers three possible immigrationmeg and two possible welfare state settings.
For immigration policy, we considerlEMPORARY PoLICYin which a number of low-skilled
labour migrants are allowed to enter the countrademporary basis, aPEN PoOLICYin which
there are almost no restrictions leading to mamydkilled labour migrants, andsELECTIVE
poLIcY in which only high-skilled labour migrants arecailed to enter the country. For the
welfare state, we consideR&SIDUAL WELFARE STATE with low taxes and low benefit levels,
and aUNIVERSAL WELFARE STATE with high taxes and high benefit levels. Forititerpretation

of the outcomes it is important to notice that éhisra difference between the two dimensions:
while the options for the welfare state are shegdedg the equity-efficiency trade off and
optimality depends on social preferences, the aptfor migration policy are not shaped along
a dimension that represents a basic trade offéiabpreferences. Therefore one immigration
regime may- in theory— dominate another regime in terms of economic aue As however
all policy options will have winners and losers amgdhe natives, there will not exist a regime
in which all natives are better off than in all etllegimes. So, optimality still depends on social

preferences.

By comparing the outcomes between different immigreregimes and different welfare state
settings, we are able to draw the following coniclas:

A first conclusion is that immigration policy matse Experiences of other countries show that a
selective immigration policy may lead to anotheil lomposition of the group of labour
migrants. The welfare state however co-determihestope of immigration policy, as we will
argue below.



Second, welfare state arrangements related to iacedistribution and wage inequality matter.
Generous welfare states with highly redistributeetaand a relatively equal wage distribution
discourage high-skilled and encourage low-skilkgablur migrants to apply for a work permit.
This limits the scope of immigration policy: anigetimmigration policy for the high-skilled
needs to undo a possible discouraging effect @&reepus welfare state to be successful.

Third, welfare state arrangements related to welbenefits matter as well, but most likely to a
lesser extent. Countries with high benefit levetsaat more (low-skilled) immigrants the
welfare magnet hypothesis — but empirical evidence shows that the effectikislyi to be small.

Fourth, the self-selection of immigrants, causedhgyr rational economic behaviour, is a curse
for the welfare state. Labour migrants select coestwhich give them the highest pay-off.
High-skilled labour migrants are likely to choose €ountries with low taxes and an unequal
wage distribution. These countries gain relativitie from immigration as the gain largely
goes to the immigrants themselves. On the othed,t@untries with a highly redistributive
welfare state would like to attract high-skilleddaur to redistribute from. They face however
difficulties in attracting such migrants. This #lwates the simultaneity in the decision on
immigration policy and welfare state design: a chdor a redistributive welfare state almost

automatically limits the scope of a selective imrat@pn policy.

Fifth, the risks associated with temporary immigmatpolicies should be taken seriously.
Potentially, such a policies yield a positive impai the public finances. The temporary aspect
is however crucial: if it is not enforced propethe policy may end up in being an open
immigration policy. Such an outcome is the worsthef three immigration regimes as it may
put the welfare state under pressure. So unles&pro be effective, for example in a small
scale experiment, it is not advisable to introdsigeh a policy.

The conclusions are confronted with a recent prapofthe Dutch government and the
alternative proposal of the Social and Economicr@dwf the Netherlands. The government
proposal explicitly recognizes the differencesdéomomic potential between migrants by
defining different categories of labour migrantbeTstrength of the proposal is that it is clear
and transparent with respect to the rights andyabibns of the immigrants and employers. The
council emphasizes the motives for migration, angdrticular emphasizes the need for a more
clearly defined category for labour migration. Tgreposal is less clear on the rights and
obligations of the immigrants, but it is clearerwhich categories are relevant for labour

migrants and employers.
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Introduction

Since the end of the 1990s, many European coum@ize that they need to reconsider the
design of their immigration policies. One reasothat in effect they have become immigration
countries, while another is that they want to beeanore competitive on the worldwide labour
market for high-skilled workers. The Dutch govermnproposed a new design of immigration
policy in June 2006, while the European Commisgimmotes immigration as a potential tool
to meet the Lisbon goals. Migration within the umimay contribute to the welfare of EU
countries as free labour migration allows for atirpl allocation of labour, while immigration
from outside the union may contribute to the EUrerny as on average immigrants are young
and well-motivated to work. Immigration may leadwever, to less favourable outcomes for
certain groups of native workers. Moreover, immigra may put pressure on redistribution and
social insurances as well. Immigration and welftege policy therefore interact with each
other. The goal of this study is to exploit thistmaular interaction.

Immigration policies aim to affect the transit afrpons across borders, and especially of those
that intend to work or to remain within the hostintry. This includes, for example, labour
migration, family reunification, family formatiomna asylum. In this study, we investigate the
impact of immigration policy on the labour marketahe welfare state. We focus on
immigration policies that aim at goals in termseaiployment and welfare state sustainability.
We therefore investigate the impact of labour mtigra whereby we consider family migration
as well since labour migrants may have or may ftamilies. We do not emphasize asylum
immigration as in principle it is granted on thesiseof humanitarian grounds.

Welfare states are designed such that they comipfysecial preferences on redistribution and
social insurance. In public discussions on therémiion between welfare state design and
immigration policy it is often emphasized that ingmaition impacts the sustainability of the
welfare state. A fact that is often not taken iatcount is that the welfare state itself may
impact the number and the skills of immigrants. Triteraction between immigration policy
and welfare state design therefore goes into bio#ittibns; while immigration policy affects
the welfare state, welfare state design also afféhet feasibility of goals in immigration policy.

In this study, we design prototypes of immigratéord welfare state policies. We assess the
economic impact of different immigration regimedifferent welfare states in a qualitative
fashion. We do this on the basis of theory and eéngbievidence on immigration. The design
of the prototypes will be as follows: the selectéféect of immigration policy will be described
in two dimensions: one dimension for the skillsrafmigrants, and one dimension for the
length of stay. Both dimensions represent imponpaticy trade offs. We will explore the
impact of the different immigration regimes, i.g.dmbining the two dimensions, on the

11



labour market and public finances in two types effare states. These welfare states are a
residual welfare state (i.e. with low taxes and lmemefit levels) and a universal welfare state
(i.e. with high taxes and high benefit levels). Tedfare states may be interpreted as potential
institutional settings in the Netherlands in theufa, but we do not quantify the parameters of
the institutional settings like in De Mooij (2006).

The lessons from stylized framework will be usedligruss the recent Dutch policy proposals.
Although the study was not initiated to evaluatégygroposals explicitly, it seems rather
obvious to relate the conclusions to the recenp@sal of the government (Dutch Ministry of
Justice, 2006) and the alternative proposal ofStheial and Economic Council of the
Netherlands (SER, 2007). This exercise should teggpreted as a partial evaluation as only we
discuss the interaction of immigration policy witie welfare state.

The focus on the interaction between immigratiod te welfare state implies that we abstract
from several aspects of immigration policy. We digdo not deny the importance of these
aspects, but they are simply beyond the scopeiotady. First, we abstract from illegal
immigration. Although this is an important issuae imultidisciplinary character of illegal
immigration is obviously difficult to implement i stylized economic approach. Second, we
abstract from endogenous growth. High-skilled immaigpn may boost the growth of the
economy due to the contribution of the immigrantsasearch and development. Although
many economists are convinced of such an impaggjreral evidence on the size of this effect
is still scarce. Third, we abstract from the rdiattlabour migration may play in solving
shortages on labour market in the short run. Is $keinse, this study may underestimate the
gains from migration as the short term gains shbelédded to the long term impact on the
welfare state. Fourth, and related to the prevjmiat, we abstract from issues on the
implementation of immigration policy. Within oungized approach, we will not be able to
analyse the consequences of different policiesdik@mand-driven systems with work permits
and supply-driven systems with selection on théshagpoints. Finally, we abstract from
political economy effects. Immigration may leacct@nges in the political preferences of
natives, and therefore to changes in the welfae stWe consider our analysis as an input of
the political process. We do not explore the pdesihpact on the process itself.

The remainder of the document is organised asvisli&Chapter 2 discusses the impact of
immigration and welfare state policy on the numéned the skills of immigrants. Chapter 3
analyzes the impact of immigration on the labourkeband welfare state. Chapter 4 presents
the analytical framework of our scenario approadhije chapter 5 presents the labour market
and welfare state outcomes of the different sceran a qualitative fashion. Finally, chapter 6
discusses two recent Dutch policy proposals.

12



2.1

Selection of immigrants: theory and empirical evidence

Individual circumstances like family ties and ecomo and political incentives are determinants
of the migration decision. These determinants feasignificant impact on the quantity, skill
composition and direction of migration flows. Timeéntives are likely to lead to immigrant
selection. Immigrants are neither a random samifplleeopopulation of a source country, nor a
random sample of the population of a host couttrig.instrumental to study immigrant
selection since it has an effect on the succesamfgrants in the host country, and therefore

on the gains and losses they bring to the natiypeijadion.

Several aspects of immigration and welfare statieypoause immigrant selection. We
distinguish explicit selection implemented by tlwsthcountry and self-selection. First,
immigration policy may act as a barrier to migratieading to explicit selection. Criteria
specified in immigration policies allow only sonralividuals to immigrate into a country.
Second, individuals who decide to migrate have attaristics which make migration
profitable, leading to self-selection in a positsense. Third, immigration policy may affect
immigrant selection indirectly as it may changeeimiives to migrate. For example, selective
immigration policies with an option of long-term permanent residence may give an
advantage on the competitive labour market fomtale~ourth, welfare state policy may affect
immigrant selection since taxes, social insuranee#fare, and the provision of public goods
affect the return to immigration, potentially leagdito self-selection in a negative sense. All
aspects are important in the explanation of thebrmand the skills of immigrants.

In this chapter, we first present a theoreticaleevon the selection of immigrants. The theories
allow us to explain the skill composition of immégion flows. Next, we analyze the impact of
the two factors central in our analytical paimmigration policy and welfare state polieyon

immigrant selection.
Human capital and network effects

This section discusses two important approachesnogrant selection. First, the human
capital approach explains the migration decisioterms of the return to human capital.
Depending on the assumptions made on migratiors cthe&t human capital approach predicts
that immigrants are positively self-selected frdra population of the host country. However,
immigrants from developing countries may be negdyiself-selected compared to the
population of a developed host country. Secondn#te/ork approach claims that immigrants
are likely to settle in a location where other ignaints from the same source country already
reside. Several authors in the literature clain ttework effects are so strong that they
dominate all other determinants of the migrationisien.
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Human capital

Individuals base their decision to migrate largatythe expected net return from migration.
The expected return depends on aspects like thmpility to find a job, the wage, and the
costs of migration. Within the human capital mode¢se factors mainly depend on the skills of
the migrants. Accordingly, immigrant self-selectioccurs because individuals migrate when
the net return to their human capital is highethia host country than in the source country: the
return to human capital is the key decision vagalihe human capital approach as introduced
by Sjaastad (1962) and developed further by Chis{2600), has an important role for
migration costs. It is based on the assumptionstitiese are direct and fixed out-of-pocket
migration costs, that migration costs decrease aliflity (because ability enhances efficiency
in migration) and that opportunity costs of migoatiforegone earnings) increase with ability.
The model predicts that positive selection occungmvout-of-pocket migration costs are large
or when higher skills and education levels leathtwe efficient information collection. Thus,
the human capital model predicts that migrants péllon average young and high-skilled, and
Chiswick (2000) concludes that immigrants are pasly self-selected.

In contrast to the previous authors, Borjas (198%)elops a negative self-selection hypothesis.
He uses an alternative specification of the hunaanital model and focuses on the ratio of the
wages in the host and in the source country. Tha diference with the Sjaastad model is that
the migration costs are a constant proportion ofine, and that ability has no effect on
efficiency in migration. As a result, the migratidacision is based on the return to migration in
terms of wages. Borjas (1987) predicts that immitgdrom developing countries are likely to
be negatively self-selected for two reasons. Hingt,low-skilled have a large incentive to
migrate as developed countries often have smabejevdispersions than developing countries.
Secondly, many of the high-skilled may have a sinakntive to migrate as often their skills
are hardly transferable to developed countriefedghces in culture, education and economic
systems are often substantial, and high skilledigrents in developed countries often need to
accept jobs for which they are overqualified.

The dispute between the believers of the positiereegative self-selection theory has not
ended. Both theories are likely to contain someuvaht aspects as both the US and Europe
receive large numbers of both high- and low-skillmenigrants.

Network effects

The network approach predicts that individualsracee likely to migrate to host countries that
have already large immigrant communities from thae source country. The approach extents
the notion of migration costs in the human cagiamnework (Massewt al., 1993, Bauer and
Zimmermann, 1999a). The first immigrant faces higjgration costs because of lack of

information. However, the immigrant’s relativeddrniends will face lower migration costs
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2.2

since they will be more informed. This explanatt@m be analogically extended not only to
relatives and friends, but also to fellow citizéresm the same source country. In other words,
the network approach states that migration costeedse with the amount of migrants in the
host country.

Empirical evidence

Most of the empirical studies on human capital aetivork effects will be discussed in the next
sections as these effects play an important roleérimpact of immigration and welfare state
policy on immigration. But we first discuss a fetudies that are particularly directed towards
human capital and network effects.

Several studies find that the propensity to mignateeases with education and skill level,

which supports the human capital theory according§jaastad and Chiswick. We discuss two

of these studies. First, Chiquiar and Hanson (200&stigate selection among Mexican
immigrants in the US. They find, on the one hahdt Mexican immigrants are on average
more educated than residents of Mexico, and owttier hand that they are much less educated
than US natives. Chiquiar and Hanson appeal tadggaeity in migration costs in order to
explain their findings. Second, Liebig and Sousa&P@004) use data on immigrant intentions
in 23 countries including the traditional immig@ticountries and large European countries.
They find that immigration is mostly positively aklected. Differences in the wage
distribution between countries may reduce the pasgelection, but according to their study it

will not result in negative selection.

Almost all studies on network effects find cleard®nce that a large amount of immigrants in a
country increases the probability of migration mdividuals from the same source country.
Examples of such studies are Mckenzie and Rap@pody) for Mexican immigrants in the

US, Rotte and Vogler (1998) for African and Asiamiigrants in Germany, and Pederseal.
(2004) for a study of migration flows into 27 OECDuntries.

Immigration policy

Immigration policy has an effect on immigrant séifetin several ways, and we discuss two of
them. First, immigration policy affects selectionegdtly by imposing immigration criteria.
Second, it affects selection indirectly because ignation policy may also affect the incentives
to migrate. This may lead to self-selection. Irs theéction, we discuss immigration policy in
light of the self-selection theories. We also rewtbe empirical evidence on immigration

policy and selection.
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Theory

The human capital approach states that the redunnan capital in the home and the host
country, together with the costs of migration, mnportant for the incentive to migrate.
Immigration policy affects immigration costs sigo#ntly because it obliges immigrants to
fulfil certain requirements. In addition, it maysalaffect the return to immigration by imposing
restrictions on migrants once in the country. Hinammigration policy affects selection
directly by imposing requirements on entry. Wesdthate these effects by discussing evidence

from countries with different immigration policies.

Restrictive and bureaucratic migration policies@ase the costs of immigration. Immigrants to
countries with such policies are likely to be higitiled since they are able to overcome the
costs of migration costs. However, considering gl@ation and the increasing competition for
international talent, restrictive policies may atiscourage high-skilled immigrants if there are
other attractive host countries with less cumbespuilicies.

Selective migration policies that aim at attractingyrants with certain characteristics and
labour market skills select individuals with economotives to migrate. Such immigrants are
more likely to be employed and to have higher esymithan other immigrants. Thus, economic

migrants are generally more favourably selected thagrants with other motives to migrate.

In contrast to traditional migration countries littee Australia and Canada, some countries
(especially in Europe) prefer temporary immigratpoiicies. Such policies may discourage
immigration since the benefits may not outweighdhsts. In addition, immigrants usually have
to invest in country-specific human capital sucteaguage and culture in order to successfully
adjust in the new situation. Thus, temporary peBainay also reduce the incentives of high-
skilled individuals to migrate since the returnrfranvesting in country-specific human capital
is low for temporary immigrants (Dustmann, 1993gtYif human capital is transferable — as is
the case for much high-tech knowledge - temporaticies may not be an obstacle for
migration. (Boeriet al., 2002). In addition, high-skilled immigrants arema likely to accept
temporary migration if the host country-specifiatan capital also yields a return in the home
country (Dustmann, 1999).

Empirical evidence

The empirical literature on selective immigratiawlipies can be divided into two groups: some
studies compare labour market characteristics afigrants in countries with different
immigration policies, while other studies companarmcteristics of immigrants entering a host
country through different admission channels.
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2.3

Several studies compare immigrants in the UnitedeSt- whose immigration policy focuses on
family ties - with immigrants in Canada or Austealiwhere immigration policies are based on
economic criteria. The main findings are that imraigs in Canada and Australia are on
average more skilled and exhibit a smaller earnitifisrential with natives than immigrants in
the US. However, when the immigrants in each cquarte divided into groups according to
their source country, and each group is comparéd itéi counterpart in the other countries,
immigrants in the US are not found to be on avetagg educated than their counterparts in
Canada (Duleep and Regets, 1992) or Australia @htet al. (2001)). The Canadian and
Australian immigration policies, thus, seem sucfids®ot because they select immigrants
positively from the whole world, but because thelest immigrants from certain source
countries. Therefore, countries with selective imration policies manage to control the
national origin mix of their immigrants by choosiimgmigrants from countries where the

average citizen is relatively educated and higlieski

Immigrants admitted through economic channels arelly found to be more skilled and
earn higher wages than immigrants admitted thraatblr channels. For the US, Jasso and
Rosenzweig (1995) and Duleep and Regets (1996}Hmiddifferences between the groups
become smaller with the duration of residence.Camada, Wright and Maxim (1993)
conclude that immigrants entering through the eatina@hannel have a smaller earnings
differential with natives than immigrants admittsdough the family channel. Constant and
Zimmermann (2005) conduct a comparative study ah@d@y and Denmark and find that
immigrants entering through the asylum and familgrenel are more likely to be unemployed
and to earn less than economic migrants.

In conclusion, immigration policies affect selectidirectly by restricting immigration and
indirectly by affecting migration incentives. Thgand empirical evidence suggest that
policies based on economic criteria tend to setégtants more positively. The positive
selection however mostly results from allowing ingnaints from particular countries to enter
the country. The next section discusses anothérypfalctor that may affect immigrant

selection, namely, the welfare state.

Welfare state policy

The design of the welfare state may affect immigesif-selection in different ways. First,
welfare benefits and public good provision raispexted income flows and offer an insurance
against risks. Second, redistribution affects tkgeeted net income flow as well. So the return
from migration is likely to be affected by the waak state since immigrants differ in their
vulnerability to risks and their utilization of plibgoods. This section argues that the above
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factors are related to skill levels of immigraraad consequently the skill composition of
immigrants may be affected by the welfare state.

Theory

The discussion on the impact of the welfare stateronigration is heavily dominated by the
so-calledwelfare magnet hypothesis (Borjas, 1999). This hypothesis predicts the liocat
choice of immigrants, differentiated by skill lev&ore recently, some theories also provide
predictions for individual traits like risk aversio

Thewelfare magnet hypothesis states that countries with more generous welfgseems attract
more immigrants than less generous but otherwigdasi countries. This hypothesis also
predicts that countries with generous welfare statl attract more low-skilled immigrants.
The latter results strongly relate to the negasiei-selection theory of Borjas (1987), which is
based on differences in wage distributions betvasemtries.

Applying the welfare magnet hypothesis to the USj& (1999) claims that immigrants locate
themselves in US states that offer high welfaresfien The argument is that once immigrants
have incurred the fixed costs of migration to th&, the costs of choosing a particular state are
marginal. Consequently, immigrants that have aglgmgbability to become in need of welfare
benefits will choose for states that offer high éf#s. So in particular low-skilled immigrants
are likely to choose for such states, as they ame fikely to become unemployed. Applying
the hypothesis to Europe, Boetial. (2002) claim that immigrants with skills below artegén
threshold will choose for EU countries with a genes welfare state.

The welfare state may lead to self-selection imteof skills, but it may lead to self-selection in
terms of other individual traits as well. Unemplogmt and disability benefits reduce the labour
market risks of workers, and therefore of immigramatrkers as well. Risk averse immigrants
are likely to value unemployment and welfare basdfighly, which influences their choice of
location (Heitmueller, 2005). Thus, generous welfstates may on average attract immigrants
with a higher degree of risk aversion.

Empirical evidence

The empirical evidence on the impact of the welftede is rather mixed. Studies that also take
the network effect into account generally find thatworks are so important that they dominate
all other effects.

Studies like Borjas and Hilton (1996), Borjas (1P8fd Boeriet al. (2002) do find that
generous welfare states attract more immigrantst,/8orjas and Hilton (1996) conclude that

new immigrants to the US are likely to receive samtypes of benefits as previous immigrants
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24

from the same origin country. A possible explamai®the existence of ethnic networks that
transfer information about welfare benefits to mbigd immigrants in the origin country. The
availability of information about welfare benefitgy influence migration decisions of
individuals. In particular, unskilled individualsay be more likely to migrate if they have better
information about the availability and accessibitf welfare benefits. Secondly, Borjas (1999)
finds that immigrant welfare recipients are mokely to be clustered in states with higher
welfare levels than immigrants who do not receiwdfare. Finally, Boerét al. (2002) show

that welfare benefits in the EU countries distbe skill composition of migrants (attracting
relatively low-skilled migrants). Although the aotis indicate overall small effects, they
suggest that some of the generous countries (lé&eniark and the Netherlands) attract
immigrants that are likely to become dependent elfare and other social security benefits.

Contrary to the previous studies, Zavodny (1998)jd?seret al. (2004) and Kaushal (2005) do
not find evidence in favour of the welfare magngtdthesis. Zavodny (1999) states that the
primary factor explaining the location decisionsnefv immigrants in the US is the location of
other (previous) immigrants. In fact, immigrantgseto respond more to interstate differences
in migrant population than to interstate differemeeelfare benefits. In a study on migration
flows into the OECD countries, Pedergt@l. (2004) conclude that the negative impact of a
high tax pressure on immigration is stronger fomiigration flows from low income countries
than from higher income countries. The authors atpat more generous welfare states may
pursue more restrictive immigration policies. Thgenerous welfare states may serve more as a
barrier rather than a magnet to immigrants. Furtteee, they also indicate that network effects
and immigration policies are more important tham gienerosity of the welfare state. Finally,
Kaushal (2005) allocates immigrant women to difféigroups according to their economic risk
of becoming welfare dependent. She investigateshehenore vulnerable groups tend to settle
in US states with generous welfare benefits. Hachkesion is that the most vulnerable group is
not more attracted to states with higher welfavele In line with studies mentioned above, the
author suggests that location decisions of immigrare guided by network effects rather than
welfare benefits.

Conclusions

Immigration policy and welfare state policy affélse number and the skills of immigrants. This
is important as it may affect the impact that imraigs have on the host country. The literature
provides an intense discussion on whether immigrarg positively or negatively self-selected.
That is, are immigrants more educated or less ¢dddhan the average resident in the source
and/or host country? On the basis of the literatweedraw the following conclusions.
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Immigration policy clearly affects the number ahd skills of immigrants. Explicit selection
has a direct impact as such a policy simply seiettsigrants on the basis of education and
skills. Immigration policy may also have an indiréopact as it may induce self-selection by
affecting the return to migration. First, countriggh selective policies succeed in attracting
more skilled immigrants than countries with alteiva policies. The success of selective
policies is the not the result of attracting therenskilled immigrants from a particular country,
but it is the result of attracting immigrants fronore developed countries (which are on
average more skilled than immigrants from less-tex countries). Second, temporary
migration policies may induce negative self-setattiTemporary policies reduce the returns
from investments in human capital, leading to tiet that high-skilled immigrants and
immigrants with the ability to acquire country-spgichuman capital choose for countries in
which the period of stay is longer (which they néedecover the costs of their investments).

Welfare state arrangements like income redistriutind inequality in the wage distribution
are likely to be important. Extensive welfare ssatéth highly redistribute taxes and a
relatively equal wage distribution discourage hglilled and encourage low-skilled labour
migrants to apply for a work permit. Immigrationtaalearly shows there is substantial
immigration from low-wage countries, while sevestildies find substantial low-skilled
immigration from countries with an unequal inconm&tribution. Wages and incomes, both in
net terms, are therefore clearly important deteamis of migration flows.

Welfare state arrangements related to welfare litsreake important as well, but nevertheless
the size of their impact is likely to be small.theory social security and welfare benefits affect
the expected income in the host country, and haffeet the incentives to migrate. Generous
welfare states may attract more immigrants thas ¢gemerous welfare states, and these
immigrants will be relatively low-skilled. Some dies do find evidence in favour of the so-
calledwelfare magnet hypothesis, but nevertheless the size and importance oftipact is not
likely to be large.
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Impact of immigration: theory and empirical evidence

Immigration has far reaching consequences for tis tountry’s economy. Immigrants
contribute to production by working, pay taxes aodial security contributions, potentially
draw from the welfare system, send their childeesdhools and consume. In this chapter, we
focus on the impact of immigration on the host dogla labour market and public finances.
First, we discuss the theoretical impact of immiigraon wages and unemployment. Next, we
review the empirical literature of the impact ofrimigration on the labour market. Finally, we

present a theoretical and empirical overview onitfigact of immigration on public finances.

Labour market

The literature on the impact of immigration on thkour market is well-developed. In the short
run, immigration may have a negative impact onléheur market position of natives who have
to compete with immigrants. In the long run, howewee impact on the labour market may be
small due to different adjustment processes. Thestdent of the host economy to
immigration depends on labour market flexibilitytput mix flexibility and factor mobility.

We begin by reviewing the theory of the immigrationpact on wages and unemployment.
Subsequently, we present different adjustment nreéshes that may dampen the impact on
wages and unemployment. We conclude with an owareiethe empirical evidence on the

impact of immigration.

Theory

An immigration shock alters the capital labouraaif a host country by increasing the
endowment of labour. The resulting adjustment eftibst country’s economy depends on the
labour market flexibility. When wages are flexibtee adjustment occurs only through wages,
while when wages are rigid, adjustment occurs thhothe level of employment as well. In
addition, we investigate how the skill composit@fimmigrants affects the outcome on the

labour market.

Impact on wages

In the short-run, when capital is relatively inéilesimmigrants decrease the earnings of the
production factors to which they are substitutabdglur) and increase the earnings of the
production factors to which they are complementpital). As a result, native workers lose
while native capital owners gain. The net benefithe economy from immigration, called
immigration surplus, is the gain of capital owners minus the lossaifve workers (because of
lower wages). The more wages fall as a result ofignation, the larger is the immigration
surplus. This simple neoclassical theory of immiigraillustrates an important trade-off:

immigration increases total output of a host cogritut the gains are not distributed equally
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over the population of the host country. The moages decrease, the larger is the immigration

surplus but the larger is also the redistributibimoome from workers to capital owners.

The impact of immigration on the labour market degreon the skills of immigrants. Once
more, immigrants will decrease the wages of thekews to which they are substitutes. Skilled
(unskilled) immigrants will cause the wages of lekll(unskilled) workers to decrease, thus
resulting in a positive immigration surplus. Howevenmigrants will also increase wages of
workers to which they are complements. Thus, thgelathe complementarity between
immigrants and natives is, the larger is the imatiign surplus. Accordingly, the host economy
benefits most when the skills of immigrants ardedént from the skills of the natives.

Impact on unemployment

Labour market institutions may create wage rigéditiwhich in turn may affect the impact of
immigration on the labour market. For example, edtilve bargaining between unions and
employer organizations may prevent wages from desing below a certain level, and
minimum wages certainly do. Thus, when facing amigration shock, a rigid economy may
adjust through higher unemployment rather than tomages. This may be particularly relevant
for the lower end of the labour market, where wegglities may be more important than at the
upper end. Therefore, adjustment through employnment be particularly relevant when

immigrants are relatively unskilled.

The negative impact of immigration on the employtrefmatives may be more pronounced in
generous welfare states since they are much maraderised by rigid labour markets,
extensive unemployment insurance and restrictilgeda market institutions. Dustmann and
Glitz (2005) claim that immigration may cause vdany unemployment among native workers
whose wages fall. This may be relevant in geneveelfare states where reservation wages are
high because of unemployment and welfare bendfitaddition, restrictive labour institutions
such as employment protection, high replacemeasramnd high business entry costs may
aggravate the impact of immigration on employmestnethough some of these institutions

may protect natives from competition in the shairt-(Angrist and Kugler, 2003).

Other adjustment processes

Immigration results in adjustment processes oth@n thanges in wages and unemployment.
Those processes in turn affect the labour markethe following, we discuss the ways in which
the mobility of factors, such as capital and laboogy dampen the impact of immigration on

wages and unemployment.

In the short-run, an economy responds to changgeeinapital/labour ratio through wages.

However, when capital flows freely wages may nac® change because capital is perfectly
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elastic. An immigration shock decreases the cafuitidbour ratio, thus increasing the return to
capital. As a result, capital will flow into the@mmy until the return to capital is equalized
among the economies in the world. Since eventwedlges and the return to capital do not
change, natives neither gain nor lose from immigratlf, however, the skills of natives and
immigrants differ immigration-induced capital inflowill not fully adjust for immigration.

Thus if immigrants are relatively skilled, skillechges will still fall and unskilled wages will

increase, and unskilled immigration will have thpposite effects.

The review so far has focused on an economy whictiyzes one good only. However, a
multi-sector economy may accommodate changes outadupply through the output mix
rather than through wages. Dustmann and Glitz (260§gest that the following adjustment
process may take place. Immigration increasestbfitpof the sector which uses intensively
the labour factor type of the immigrants (becaudewer wages) and decreases the profits of
the sector using the other labour type (becauseggbier wages). As a result, production in the
sector that experienced lower (higher) wages irsgeddecreases). The changes in production
induce shifts in demand for labour so that wagasmeto their initial level in the long-run.

Thus, an economy with flexible production mix amgeoness to trade may adjust to

immigration through changes in industry structather than changes in wage structure.

Finally, in addition to capital and trade adjusttsether factors may adjust the economy in
the medium and long-run, thus reducing the negatiyect of immigration on wages and
unemployment. First, native workers and firms mayveout of immigrant areas. In other
words, production factors may adjust by reallogatiwer regions. Second, native workers may

move out of sectors abundant with immigrants bgaieing or enhancing their skills.

Empirical evidence

The empirical literature on the impact of immigeetion the labour market is well-developed.
Most of the studies estimate the effect on wagesumemployment while a few attempt to
measure other consequences such as native respomsesigration and changes in industry
structure. The main outcome is that the averagadtnpn wages and unemployment is negative
but small. This contradicts the simple neo-classtezory on this point. Still the small impact
may be explained by the adjustment mechanismsitirapen the changes in wages and
unemployment. In this section, we present evidemcthis subject in the US and different
European countries. We also discuss studies thasiigate other adjustment mechanisms such
as factor mobility and industry structure.

Impact on wages and unemployment
Most empirical studies on the impact of immigratgpiit native and immigrant workers into

groups according to certain criteria, and measugecbrrelation between immigration and
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labour market outcomes in each group. The firstignation studies split workers according to
geographical location, thus measuring spatial tatioms between wages and unemployment
and immigration in a specific area. Several authoduding Borjas (1994), Friedberg and
Hunt (1995), Bauer and Zimmermann (1999b), DustnarthGlitz (2005) and Longlet al.
(2005) review spatial correlation studies. Theylfan overall negative but small impact of
immigration on wages and employment in both USBbdwhereby the impact in Europe is
considered to be slightly more negative than inUlge Theoretically, immigration may affect
unemployment more negatively in Europe than inUlSesince the European labour markets are
less flexible than in the US. For example, Angaistl Kugler (2003) find that immigration
effects are more negative in countries with lessiflle markets, higher replacement rates and
higher business entry costs. Still, the authorchkate that even in Europe the impact of

immigration on unemployment is small.

Several explanations have been proposed for thé snmeact reported by the literature. First,
spatial correlation studies assume that the doecif causality between immigration and
labour market outcomes runs one way, from immigramiabour markets. However, location
decisions of immigrants are not random and mayfteeted by labour markets. So, immigrants
may be attracted to areas that do economically. Beltond, production factors such as capital
and labour may flow freely in an economy until fagprices are equalized across regions.
Thus, the impact of immigration on a local labowarket may be dispersed through the whole
economy. Therefore, it may be then more instrunig¢ateneasure immigration effects on the
aggregate level. Finally, immigration studies may take into account different adjustment

mechanisms such as changes in the trade and ootout

More recent empirical studies split workers intffetient groups according to observable
characteristics such as skills, age, educationk wgperience etc. This methodology is referred
to as the skill-cell correlation approach. It acustexplicitly for the extent of natives and
immigrants substitutability by splitting native aimdmigrant workers into different groups
where in each group, natives and immigrants anenasd to be perfect substitutes. Then, the
labour market outcomes of a specific cell are reggd on the relative share of immigrants in

the labour supply of that cell.

Card (2001) splits US natives and immigrants adogrtb occupations but still finds very small
effects on wage and unemployment. In contrast,a0{2003), who splits workers according to
both education and work experience, finds that igmanits may significantly reduce wages of
native workers in the same education and experigrmgp. He finds a wage elasticity of about
- 0.4 (a 1 percent increase in the number of wordaesto immigration leads to-a0.4 percent
decrease in the gross wage), which is larger tharcdnsensus estimate of the overview articles
which find an elasticity of about 0.1. Possibly, Borjas finds a more negative implaah Card
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because immigrants may not compete with nativélsdrsame skill/loccupation group if they
have different working experiences. In additionyjBs uses aggregate data from the US Census
while Card uses local data. Finally, Ottaviano Bedi (2006) investigate the impact of
immigration in US in a general equilibrium framewdrased on Borjas (2003) using aggregate
data. The model allows capturing the effects of igremts not only on their closest substitutes
(negative effect) but on their complements as (elkitive effect). In contrast to Borjas, the
authors assume that immigrants are not perfectituies even within the same education and
work experience cell (because of different occugei choices, abilities etc.). Furthermore, the
authors explicitly account for the role of capialjustment. After accounting for all of the
effects, the authors find that the immigrationimflof 1980-2000 has actually increased the
average wage of native workers by about 2%. Coliagthigh school graduates gained the
most, while high school dropouts experienced zersnmall negative change. Ottaviano and
Peri attempt to reconcile their results with thgatéve effects found in other studies. They
claim that they also find a partial negative effecimmigrants on natives within the same
group. However, the effects of increased wagesti@s who are complements to immigrants

and the increased return to capital dominate tisé fiartial negative effect.

Other adjustment processes
The controversy on the actual impact of immigrasoiggests that it is instrumental to account

for all possible adjustment mechanism that maycatfee impact on wages and unemployment.

First, natives may move out of areas with immigsafthus, immigration may leave the relative
regional labour supply unchanged and consequeattg ho effect on wages and employment.
There is however no consensus in the literaturthernssue of native response. For instance,
Borjaset al. (1997) and Hatton and Tani (2003) find that inth€immigrant inflows and

native outflows are correlated while Card (200hy§ that immigrant inflows to different cities
in the US have not resulted in large outflows dfvein the same skill group. Pischke and
Velling (1997) also do not find evidence for natiwetflows in Germany, and Card and Dinardo
(2000) conclude that the small impact on wagesised by other adjustment mechanisms
rather than native mobility. However, Longdtial. (1999) find that larger areas exhibit more
adverse immigration effects than smaller areasgee factors in smaller areas can adjust
faster), supporting the claim that research shbeldggregate rather than regional. The impact
of immigration is also larger in countries with leminternal mobility. This supports the claim

that native mobility may be a response to immigrati

Second, increased labour supply may be absorbadchgnging industry structure. Card and
Lewis (2005) find however that immigration has oalgmall effect on local industry structure.
Instead, increased relative labour supply of aatetabour type in a region causes industries to

use more intensively that labour type without chemnigp relative wages. In other words,
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3.2

production technology adapts to the local mix ofkeo skills. This could be explained with
Acemoglu’s (1998) theory of skill biased technolpgiich suggests that firms innovate in a
direction of readily available factors even withoelative wage changes. Lewis (2003) finds
that on-the-job computer use has increased mordlydp US cities where the relative skilled
labour supply grew the most. He concludes thatdstahtrade models do not explain well
adjustment to immigration since industries seemegpond by choosing a production
technology that complements the local labour mikeathan increasing production of the

relevant labour type intensive good.

Public finances

The fiscal impact of immigration is the net resaflthe payments in and out of the welfare state
system of a host country by the immigrants oveirtlife cycle. Immigrants contribute to fiscal
balances by paying taxes and social security dantdans, while they benefit from the welfare
state in case they receive unemployment, disalaitifor welfare benefits. They also benefit
from public expenditures in the host country.

In general, immigration may have a positive fisogpact since immigrants usually arrive at
working age and participate in the host countrgitsour market. Thus, the host country enjoys
the taxes paid by immigrant workers without thecheeinvest in their education since they
have already acquired education in the countryrigim However, the labour market
performance of immigrants may lag behind that difves. In several countries, immigrants
earn less, pay fewer taxes, and receive more bteefits than natives. Hence, there are
worries that immigrants are in fact a burden towledfare state. These worries are especially
present in generous welfare states where immigraaishave difficulties in integrating in the
labour market and welfare benefits are extensivéhis section, we present different factors
such as immigrant characteristics and welfare sfarerosity that may affect the fiscal impact.
We then discuss empirical studies in various coesitihe fiscal impact is found to be positive
in the US and in some European countries, and ivegatother European countries.

Theory

The fiscal impact of immigrants depends on seviabrs. First, the age of immigrants at
entry is crucial since many public expendituresratated to age. Thus, young immigrants are
expected to have a large net contribution over fifeicycle since they received their education
in the home country. In addition, they work and pexes. Second, direct taxes paid and most
benefits received depend on earnings. Thus immignaith a high probability of being
employed and high earnings are likely to be netrdmutors. Therefore, high-skilled

immigrants are expected to have a more positivaaonhfhan low-skilled immigrants. Finally,
the generosity of the welfare state affects theaichas well. Low-skilled immigrants living in a
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generous welfare state may have a higher probabiiibeing unemployed due to distortions
resulting from high replacement rates and minimuag@s. Thus, they will pay fewer taxes and
receive more often benefits than in a less genenalisre state. Conversely, high-skilled
immigrants may have equal opportunities to find kErypment in whatever type of welfare state.
We may expect them not to draw much on benefiminwelfare state. With respect to their
contributions, high-skilled immigrants may pay mea®es in a generous welfare state as
income tax rates are higher. But in a less genen@lfgre state they may also pay higher taxes
due to a larger income inequality and higher egmifor these reasons, the theoretical link
between the welfare state and the fiscal impagnafigration is ambiguous.

Empirical evidence

There are several studies that measure whethergrants are net contributors or net
beneficiaries of the welfare state. Initially, enqgal evidence focused on calculating the net
taxes that immigrants pay in a certain year. Howevés instrumental to take into account the
net contributions that immigrants make over thiédr ¢ycle since taxes, benefits and public
expenditure depend much on age. In this sectiorrewiew studies that measure the impact of
immigrants over their life cycle rather than jusbking at total taxes received minus total
benefits paid to immigrants in a certain year.

Most studies use a Generational Accounting (GAYagagh in order to assess the lifetime fiscal
impact of immigrants. The GA approach consistsad€ualating the present value of the lifetime
net contribution of an immigrant to public finand@sierbach and Oreopoulos, 1999). In other
words, the present value of a lifetime net contiiuis equal to total remaining lifetime tax
contributions minus total remaining lifetime bemefirom public expenditure. If the present
value is positive, the immigrant is a net contrdyub public finances.

The results of studies on the lifetime fiscal impaicimmigration vary by country. Numerous
studies find it to be positive and suggest that ignamts may even alleviate the fiscal
imbalances associated with the ageing problem.Retedies for the US conclude that
immigrants are net contributors to public finanfese and Miller, 1997, Auerbach and
Oreopoulos, 1999, Storeseletten, 1999). In addiaorincreased rate of immigration to the US
(with the same characteristics as current immigiacbuld even improve the fiscal balance,
though the improvement is very small relative te tiverall size of the fiscal imbalance. Thus,
it seems that immigrants ‘pay their way into thelfare state’ in the USThe improvement
could be considerable if the composition of immigsais changed rather than the amount.
Storesletten (1999) finds that admitting high-gdlimmigrants in the age of 20-54 or medium-
skilled immigrants in the age of 25-49 would bakatice fiscal budget of US.

! The term ‘pay their way into the welfare state’ is widely used in the immigration literature to say that immigrants are not a
fiscal burden to the host country.
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The fiscal impact of immigration is also found te jpositive in several European countries.
To illustrate, the net fiscal contribution of aresage immigrant in Germany is 53,100 euros
(Boninet al., 2000)? Additionally, increasing the amount of immigrasth the same
characteristics as current ones) can reduce tbal fimbalance. An annual inflow of 50,000
immigrants to Italy could reduce the fiscal imbaarby 6% (Moscorola, 2001). Colladbal.
(2004) and Mayr (2004) draw similar conclusions$prain and Austria. Relative to the US, the
beneficial impact of immigrants on the fiscal indnates in the above mentioned European
countries is larger. This could be because US éfraamits large flows of immigrants and
faces a smaller fiscal imbalance problem than rabgie European countriéddowever,
similarly to the US studies, European empiricadevice points out that admitting high-skilled
immigrants in certain ages can contribute even rtmreducing fiscal imbalances.

While some European welfare systems benefit fromignation, other European welfare
systems turn out to lose. For the Netherlands, Rolbdrget al. (2003) find that immigrants
need to posses social and economic characterigtieast similar to those of the Dutch in order
to have a positive impact. However, most currem-¥destern immigrants to the Netherlands
lag well behind the Dutch in terms of their labonarket performance. Thus, the overall fiscal
impact of immigrants in the Netherlands is negatMee authors emphasize that immigrants
with better characteristics than the Dutch, theatedhigh-performing immigrants, have a
positive fiscal impact for almost all ages. Stoeétsin (2003) draws similar conclusions for
Sweden. He finds that an average new immigranted®&n constitutes a net cost of about
$20,000 to the government. However, in contrashéoNetherlands, young immigrants in the
age of 20-30 are still a net gain of about $23,60@ally, Wadensjo and Gerdes (2004) find
that the public sector in Denmark effectively rexdimites from natives to immigrants. While
the net transfers of Danes and Western immigrastg wositive in 1991-2000, the net transfers
of first- and even second-generation non-Westemigrants were negative.

Discussion

The countries mentioned above may experience diftdiscal impacts of immigration because
of several reasons. First, as discussed earlieffigbal impact is largely determined by the
labour market performance of immigrants. Thus,rtbgative fiscal impact in the Netherlands,
Denmark and Sweden could be due to the low lab@uwket performance of immigrants in
those countries. Consider, for example, Germanyl#®dvhere immigrants earn on average
17% and 20% respectively less than the nativesg 2005, Borjas, 1990). In contrast, non-
Western immigrants in the Netherlands earn alm0%t &ss than the natives while the wage
differential between immigrants and natives in Sevets even larger, up to 37% (Roodenburg

2 Based on the assumption that government expenditure (such as defence spending) increases with immigration. If
government expenditure does not increase with immigration , the net fiscal contribution would be 134,000 euros.
jus may have a smaller fiscal imbalance because the ageing problem there is less severe than in Europe.
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et al., 2003, Hansen and Lofstrom, 2003). The earningg®@fammigrants in Denmark behind

the natives is smaller than in the Netherlands&ndden, about 15% (Hustedal., 2001), but
their participation rate in the labour force is kEwthan that of the natives by 25% (Pedersen and
Smith, 2001). Conversely, the participation raténaiigrants in Germany is lower than the
natives by only 3%, and Spanish immigrants parigpn the labour force even by 12%-points
more than natives (OECD, 2003). Therefore, cousitnigh immigrants that assimilate fast on
the labour market will experience fiscal gains frammigration while countries with large

amounts of unemployed or low paid immigrants wiperience a fiscal loss from immigration.

Second, one may notice that the countries withgatiee fiscal impact have more generous
welfare systems than the countries with a posfis@l impact. Thus, the extent of welfare
state generosity and type of welfare system may @lale in explaining the differences
between the countries. More generous welfare states extensive benefits and thus lose more
when the labour market performance of immigrantews In addition, we have discussed in
chapter 2 that generous welfare states may astléere magnets, which results in negative
self-selection. Thus, the labour market performasfdenmigrants in generous welfare states
may be worse because immigrants are negativelyse@dtted priori. A related point is the
idea of ethnic networks transferring informatioroabthe welfare system to newly arrived
immigrants (Borjas and Hilton, 1996). If generoudlfare states have more welfare dependent
immigrants (because of the reasons mentioned apawsowball effect may occur when new
immigrants are pulled into the welfare system &y tleceive more information from previous
immigrants about welfare benefits rather than jppartunities. Bertrandt al. (2000) claim

that being surrounded by people informed aboutrbkéare system decreases the costs of
applying for welfare, increases the return fromlgimg for welfare and decreases information
about job availability. Economically significanttaerk effects of welfare information were
found in the US by both Borjas and Hilton (19963 &ertrandet al(2000). All in all, the more
there are already welfare dependent immigrantscouantry, the more we can expect new
immigrants to become welfare dependent as welk €ffect may be particularly pronounced in

generous welfare countries.

Conclusions

From economic theory we know that immigration hasmpact on the labour market and the
public finances of the host country. The inflowimimigrants decreases the wages of native
workers to which they are substitutes, and incre#ise wages of workers to which they are
complements. If wages are not flexible, immigratinay lead to involuntary unemployment.
The overall impact may however be small since petida factors like labour and capital adjust
to immigration. This dampens the impact of immigmaton wages and unemployment. The
extensive empirical evidence on the impact of inmatign on the labour market confirms the
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latter prediction: the impact of immigration on vesgs likely to be negative but small. The
consensus estimate for the wage elasticity is abOut, while the estimate of Borjas (2003) of
about- 0.4 may be interpreted as an upper bound. Theeeanpirical evidence on the impact

on unemployment hints at a small effect as well.

Immigration is likely to affect the fiscal balancefsa host country. Immigrants pay taxes and
social security contributions, they may draw onwmedfare system, and they may enjoy public
expenditure such as on education. Studies for wamountries measure the contributions to and
the benefits from the welfare state system of inmani¢s over their life cycle. On the whole, the
fiscal impact of immigration depends on the charastics of the immigrants and the

generosity of the welfare state. Young immigramesligely to contribute to the fiscal balances
as they have acquired their education already laeyl ¢an start to work at arrival. Moreover,
high-skilled immigrants contribute to the fiscaldraces while low-skilled immigrants

contribute little. The fiscal impact of low-skillachmigrants even turns out to be negative in

generous welfare state systems.

The evidence in this chapter yields that the sileaf immigrants has important effects since
immigrant characteristics affect the magnitudehefimpact on the labour market and the fiscal
balances. As was discussed in chapter 2, thesaathéstics are affected by immigration

policy and welfare state design. So, immigratiotigyoand welfare state design are likely to
affect immigrant selection and hence the impadtwhigration on the host country. As the two
types of policy are interconnected they need tbdtl taken into account simultaneously. In
the next chapter, we develop a framework to agsegparticular interaction and the basis of the
theoretical and empirical knowledge collected iis thapter.
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4.1

Analytical framework: a qualitative approach

We explore the interaction between immigration amdfare state policy using a qualitative
approach. We investigate the impact of differenmigration regimes in two possible welfare
state settings. Section 4.1 discusses the sceffarittee immigration regimes, and section 4.2

discusses the scenarios for the welfare states.
Immigration policy

The goal of immigration policy design is to devebopet of measures that meets potential goals
of economic policy. The design boils down to anpgsoassessment of the most important trade-
offs. There is a large number of potential immigratpolicies as trade-offs appear in multiple
dimensions. As it is impossible to explore themthilils section aims to structure the
investigation on the design by distinguishing tvey klimensions along which immigration

policy can be characterised. From this, we dev#ioge different immigration regimes.

Two major issues of immigration policy are the amoof human capital of immigrants and the
duration of stay. Human capital is important for the labour market prospects ofigrants, as
virtually all countries select among potential labeigrants. While non-immigration countries
mostly rely on a demand-driven system in which labmigrants need to have an employment
contract, immigration countries like Australia a@enada use point systems for selection
purposes. Educational attainment and occupatidilid play an important role. Currently,
several non-immigration countries have introducedre considering to introduce similar point
systems. Theuration of stay is important as well. While most of the typicalnmigration
countries offer permanent residence to immigramtsst European countries provide at first
instance just temporary residence. In many Europgeantries temporary permits can be
transferred into permanent permits in case the gremit has been employed for a sufficiently
long period. Only in a few countries, of which Sxitland is a prominent example, temporary
migrants are expected to leave the country atldeoé the permitted residence period. The
duration of stay clearly has policy implication&sE countries compete for the best immigrants
and immigrants may choose for countries that adfpermanent permit, or at least an
opportunity to get such a permit in case of a gabdur market performance. Second,
immigrants in countries that offer a temporary piemmay invest less in country specific human
capital, and may therefore be less productive.dlhimmigrants with permanent permits get the
same rights as natives, and in a generous welfate the incentives to be productive may
become small at the lower end of the labour market.

By combining the two key dimensions we obtain fpassible models for immigration policy
(figure 4.1). First, the lower-left quadrant refle@TEMPORARY POLICYas it allows low-skilled
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immigrants to work in a host country on a tempotaagis. This policy attracts substantial
attention from economists and policy makers (seeetample, Boerit al. (2003), Martinet

al., (2006)). A host country gains as the low-skilladour immigrants are willing to take up
jobs that natives refuse, while the labour immigsaaiso gain as they are able to earn more than
in their home country. The temporary aspect is h@werucial: in case it is not enforced
properly the policy may end up as a permanent poiecond, the lower-right quadrant reflects
anoPEN PoLIcYyas it allows immigrants to enter the country fye&@ue to the push factors in
immigration the policy is likely to result in a egively large share of low-skilled immigrants.
Third, the upper-right quadrant reflectSELECTIVE POLICYas only immigrants with valuable
human capital will be allowed to enter the coun®ye may think of a supply-driven system
like a point system that offers labour migrantsanmanent permit, but also of a demand-driven
system that provides a temporary duration of stily an option for a permanent permit in case
the migrant is employed sufficiently long. Whilesapply-driven system may have an
advantage in attracting the best immigrants, a delrtkiven system has the advantage of
guaranteed employment in the initial years. Thasléroff between a supply and a demand

driven system, despite its importance, is beyordstiope of the study.

Figure 4.1 Design of immigration policya
High-skilled
A
SELECTIVE POLICY
__ Temporary Permanent
= immigration immigration
TEMPORARY POLICY OPEN POLICY
Y
Low-skilled

a - ) . . ) . . )
The temporary policy is considered to be temporary as the government offers residencies with a limited duration without

offering a possibility to extent the stay of duration. The permanent policies may offer permanent residencies, but may as well
offer temporary residencies with an option of extension in the case of a good labour market performance.
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4.2

In this study, we will not consider the upper-lgfiadrant of figure 4.1 as the policy does not
seem credible: a temporary policy for high-skilledrkers is likely to fail in attracting the
desired immigrants. Furthermore, the residenceodariay simply be too short to overcome the
costs of the relatively long training period foghiskilled jobs.

Welfare state design

The goal of welfare state design is to develop Wwetfare states that reflect differences in
preferences with respect to the trade-off betwdgciency and equity. So compared to the
previous section, we distinguish only one key disiem along which welfare state policy can
be characterised. In one welfare state efficiesaypore important, while the other welfare state
equity aspects dominate.

The first is BRESIDUAL WELFARE STATEWith low tax rates and low benefit levels, whiteet
second one is @BNIVERSAL WELFARE STATEWith high tax rates and high benefit levels. The
welfare states resemble two of the three ones el&fim De Mooij (2006). For this study there is
no need to parameterise the different elementadi avelfare state, like tax rates and benefit
levels, as we will not quantify the impact of immagjon. Furthermore, in contrast to the
previous study we do not explore the trade-off leetwcentralisation and decentralisation. The
reason is that the impact of the different immigratscenarios are less clear-cut along this
dimension. Our main purpose is to indicate how arelfstates that differ in a lot of aspects may
react to immigration, rather than to discuss thpaot on all possible countries and systems. For
readers less familiar with De Mooij (2006), the twelfare states partly resemble the well-
known welfare state typology of Esping-Anderson9@P TheRESIDUAL WELFARE STATE
resembles thiberal welfare states, which cover countries like thetekhiStates, the United
Kingdom and Ireland, while the&NIVERSAL WELFARE STATEresembles theocial-democratic
welfare states, which cover the Scandinavian cees\enmark, Norway, Sweden and Finland.

TheRESIDUAL WELFARE STATEfocuses on individual responsibility, where thegmment
supports the most vulnerable groups via targeteasores. For the large group of middle and
high incomes, public provisions are largely phased The labour market is relatively flexible.
Due to a relatively low degree of employment pratet, lay-off rates are high and replacement
rates of unemployed are low. Tight eligibility raland the possibility of sanctions stimulate the
search effort of the unemployed. In addition, sedtvade unions attend more weight in the
wage bargaining process to employment rather thavages.

The UNIVERSAL WELFARE STATEprovides collective, generous welfare state arrereges.
Complementary policies like child care subsidiesivation of the low-skilled and education
subsidies avoid severe distortions of labour markehis further expands public spending, but
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these expenditures are geared towards participdtiniversal income security and uniform
public services mitigate poverty and ensure eqppbdaunities. Stringent rules, mandatory
workfare and tough sanctions complement these giang to maintain a high level of
participation. The philosophy is to organise insiw&avia explicit social insurance. Employment
protection is rather severe in this welfare sthte,due to high participation it may nevertheless
be less severe than in the current Dutch situafibe.labour market therefore becomes
somewhat more flexible, and this increases thetwyl integrate outsiders. Sectoral trade
unions are relatively centralised and partly ingdise the consequences of their behaviour on
outsiders, but nevertheless put weight on wagéseagxpense of employment.

As the welfare states differ in their average taxden, benefit levels and labour market
institutions, labour market outcomes also diffetoas welfare states (table 4.1). In this study
we will not discuss these differences. Intereseatiers find the results for one particular
parameterisation of the welfare states in De M{R006). Here, we will focus on the impact per

welfare state caused by various immigration regimes

Table 4.1 Characteristics of two possible welfare states a

Residual Universal
Taxes and benefits
Tax rates low high
Benefit levels low high
Redistribution little much
Labour market regulation
Minimum wages low high
Employment protection little Much
Union wage bargaining little Much
Labour market outcomes
Labour supply high Medium
Real gross wage rate high Medium
Unemployment low medium
GDP high medium

a - . -
See De Mooij (2006) for a possible parameterisation of the welfare states. The labour market outcomes are calculated for the same
demographic projection for the population. The public deficit is assumed to be the same percentage of GD for each welfare state.
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4.3

Position within the literature

The qualitative approach with a design of the déffe policy options fits into the CPB study on
welfare state design (De Mooij, 2006). The apprdadiowever new within the literature on
immigration and welfare states. The literature aorg two approaches: a theoretical one based
on macro modelling, and a empirical one based twriational comparisons using survey data.
Studies on the macro modelling of immigration mp#ty to answer one of the following two
guestions: what is the general equilibrium effddnamigration on the economic outcomes of
the natives? And what is political economy effefdinomigration on the welfare state? The first
question is handled by articles like Smatial. (1994), Sarris and Zografakis (1999) and Fetrri
al. (2002). In particular the last two articles apfiigir models to specific countries, namely
Greece and Spain. The second question is handladibles that model the political economy
of the welfare state. These models generally sthatvilmmigration may alter the preferences
and therefore the voting behaviour of natives. Thagy/ lead to changes in the welfare state
(Razin and Sadka, 2000, 2005, Kemnitz, 2002, andds@nd Uebelmesse, 2007).

The availability of international comparable sundata allows the explicit comparison of the
labour market position and welfare state dependehaymigrants between countries. For this
purpose, Boerét al. (2002) and Boeri (2006) use the European Commtthitysehold Survey.
One general finding is that the individual chargstes if immigrants are more important than
country and welfare state specific effects. Inipatar Boeriet al. (2002) discusses the

interaction between immigration and welfare staikcy in debt (see chapter 2 for discussion).

The position of the current study within the liteene is that it assesses the interaction between
immigration and welfare state in a qualitative fagh The policy options described in this
chapter will offer a comprehensive but qualitatbxesrview of the interaction. The
aforementioned literature is summarized in chafeaad 3, and will be taken into account
explicitly in the assessment of the likely outcomBsis will be done in the next chapter.
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5.1

The impact of immigration

In this chapter, we investigate thrapact of a particular immigration shock in a welfare state in
the medium to long-term run, say 25 years. For @lanis an extensive welfare state
(‘UNIVERSAL WELFARE STATE) more vulnerable to permanent low-skilled immigpa than a
minimal welfare stare RESIDUAL WELFARE STATE)? Which system envisages the highest
impact on wages? And what is the impact on pulbliarfces in each of the welfare states?

We present the impact of the immigration regimeshenlabour market and public finances in a
gualitative fashion. We assume that the underlgi@gnographic projection is the same for each
welfare state. An immigration shock will cause &idgon from the baseline demographic
projection in each of the welfare states and hengeviation from the baseline economic
projection. Note that this central projection islfaee state dependent due to the differences in
taxes, benefit levels and labour market institugi@gee chapter 4). In this study we are not
interested in these baseline projections per welsate, but we analyze the impact per welfare
state caused by the different immigration regimes.

Immigration regimes are assumed to be implememéle near future, and to lead to a gradual
increase in the population in the long run. Thelatmigrants may be high- or low-skilled. We
will specify in more detail what we mean by tempgrand permanent immigrants. Temporary
workers are considered to have a work permit wiiiméied duration. Every year a certain
group of labour migrants is allowed to enter thartoy. At the end of the residence period they
leave. We assume that the temporary migrants suapbur as if they were single individuals
of a certain skill type. Of course they may havaifees, but they stay in the country of origin.

In contrast to this, permanent labour migrantsagebrk permit with an unlimited duration.
They are allowed to take their family with them ahdir partners may also be employed. As
several of them will stay, they will age in the hosuntry as well. For this reason, a permanent
immigration policy will lead to a increase of thepulation with mixed skill types. For

example, high-skilled labour migrants may bringtpars and children, and some of them will
be low-skilled. The policy will lead to more pensers as the labour migrants will age in the
host country. This is an important point of diffece with a temporary immigration policy, in
which all labour migrants are in working age andyrha of one particular skill type.

Temporary immigration of low-skilled workers

The TEMPORARY POLICY constitutes temporary immigration of low-skilledrkers. The regime
offers impermanent residence permits that cannexended. The regime additionally includes
an active and credible return policy. The lattgress is crucial, and we return to it in the next
chapter. As labour migrants are assumed to beesirgflworking age, their demographic
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structure is very different from the one of theivas. The fiscal impact of the policy is likely to
be positive as many of the labour migrants work jpay income taxes, and few of them will be
dependent on transfers from the welfare stateiBiliere reason to believe that the impact is
more positive in one welfare state compared tmther? This section discusses the details and
the economic and fiscal consequences of the policy.

Table 5.1 Labour market and fiscal impact of a TEMPORARY immigration policy a
Welfare state b Residual Universal

Working age population ¢
low-skilled ++ ++
high-skilled o o

Labour supply (natives)
low-skilled -= -
high-skilled ++ ++

Real gross wage rate
low-skilled - -
high-skilled ++ +

Unemployment d

low-skilled + 4
high-skilled - S
Fiscal impact ++ ++
Total GDP ++ ++
GDP accruing to natives ++ ++

a The policy allows low-skilled labour migrants to enter on a temporary basis. The host country population increases with a certain
percentage as every year a fixed amount of temporary work permits is granted (see chapter 4 for details).

The residual welfare state has low tax rates and low benefit levels, while the universal welfare state has high tax rates and high benefit
levels (see chapter 4 and De Mooij, 2006).
¢ The outcomes are: strong increase (++), moderately strong increase (+), almost no change (o), moderately strong decrease (=), strong
decrease (- -). The outcomes can be compared horizontally, i.e. between welfare states and between immigration policies, but not
vertically, i.e. between the different economic outcomes. The reason for the latter comparison not to be possible is that magnitude of the
adjustments varies substantially between outcomes.

In the universal welfare state we assume the wage bargaining process to affect the level of unemployment. This is actually open to
discussion as the literature on wage bargaining states that centralised unions may incorporate the external effect of their wage claim on
unemployment. The empirical literature does not show consensus on this issue.

In the temporary immigration regime, each yeandtéd group of labour migrants is allowed to
enter the labour market of the host country. Asitinmigration flow consists by assumption of
single persons only immigrants do not apply fotctkiare and educational facilities in the host
country. However, one may assume that they ardashto child allowances and send the
money abroad to their families. In addition, thepbogee part of pension premiums may be
reimbursed and transferred to the home countryedk @uring their stay in the host country,
the labour migrants are eligible to long term camgemployment and disability payments and
government assistance as they have the same aglie inland population. This is in line with
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international treaties on international labour ratgrn. Of course, such treaties may change
over time, and they may make immigration more es lprofitable for the host country. We do
however not discuss what the consequences of chamgiee rights of immigrants will be for

migration flows and their fiscal consequences.

The temporary immigration policy causes the world@gg population of low-skilled to increase
rather strongly (table 5.1). Depending on the exadinition of low-skilled, a 1% increase of
the overall population will cause an increase & farticular group with much more than 1%.
The working age population of high-skilled is likeb increase slightly as natives may upgrade
their skills. Nevertheless we interpret this snchlhnge as being close to zero.

In both welfare states we expect the labour supplgw-skilled natives to decrease, and of the
high-skilled natives to increase. In the residualfare state this will be mainly due to changes
in the real gross wage, while in the universal esgfstate a discouraged worker effect due to an
increase in the unemployment level may play a fol¢he universal welfare state the real gross
wages may be expected to decrease less thantiedideal welfare state due to differences the
wage bargaining process. In a universal welfare sthe downward pressure on wages may be
partly transmitted to unemployment as unions maybeowilling to accept a more substantial
decrease in wages. In both welfare states, thedhgrathe high-skilled workers is relatively
large as the inflow of low-skilled workers is relely large. The high-skilled are better off in
terms of real wages, and they react by increasiag tabour supply.

The fiscal impact of the temporary immigration gglis positive in both welfare states: the
labour migrants, arrive, work, pay taxes, and led¥ey do not age in the host country, and
they do not bring partners and children. Of cothgge may be some counteracting effects:
they may nevertheless receive child benefits and Hge money home, they may be able to
take some of their accumulated pension rights thigim, and they may consume less than
average in the host country as they will save atsuittial part of their income to take it home.
This will however not undo the positive fiscal ingpas the net result of paying taxes and
hardly having claims on the welfare state is clepdsitive.

As all migrants are of working age and almost &them will work, Gross Domestic Product
(GDP) will increase substantially. A large partloé increase will be paid to the labour
migrants in the form of wages. The increase in GD€ruing to natives may nevertheless be
substantial as the positive fiscal impact may kelder productive purposes like decreasing
taxes. The increase in GDP per head is hardly diyethe so-called immigration surplus,
which is known to be rather small (Borjas (1998))t despite the many potential positive
effects of the policy, clearly not everyone is betiff as low-skilled natives lose due to their

lower real gross wages.
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Permanent immigration of low-skilled workers

TheOPEN PoLICYconstitutes a liberal (non-selective) immigrataoiicy, which because of
push factors in immigration leads to a relativelgthshare of low-skilled immigrants. For
reasons of comparison between the different imnimnaegimes we assume the number of
immigrants to be limited to a certain maximum amoimother words, we ignore the fact that
an open policy may attract a relatively large numifémmigrants. Furthermore, we assume
the policy to lead to permanent immigration. Thigsl not necessarily mean that immigrants
receive a permanent permit upon arrival; immigranés/ also receive a temporary permit with

an option to stay after a certain period of emplegn

In the open immigration regime, each year a numbeon-selected labour immigrants enters
the country. So initially the demographic and s&itiucture of immigrants and natives differs
substantially as the labour immigrants are of wogkage, and relatively low-skilled. Over time
the demographic and skill structure of the immigsesecomes however more similar to the one
of natives: the immigrants will become eligibleféanily reunification, the immigrants will age
themselves, and the children may become more dklitlen their parents. On the really long

run, one may even expect the (former) immigrantsthe natives to become completely
similar. But before this has taken place, the regwill lead to an immigrant population with

relatively many low-skilled individuals.

The open immigration policy causes the working pgpulation of low-skilled workers to
increase (table 5.2), but the increase is lessgtiioan for the temporary immigration policy
(compare table 5.1). The working age populatiohigh-skilled is may increase slightly as
natives may upgrade their skills, but again thiggems at a lower intensity than for the
temporary immigration policy.

In both welfare states we expect a moderate chiantpe labour supply of low-skilled and
high-skilled natives. In the residual welfare stdie will again be due mainly to changes in the
real gross wage, while in the universal welfaréestadiscouraged worker effect may play a
role. In both welfare states, the high-skilled wenkare slightly better off in terms of real

wages and unemployment, and they react by incrgals@ir labour supply.

The fiscal impact of the open immigration policynisgative in both welfare states: the low-
skilled labour migrants may have a job in the firsars after arrival, but afterwards their
employment opportunities are likely to diminishwlg over time and they may become
dependent on the welfare state. As argued in se8t®, this partly depends on the welfare
state. In a residual welfare state the fiscal inhjmasmall as benefit levels are low and the
amount of redistribution from high-skilled to lovkied is limited. In a universal welfare state
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the fiscal impact is large, and low-skilled immigta are more likely to become a burden to
welfare state.

Table 5.2 Labour market and fiscal impact of a OPEN immigration policy a
Welfare state b Residual Universal

Working age population ¢
low-skilled + +
high-skilled o m

Labour supply (natives)
low-skilled - -
high-skilled + +

Real gross wage rate
low-skilled - o
high-skilled + O

Unemployment d
low-skilled o +
high-skilled u] -

Fiscal impact - -

Total GDP + +
GDP accruing to natives - ——

a The policy allows labour migrants to enter the country on a non-selective basis. Due to push factors in immigration, the policy leads to a
relatively high share of low-skilled immigrants (see chapter 4 for details).

The residual welfare state has low tax rates and low benefit levels, while the universal welfare state has high tax rates and high benefit
levels (see chapter 4 and De Mooij, 2006).
¢ The outcomes are: strong increase (++), moderately strong increase (+), almost no change (o), moderately strong decrease (-), strong
decrease (- -). The outcomes can be compared horizontally, i.e. between welfare states and between immigration policies, but not
vertically, i.e. between the different economic outcomes. The reason for the latter comparison not to be possible is that magnitude of the
adjustments varies substantially between outcomes.

In the universal welfare state we assume the wage bargaining process to affect the level of unemployment. This is actually open to
discussion as the literature on wage bargaining states that centralised unions may incorporate the external effect of their wage claim on
unemployment. The empirical literature does not show consensus on this issue.

Permanent low-skilled immigration causes GDP todase, but a large part of the increase is
paid to the immigrants in the form of wages. Asithenigrants are low-skilled and this type of
workers is more likely to become dependent on teHare state, the GDP accruing to natives is
likely to be negative. And this will be particubartirue in the universal welfare state, in which
benefit levels are rather high.

5.3 Permanent immigration of high-skilled workers

TheSELECTIVE PoLIcYselects labour migrants on the basis of their atioig, skills and work
experience. We assume the policy to be open emddms of the number of immigrants per
year. Nevertheless we expect the number of immigrper year to be limited due to the
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competitiveness of the international labour markéte assume immigrants get either a
permanent permit or temporary permits with an aptibextension in case of a successful

employment career.

Table 5.3 Labour market and fiscal impact of a SELECTIVE immigration policy a
Welfare state b Residual Universal

Working age population ¢
low-skilled
high-skilled

Labour supply (natives)
low-skilled + +
high-skilled - -

Real gross wage rate
low-skilled + o
high-skilled - o

Unemployment d

low-skilled o -
high-skilled o +
Fiscal impact + ++
Total GDP ++ ++
GDP accruing to natives + ++

a The policy allows labour migrants to enter the country on a selective basis, leading to a relatively high share of high-skilled immigrants.
Not all immigrants will be high-skilled however, as family members of which a part are low-skilled are allowed to enter as well (see
chapter 4 for details).

The residual welfare state has low tax rates and low benefit levels, while the universal welfare state has high tax rates and high benefit
levels (see chapter 4 and De Mooij, 2006).
¢ The outcomes are: strong increase (++), moderately strong increase (+), almost no change (o), moderately strong decrease (=), strong
decrease (- -). The outcomes can be compared horizontally, i.e. between welfare states and between immigration policies, but not
vertically, i.e. between the different economic outcomes. The reason for the latter comparison not to be possible is that magnitude of the
adjustments varies substantially between outcomes.
d In the universal welfare state we assume the wage bargaining process to affect the level of unemployment. This is actually open to
discussion as the literature on wage bargaining states that centralised unions may incorporate the external effect of their wage claim on
unemployment. The empirical literature does not show consensus on this issue.

Like the open regime the demographic and skillcitne of immigrants and natives will differ
initially. But again the demographic and skill comsfiion of immigrants and natives will
become more alike over time. The immigrants beceligéble to family reunification, and they
age themselves. So overall the regime leads tmamgrant population with relatively many
high-skilled individuals, but clearly not all immints will be high-skilled and in working age.

The selective policy causes the working age pojuatf high-skilled workers to increase
(table 5.3). The working age population of low-Edl may increase slightly as the incentive to
acquire skills becomes somewhat smaller. Neverssdlas effect is likely to be limited.
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In both welfare states, we expect a moderate chiantpe labour supply. In case of low-skilled
natives we expect a moderate increase, and fordkifled natives a moderate decrease. In the
residual welfare state changes in the real groggwrggger the results, while in the universal
welfare state there may again be a discouragedewneffect. In both welfare states, the low-
skilled workers are better off in terms of real wagand unemployment, and they react by

increasing their labour supply.

The fiscal impact of the selective immigration pglis positive in both welfare states as high-
skilled workers are net contributors. In a residualfare state the fiscal impact is relatively
small as tax rates are rather low: the welfareestaty collects a limited amount of extra tax
revenues. In a universal welfare state the figoglact is larger as tax proceeds rise more
substantially. Here the arrival of high-skilled ingrants is particularly good news as there are
more high-skilled workers to redistribute from.

Permanent high-skilled immigration causes GDP todiase. Part of the increase is paid to the
immigrants in the form of wages, and the immignatiurplus is known to be rather small. The
positive fiscal impact causes however a secondcpamiohbly more important effect on the GDP
accruing to natives. This is particularly true inr@versal welfare state, as tax rates are high.

Conclusions

This chapter considers three options for immigrapolicy: aTEMPORARY POLICYin which a
limited number of low-skilled labour migrants adéoaved to enter the country on a temporary
basis, aroPEN PoLICYin which there are almost no restrictions leadmghany low-skilled
labour migrants, and SELECTIVE POLICYin which only high-skilled labour migrants are
allowed to enter the country. The options for imratgpn policy have been applied to two
different welfare state designsRESIDUAL WELFARE STATE with low taxes and low benefit
levels, and @NIVERSAL WELFARE STATE with high taxes and high benefit levels.

Before we discuss the conclusions of the qualiéagixercise, we need to make a remark on a
difference in interpretation of the policy optioms immigration and welfare state. While the
options for the welfare state have been shapedjatmequity-efficiency trade off and
optimality depends on social preferences, the aptfor migration policy have not been not
shaped along dimensions that represent basic tféslen social preferences. Therefore one
option may- in theory— dominate another policy in terms of outcomes. 8wéwver all policy
options will have winners and losers among theveatithere will not exist an immigration
regime in which all natives are better off tharalhother regimes. So optimality still depends

on social preferences.
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General conclusions of the welfare states amEMPORARY POLICYhas a substantial positive
impact on GDP accruing to natives. A major reasorttie positive outcome is that the labour
migrants arrive, work, pay taxes and social segwdntributions, and leave. The policy does
however not lead to an improvement for all natimest least in the short run low-skilled
natives are likely to face lower wages and highermployment. AroPEN PoLICYis likely to

have a negative impact on GDP accruing to nativhe.policy will lead to an increase in the
number of low-skilled in a host country, and therskilled generally do not have a positive
impact on the fiscal balances of a country. Thealyeutcome nevertheless depends on the
design of the welfare state; in particular in amoy with an extensive welfare state the policy
will have a negative impact. Still high-skilled iva&s may gain as wages of low-skilled workers
decrease. AELECTIVE PoLICYis likely to have a positive on GDP accruing tdives. The

reason that we explored in this study is that tsitled immigrants are likely to contribute to
the fiscal balances of a host country. And besillissreason, there may actually be more
arguments for a positive impact of high-skilled ilgrants (see the second-last paragraph of the
introduction). Still the policy may not lead to emprovement for all natives as at least in the
short run the high-skilled natives will face moampetition on the labour market.

A first general conclusion can be drawn by comlgrtime conclusions on the temporary and the
open policy: the risks associated with a temponaryigration policy should be taken explicitly
into account in the design of an immigration siggteéPotentially, such a temporary policy

yields a substantial positive impact on the pufifiances. The temporary aspect is however
crucial: if it is not enforced properly one may amalin an open immigration policy. Such an
outcome is the worst of the three immigration sce’as it puts the welfare state under severe
pressure. So unless proven to be effective, fomgka in a small scale experiment, it is not
advisable to introduce such a policy.

A second general conclusion can be drawn by comditiie conclusions of chapter-2n the
selection of immigrants and chapter 5 on the economic impact of immigration in different
welfare states: self-selection of immigrants, cdusgtheir rational economic behaviour, is a
curse for the welfare state. Immigrants select t@emwhich give them the highest net pay-off.
High-skilled labour migrants are therefore liketydhoose for countries with low taxes and an
unequal wage distribution. These countries gaiatiraly little from immigration as the gain
largely goes to the immigrants themselves. On therchand, countries with a redistributive
welfare state would like to attract high-skilledbdaur to redistribute from. They face however
difficulties in attracting such migrants. This #lwates the simultaneity in the decision on
immigration policy and welfare state design: a chdor a redistributive welfare state almost
automatically limits the scope of a selective imratmpn policy.
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6.1

Lessons for Dutch immigration policy

The conclusions of chapters 2 to 5 will be usedisouss two recent proposals on immigration
policy. The study was not initiated to evaluatei@oproposals explicitly. Nevertheless it is
natural to relate the conclusions to the propos#i®Dutch government (Dutch Ministry of
Justice, 2006) and the alternative proposal oStheial and Economic Council of the
Netherlands (SER, 2007). The exercise should leegreted as a partial evaluation as we only
discuss the interaction between immigration po#iogd welfare state design. The first section
discusses the two proposals in more detail. Thergksection relates the conclusions of the
study to the proposals.

Two recent policy proposals

The former Dutch government has put immigratioriggoprominently on the political agenda
by proposing a reorganisation of the policy (Dutéimistry of Justice, 2006). One objective of
the proposal is to make admission policy more arsnt, while another objective is to make
the policy more ‘inviting’ to high-skilled and taleed migrants. The new government has
decided to take up the proposal. The Social ansh&@oa: Council has reacted by proposing
some adjustments, and by suggesting an alterrsttiveture of the acknowledged immigrant
types (SER, 2007). In the following we discuss smeat that is strongly related to the welfare
state: the acknowledged types of immigrants ani tiggnts and obligations. Of course the
proposal of the government and the alternative ssiigns of the council include many more
aspects, like legal aspects and the practical $ssnghe implementation of policies, but we do
not discuss them as they are beyond the scope ctuidly.

Proposal of the Dutch government

The government proposal concerns an admission ntbdetomprises of five ‘residence tiers’.
Admission is granted on the basis of one of thiess,tand each of them contains a uniform
package of rights and obligations. The five tiees 1) exchanges and temporary labour
migrants, (2) students and labour migrants witHfgesional skills, (3) high-skilled labour
migrants, (4) family, and (5) humanitarian reasd@wesides the rights and obligations, the
proposal provides examples on the types of migrantehich a specific tier applies. So the
proposal does not provide an exhaustive list fotygles of migrants. We discuss the first three
tiers as they consider labour migration and areefioee within the scope of our study.

The first tier deals with the admission of immigimmwho want to come to the Netherlands in
the context of a strictly temporary period of labgor cultural) exchange. The residence permit
has a maximum validity of one year and cannot bewed. An immigrant in the tier who

wants to be readmitted or wants to extend hisistaynother tier will first have to return to his
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country of origin and submit a new application frtmere. The tier will contain, for example,
seasonal labour migrants, youth exchanges, andiesi p

The second tier deals with the admission of imnritgan the context of professionally skilled
labour (and in the context of study). The labougnaints will be subject to a labour market
evaluation, which in practice means that the worlessds to have professional skills for which
there is lack of supply in the Dutch and EU labmarket. It is possible for the immigrant to
switch to another job within the function or reside objective for which the immigrant was
admitted. The residency permit can be extendedafteda certain time period the permit will
have an unlimited residency period. When the famigmbers of the immigrant join him/her in
the Netherlands they will also be admitted in thés. The tier will contain students and workers
with specific professional skills, for example, defs.

The third tier deals with the admission of highHski labour migrants. The immigrant can
move freely in the labour market, provided hisfiverk remains within the context of the
relevant functions. The residence permit can batgchfor a maximum period of five years,
and after a certain time period the permit will Ban unlimited residency period. When the
family members of the migrant join him/her in thetNerlands they will also be admitted in this
tier. The tier will contain migrants that earn adar income above a certain threshold, and in
the future it may also contain migrants that qydidir the Dutch labour market by means of a

point system.

Alternative proposal of Social and Economic Council of the Netherlands

The Social and Economic Council clearly supportsghneral goal of redesigning the Dutch
policy such that it becomes ‘inviting’ to high-dkiland talented labour migrants. Nevertheless
the council proposes an alternative structureteracknowledged types of labour migrants
(SER, 2007). Their argument is that the differelbetveen the temporary labour migrants and
the labour migrants with specific professionallski$ unclear in practice. For both employers
and migrants it may become unclear which tier &plid a certain labour migrant.

The council proposes to have one tier for labowgration by combining the first and second
tier. The tier will contain two types of permitg:)(permits of at most 24 weeks which can not
be extended, and (2) permits of at most 3 yearstwmay be extended. As the first and the
second tier of the government proposal also comaimlabour migration, the council proposes
to create an additional tier for study and socititzal exchange. The high-skilled labour
migrants remain to have an own tier. So while ttappsal of the Dutch government is based
on the rights and obligations of immigrants, thessification of the council is more based on

the purpose of stay.
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6.2

Evaluation on the interaction with the welfare state

The proposal of the Dutch government is transpdretgrms of welfare state sustainability.
The first residence tier deals with temporary labmigration as it offers work permits with a
limited duration. The immigrants in this schemel w#é low-skilled on average, and they may
become a net burden for the welfare state in dasgwould receive a permanent residence
permit. That is the case, even if a temporary lalmigrant is successful in the labour market,
the low wage and the access to welfare and saiairy would lead to the same incentive
problems that low-skilled natives are facing. Tinaited rights of the immigrants in the tier can
therefore be justified by the fact that it keeps tisk for welfare state sustainability smalThe
second tier deals with labour migrants with proi@sal skills for which there is lack of supply
in the labour market. Note that the labour marked@ation in this tier should be sufficiently
selective in the sense that the skills of the lalmigrants should guarantee a prosperous
employment career. In other words, the labour nmitgghould reach a participation rate and an
average wage which is at least around the nateweage, and preferably even higher. The
economic potential of such labour migrants is défeé from the ones in the first tier, in
particular as the extension of a residency peraritlze made dependent on the success of the
individual migrant. The successful migrants are moore likely to become net contributors to
the welfare state. So the more extensive righthigitier are justified by the low risk for the
sustainability of the welfare state. Labour migsaimtthe third tier will not face a labour market
evaluation. This is justified by the fact that tha likely to become net contributors to the

welfare state anyhow.

The strength of the government proposal is thend&fn of the rights and obligations in each of
the tiers. In the first tier it is made clear thia# duration of stay is temporary, that the
immigrant first has to leave the country to reqdesta new residence permit, and that there is
no right on family unification. In contrast to thike second and third tier are more ‘inviting’.
Family unification is allowed for, and family menmselo not face labour market restrictions.

The alternative proposal of the Social and Econdddancil is less transparent in terms of
welfare state sustainability, but the council aggtieat their proposal is more transparent for the
parties involved, including the employers and #itgolur migrants. In practice it may sometimes
be hard to make a clear distinction between tempdadour migrants and labour migrants with
professional skills for which there is lack of stpm the labour market. So their alternative

* The first tier however contains a group of labour migrants which are not likely to become a net burden for the welfare state:
the secondment of employees (which remains in the employment of a company established outside the Netherlands).
These migrants have a stable labour relation and will not be low-skilled on average. The limitation of their rights seems a
somewhat strong policy instrument.
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scheme combines labour migrants with and withquioaperous future employment career. In
their proposal, the labour migrants with a shortrtevork permit will however have less rights.
So the rights and obligations will still be relatedthe duration of the work permit.

One of the conclusions of this study is that a teragy migration policy is only successful if

the temporary aspect is enforced properly. If tig, policy may end up in an open immigration
policy and this policy has a negative impact onwledfare state. Therefore the government
proposal makes a strong point in making a distimchetween temporary and non-temporary
labour migrants. However, the scheme may not wookerly if the scheme leads to confusion
for both employers and migrants. It is an open tioesvhether an alternative structure of the
acknowledged types of immigrants, which is propdsgthe Social and Economic Council of
the Netherlands, is the right answer to the probléis now up to the new government to
consider all arguments relevant to this issue,tar@bme up with a revised proposal on the new
Dutch immigration policy.
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