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2 The Political Economy of Immigration and
Welfare State Effort: Evidence from Europe

ABSTRACT

This chapter explores whether immigration plays a role in determining
national welfare state effort in 16 European countries. It examines the
relationship between stocks of migrants, the foreign-born population, on
two different indicators of welfare state effort — social welfare spending as
a percentage of gross domestic product (GDP) and a welfare generosity
index. The nexus between immigration and welfare is a controversial and
highly sensitive political issue, and as such it typically divides opinion. Tra-
ditionally, it has been argued that increases in immigration create pressures
for governments to reduce levels of social welfare provision. By building
on theories and results from the political economy literature, this article
provides further evidence on the debate through using a fresh approach
to operationalise welfare state effort. The empirical results show that the
foreign-born population has a positive and statistically significant relation-
ship with social welfare spending and no statistically significant association
with the welfare generosity index. The findings provide no evidence to sup-
port the hypothesis that higher levels of immigration lead to reduced levels
of social welfare provision. On the contrary, these findings lend support to
the view that increasing immigration leads to welfare state expansion rather
than retrenchment, and that European welfare states remain resilient in the
face of the globalisation of migration.
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2.1 INTRODUCTION

Milton Friedman famously once said “You cannot simultaneously have
free immigration and a welfare state” (1999). He argued that a country with
open borders and access to generous welfare provisions would become a
haven for poorer migrants which would place a significant fiscal burden on
the host country. Consequently, increasing immigration may present seri-
ous challenges to Europe’s relatively generous welfare states by exposing
tensions between the inherently closed system of the welfare state and the
relatively open economies of developed nations. Indeed, some authors have
gone so far as to argue that increasing immigration in Europe will eventu-
ally lead to the Americanisation of European welfare states and politics
(Alesina & Glaeser, 2004; Alesina, Glaeser, & Sacerdote, 2001).

On the other hand, current empirical evidence on the topic in Europe is
mixed (Lipsmeyer & Zhu, 2011; Nannestad, 2007; Soroka, Johnston, &
Banting, 2006; Stichnoth & Van der Straeten, 2013). In the political economy
literature, there are two key competing theories that attempt to explain how
immigration, or globalisation more generally, may affect national welfare
states. They are known as the efficiency hypothesis and the compensa-
tion hypothesis. The former is linked to the arguments above and argues
that increasing globalisation will alter the supply-side of social protection
through forcing governments to retrench social protection schemes in order
to stay globally competitive and reduce the fiscal burden of migrants (Gas-
ton & Rajaguru, 2013). The latter argument focuses on how the demand-side
for social protection is altered by globalisation, leaving governments in
open economies no choice but to expand the welfare state in order to insure
citizens against the risks posed by globalisation, such as the job insecurity
brought about by increased labour migration (Walter, 2010).

In light of these arguments, this article fits within a larger theoretical debate
regarding the influence of globalisation and growing economic openness
on national welfare states in Europe, in particular concerning the increas-
ing movement of people. This article extends previous research (Gaston &
Rajaguru, 2013; Lipsmeyer & Zhu, 2011; Soroka et al., 2006; Soroka, John-
ston, Kevins, Banting, & Kymlicka, 2016) by taking into account arguments
from Scruggs and Allan (2006) and Starke (2006) that studies researching
welfare policy change should complement expenditure data with additional
quantitative measures. Social spending only provides one dimension of wel-
fare state effort, the size of the budget, and so this article augments social
spending data with the welfare generosity index developed by Scruggs et
al. (2014). Through the use of both indicators, this article contributes to the
ongoing dichotomy by illustrating that there is a lack of evidence to support
the conclusion that increasing immigration is detrimental to or incompatible
with European welfare states. Alternatively, increasing immigration may
lead policymakers to actually increase welfare state effort.
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For the analysis, pooled time-series cross-sectional analysis is used to
explore the association between stocks of migrants, the foreign-born popu-
lation, on the two different indicators for welfare state effort, social welfare
spending as a percentage of gross domestic product (GDP) and the total
welfare generosity index. The empirical analysis shows that increases in the
foreign-born population are positively and statistically significantly associ-
ated with social welfare spending, while there is no significant relationship
with the generosity index. The results survive a number of robustness
checks and provide no evidence for the efficiency hypothesis. Instead,
the findings are in line with researchers who argue that the compensation
hypothesis is the prevailing mechanism between globalisation and welfare
state effort (Brian Burgoon, 2001; Gaston & Rajaguru, 2013; Walter, 2010).

In the following section, the political economy literature surrounding immi-
gration and welfare state effort in the context of globalisation is examined.
This section includes the formulation of hypotheses on immigration’s role
in the retrenchment or expansion of the welfare state. Section 3 focuses on
the research design and contains the data and method used to approach the
research question. The results and a discussion are presented in section 4,
which is followed by a sensitivity analysis. Finally, Section 5 presents the
conclusions and suggests areas for future research.

2.2 LITERATURE REVIEW AND HYPOTHESES
221  The theoretical relationship between immigration and the welfare state

In 1981, Meltzer and Richard developed a political economy model to
express how demand for redistribution by voters is dependent on levels
of economic inequality. Assuming voters act rationally and with economic
self-interest, the model predicts that when mean income rises relative to
median income, those with an income lower than the median will choose
candidates who favour higher taxes and greater redistribution — thus taxes
will rise and redistribution will increase, and vice versa (Meltzer & Richard,
1981). Magni-Berton (2014) builds on this model to illustrate how immigra-
tion reduces demand for redistribution through closing the gap between the
mean and median income. The model demonstrates that while low-skilled
immigrants lower the mean income of the entire population, an absence of
voting rights means the income level of the median voter stays the same.
This suggests that in light of increasing immigration, in particular low-
skilled immigration, voters would prefer lower taxes and less redistribution.
In practice, however, voters do not always act rationally and when casting
votes individuals must choose between policy bundles and therefore may
vote on a preference for reduced immigration rather than a preference for
reduced spending.
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Razin et al. (2002) also use political economy theory to show how immigra-
tion can lead to preferences for lower taxes and less redistribution. They
argue that as the foreign-born population increases, a larger proportion of
tax revenues go to low-skilled migrants, thus redistribution becomes costlier
for the native-born population. As a result, this ‘fiscal leakage” from native
to immigrant population leads to a shift in attitudes where the median voter
will now support lower taxes. However, this relies on the assumption that
immigrants are a net drain on public expenditures, of which the evidence is
mixed (Boeri, 2010). Following the same logic means that if immigrants are
net contributors, then the median voter would shift in favour of increasing
welfare state effort (Gaston & Rajaguru, 2013).

In 1982, Ruggie presented an alternative explanation regarding increasing
openness and welfare state effort. He proposed that in order to maintain an
open international economic order, then governments would have to deliver
a level of social protection that safeguards citizens from the risks brought
by internationalisation (Ruggie, 1982). While Ruggie’s theory of ‘Embed-
ded Liberalism” was intended for the globalisation of trade and capital, it is
generalisable to the globalisation of labour. If immigration is perceived as
an economic risk by natives and those who benefit from open borders wish
to maintain support for immigration, then the same deal meant for trade
and capital could be struck for immigration. Similarly, the compensation
hypothesis argues that in light of increasing economic insecurity, natives
will demand greater compensation and these policy preferences will shape
the response from political elites (Walter, 2010, 2017). There is consider-
able research supporting the idea that an individual’s economic situation
strongly affects their policy preferences (Hays, Ehrlich, & Peinhardt, 2005),
providing the theoretical micro-foundations for the expansion of the welfare
state in light of increasing immigration.

222 The empirical relationship between immigration and the welfare state

Despite the importance of the subject, remarkably few studies have empiri-
cally examined immigration and its role in shaping contemporary welfare
state effort. There is, however, significant research on immigration and wel-
fare preferences! that may provide an indication regarding what to expect
for welfare effort in Europe. In a study comparing 21 European countries,
Finseraas (2008) finds evidence to support opposing effects of immigration
on welfare attitudes depending on the risk perceived from immigration.
The results presented show that those who are opposed to equal rights for
immigrants are less likely to support redistribution, whereas those who
believe that immigration reduces average wages or immigrants take jobs
away are more likely to support redistribution. Moreover, through analys-

1 See Stichnoth and Van der Straeten (2013) for a review of the empirical literature
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ing survey data from 17 European countries, Burgoon et al. (2012) report
that exposure to increasing immigration at the occupational-level raises
individual economic uncertainties and leads to greater support for govern-
ment redistribution.

In contrast, Alesina et al. (2001) argue that ethnic diversity is a crucial factor
for explaining why the US does not have a welfare state similar to those
in Europe. They find that if the probability of two people drawn at ran-
dom from a population will belong to different ethnic groups increases by
just one percentage point, then social spending as a percentage of GDP is
expected to reduce by 7.5 percentage points. Consequently, they reason that
as Europe’s heterogeneity increases, rising ethnic divisions will be used to
challenge generous welfare states. Alesina and Glaeser (2004) extend their
previous research through expanding their analysis to 54 countries world-
wide. They find a negative correlation between ethnic fractionalisation and
social spending. They propose that generous welfare states are contingent
on a homogeneous society because support for the welfare state depends
on solidarity between citizens which is fostered through common linkages
such as culture and language. Alesina and Glaeser (2004) state that increas-
ing immigration in Europe will challenge Europe’s comparatively generous
welfare states.

Soroka et al. (2006) combine two Organisation for Economic Co-operation
and Development (OECD) social spending databases covering 18 OECD
countries over the period 1960-2000. They investigate changes in stocks
of foreign-born on changes in social welfare spending and show that in
countries with higher rates of immigration, welfare spending grows less
than in countries with limited migration. Soroka et al. (2016) build on
this previous research through separating social spending into nine dif-
ferent sub-categories and find that there are different effects in different
spending programmes and provide further evidence for their assertion
that increases in immigration lead to smaller increases in social welfare
spending. In a qualitative study looking specifically at the EU, Kvist (2004)
examines whether EU enlargement leads to member states adjusting their
social policy benefits. He argues that EU-15 member states do engage in
strategic interactions and that the member states most actively adjusting
their social policies are the ones that put in place fewer restrictions on the
labour market access of citizens from new member states. In light of recent
EU enlargements, it is possible that these interactions may have continued.

However, using a sample of European OECD Countries in a quantitative
study, Mau and Burkhardt (2009) contend the conclusion that migration
poses a threat to European welfare states. They reason that the claim is over-
exaggerated and show only a weak, negative influence of ethnic diversity
on support for the welfare state, which is mediated when controlling for
certain factors such as GDP and unemployment. Moreover, in a compara-
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tive study across 15 European countries from 1971-2007, Lipsmeyer and
Zhu (2011) find that domestic political pressures, such as the strength of left
parties and trade unions, can mediate the relationship between unemploy-
ment compensation and migration. Using changes in net migration and lev-
els of unemployment replacement rates, they show that when labour unions
are strong and left parties hold more parliamentary seats, then higher net
migration rates are associated with higher levels of benefits. Finally, using
data on levels of social expenditures and the foreign-born population for 25
OECD countries for the years 1980-2008, Gaston and Rajaguru (2013) find
no negative relationship between migration and social spending in a sam-
ple. Instead, they determine that depending on the countries included in the
sample, immigration can have a positive effect on social welfare spending.

As evidenced by the mixed results and conclusions in the literature, the
association between immigration and welfare state effort is complex and
likely to be influenced and mediated by a number of factors. It is entirely
possible that immigration creates opposing pressures on the welfare state
and that one effect may simply dominate over another. As the analysis
takes into account two dependent variables, which represent two different
operationalisations of welfare state effort, then different effects may mate-
rialise. This could be a result of substantive reasons such as the inclusion of
different programmes in each aggregate indictor. Nonetheless, it would be
surprising to find completely opposing effects in the two indicators.

2.2.3 Hypotheses

This analysis is based on a European sample, subsequently it is possible
that a higher proportion of immigrants are low-skilled and work in lower-
paid jobs? (UN-DESA & OECD, 2013), in which case the theoretical models
would predict that increasing immigration leads to reductions in welfare
state effort. The empirical work of Alesina et al. (2001); Alesina and Glaeser
(2004); and Soroka et al. (2006; 2016) would generally support this. On the
other hand, should those immigrants increase perceptions of economic
risk for the native labour force through increasing the competitiveness of
the labour market, then increasing immigration could alternatively lead to
increases in welfare state effort. The recent empirical results from Gaston
and Rajaguru (2013) and Lipsmeyer and Zhu (2011) lean towards this
expectation. Considering the literature and the competing mechanisms, two
hypotheses are proposed:

H1: Retrenchment: increasing immigration is associated with reductions
in welfare state effort — reflected in decreases in spending and/or generosity.

2 In 2015, 23.8% of working age (15-64) foreign-born labour in the EU was tertiary educat-
ed (Eurostat 2025) and immigrants earn on average about 30% lower wages than natives
(Dossche et. al., 2022)
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H2: Expansion: increasing immigration is associated with increases in wel-
fare state effort — reflected in increases in spending and/or generosity.

2.3 RESEARCH DESIGN: DATA AND METHODS

To test the hypotheses, data spanning 16 European countries3 for the years
1990-2010 has been collected. The countries in the sample chosen are Euro-
pean countries in the OECD because the more economically developed
European countries simultaneously tend to be typical migrant destinations
and the ones with traditional, advanced welfare states. However, some
European OECD countries are excluded* despite accessible spending
data as no ‘total generosity’ measure is available for these countries in the
Comparative Welfare Entitlements Dataset (CWED). For our two dependent
variables — social spending and the generosity index — the aggregate meas-
ures are used. While this can mask programme specific changes, it provides
a useful overview of general associations which has yet to be done in this
specific context for the generosity index.

2.3.1 Dependent Variable: operationalising welfare state effort

The commonly used indicator to depict welfare state effort is social
spending as a percentage of GDP (Allan & Scruggs, 2004). There are clear
advantages to this measure — it provides a good indication of the overall
generosity of a welfare state as it captures the size of the budget, there is
no need to correct for inflation and exchanges rates, and it is well recorded
so data is readily available for most European countries over an extended
period of time. However, this measure has been criticised for a number of
reasons, such as not adequately capturing changes in legislation regarding
entitlement criteria, coverage, and duration (Scruggs, 2007). Subsequently,
there has been extensive debate over spending’s suitability as an indicator
of welfare state effort because it may not adequately reflect policy change
(Allan & Scruggs, 2004; Caminada, Goudswaard, & Van Vliet, 2010; Clasen
& Siegel, 2007; Green-Pedersen, 2004; Jensen, 2011; Starke, 2006; van Oors-
chot, 2013; Wang & van Vliet, 2016).

To account for the ‘dependent variable problem’, this article uses two
different indicators to explore how immigration influences welfare state
effort. As is common convention, social welfare spending as a percentage
of GDP from the OECD’s Social Expenditure (SOCX) Database (2017d) is
used, which is then compared with the welfare generosity index from the

3 Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Nether-
lands, Norway, Portugal, Spain, Sweden, Switzerland, and United Kingdom.
4 Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia, and Slovenia.
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CWED developed by Scruggs et al. (2014)>. While social spending can suffi-
ciently capture developments in the size of the budget once the appropriate
controls for social need are included, the generosity index should be able
to better capture other elements of welfare state effort such as changes in
entitlement criteria and benefit duration (Scruggs, 2006). However, a limita-
tion of this index is the exclusion of particular social protection programmes
—such as certain types of unemployment schemes, maternity leave benefits,
child/family benefits, and publicly provided health insurance/universal
healthcare. Furthermore, the generosity index does not solve problems such
as the ‘gradual manifestation” of policy decisions in welfare state effort and
concerns about the reliability of data®.

Table 2.1 shows social spending as an average over the period 1990-2015 for
each country”. France tops the table with on average 29 percent of its GDP
spent on social welfare. Unsurprisingly, the Scandinavian countries also
have high levels of social spending. Notably, however, Norway is somewhat
lower with 22 percent of its GDP spent on social welfare on average — this
could be because Norway spends considerably less on pensions, which usu-
ally make up a large proportion of social expenditures. Overall, it appears
that Western European countries have higher levels of social spending than
Eastern or Southern European countries, which links to the welfare state
typologies developed by Esping-Andersen (1990). Overall, Social Demo-
cratic and Conservative welfare state typologies dominate the top half of
the table and in contrast, the post-Soviet and Liberal welfare states spend a
much lower percentage of GDP on welfare. When social spending is com-

5 The welfare generosity index from the CWED contains information on the generosity
of social benefits through combing data on benefit replacement rates, qualifying condi-
tions, waiting period, indexation, benefit duration, and elements of insurance coverage.
Each of these aspects is normalised and combined into a program-specific generosity
score for unemployment insurance, sick pay insurance, and public pensions. To form an
overall generosity score, the scores for the three programmes are averaged to create a
composite generosity index. This gives a standardised score on a continuous scale reflect-
ing the overall generosity of benefit entitlements. Shortcomings of the indicator include
that unemployment insurance only covers national insurance provisions that are earned
without income testing and so excludes programmes such as the UK’s income-based
Jobseeker’s Allowance or Germany’s unemployment assistance. Sick pay insurance cov-
ers the benefits that are paid in the instance of short-term non-occupational illness or
injury. Public pensions covers only mandatory public programmes (Scruggs et al., 2014)
The index closely resembles Esping-Andersen’s ‘decommodification index” in The Three
Worlds of Welfare Capitalism (Esping-Andersen, 1990; Scruggs & Allan, 2006).

6 Spending is measured as a percentage of GDP and the average production worker
wage is used for the replacement rates in the construction of the generosity index. Thus,
these indicators can change because GDP grows, or average wages increase rather than
because of an actual change in the generosity of a benefit.

7 There is a different set of countries and a longer time period covered in Table 1 than in the
main sample as the OECD provides more data than the CWED. In the sensitivity analysis
for spending, the sample in the IV model is expanded to include the additional European
countries and the most recent years.
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pared to the Welfare Generosity Index in Table 2.2, we can see that they do
not exactly correspond (the correlation is 0.4). Interestingly, Norway leaps
from 9th place to 1st - it is possible that because Norway is a particularly rich
country, it can spend relatively less on social welfare while still maintaining
the generosity of its benefits.

Table 2.1: Social welfare spending as a percentage of GDP

Country Mean Country Mean Country Mean
France 29 Luxembourg 22 Czech Republic 18
Sweden 28 Spain 22 Switzerland 17
Finland 27 Hungary 22 Slovakia 17
Belgium 26 Greece 20 Ireland 17
Austria 26 Netherlands 21 Iceland 15
Denmark 26 Poland 21 Estonia 15
Germany 25 Slovenia 21
Italy 24 Portugal 20
Norway 22 United Kingdom 19

Average 22

Table 2.2: Total generosity index

Country Mean Country Mean Country Mean
Norway 42 Denmark 36 Portugal 31
Belgium 41 Finland 35 Italy 28
Sweden 41 Germany 35 Greece 28
France 38 Spain 34 United Kingdom 27
Netherlands 37 Austria 33
Switzerland 36 Ireland 31

Average 35

2.3.2 Explanatory Variable

Following the example of previous researchers (Soroka et al., 2006; Gaston
& Rajaguru, 2013; Mau & Burkhardt, 2009) the main explanatory variable
is foreign-born as a percentage of the population (OECD, 2017b), which
serves as an indicator of the stock of migrants in a country. The standard
definition of foreign-born is “all persons who have ever migrated from
their country of birth to their current country of residence” (OECD, 2017b).
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Table 2.3 displays the average foreign-born population in 24 European
countries between 1990 and 20158. To start, there is considerable variation.
As expected, countries that are typically considered countries of immigra-
tion such as Sweden, Germany, and Austria have high foreign-born popula-
tions. Luxembourg and Switzerland are exceptional, with high numbers of
EU workers in particular. Countries traditionally considered countries of
emigration, such as Poland, have on average smaller foreign-born popula-
tions. Estonia’s high foreign-born population is somewhat of an outlier. It
is high because of the large number of recognised non-citizens — they are
mainly former Soviet-Union citizens who are permanent residents, but have
not acquired any other citizenship (Eurostat, 2017b).

Table 2.3: Foreign-born as a percentage of the total population

Country Mean Country Mean Country Mean
Luxembourg 36 France 11 Norway 9
Switzerland 24 Slovenia 11 Portugal 7
Estonia 17 Spain 10 Czech Republic 6
Austria 14 Greece 10 Denmark 6
Ireland 13 Netherlands 10 Finland 4
Belgium 12 Iceland 9 Slovakia 4
Germany 12 Italy 9 Hungary 3
Sweden 12 United Kingdom 9 Poland 2
Average 11

2.3.3 Control Variables

In this section, the control variables are discussed. They cover population
demographics, domestic economic conditions, political institutions, eco-
nomic globalisation, and deindustrialisation. The variables are all drawn
from the previous, relevant empirical literature (Gaston & Rajaguru, 2013;
Lipsmeyer & Zhu, 2011; Soroka et al., 2006; 2016).

Population Demographics. Certain population demographics are controlled
for by including the population under 15 and the population over 64 in the
model specification (OECD, 2017b). It is reasonable to assume that spending
increases as a larger proportion of the population becomes dependent on
working age tax payers (Soroka et al., 2006).

8 Over time, most Western European countries have seen a steady increase in their for-
eign-born populations. For a graphical representation of the changes over time for social
spending, the generosity index, and foreign-born see Appendix A.
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Economic Controls. The effect that a country’s domestic economic status
may have on welfare state effort is controlled for using three key variables:
GDP growth, the national unemployment rate, and female labour force
participation. First, Gaston and Rajaguru (2013) find that GDP growth has
a significant and negative association with social spending because “this
reflects the fact that the denominator (GDP) grows more slowly than the
numerator (SOCX) when the economy slows” (2013, p.95). For generosity,
as the index is not constructed as a proportion of GDP, the effect may be
different. Second, the unemployment rate is included as a control for the
domestic labour market (OECD, 2017b). Higher unemployment would
indicate more spending on unemployment benefits, but the fiscal cost may
put pressure on generosity. Third, female labour force participation (OECD,
2017b), which is thought to affect welfare effort through increased public
childcare infrastructure to support working mothers.

Political Institutions. “One of the strongest generalisations that can be made
about the origins and growth of the welfare state is that where trade unions
and social democratic parties are strong, the welfare state has thrived”
(Freeman, 1986, p. 61). It is generally thought that left-leaning governments,
who traditionally have electoral ties to the working-class and unions,
will support greater redistribution (Armingeon & Giger, 2008), although
the importance of partisan politics is still debated (Pierson, 1996; Starke,
Kaasch, & Van Hooren, 2014). Moreover, some authors find that a strong
left or strong trade unions can counteract the potential negative effects of
diversity on welfare generosity (Lipsmeyer & Zhu, 2011; Taylor-Gooby,
2005). As a result, the ideology of the government in power is controlled
for by including the percentage of cabinet posts held by social democratic
and other left-wing parties, weighted by the number of days in office in
a given year (Armingeon et al., 2017). Additionally, trade union density,
measured as net union membership as a share of wage and salary earners
in employment, is used as a control for the bargaining power of domestic
labour (Visser, 2016).

Economic Globalisation and Deindustrialisation. Globalisation has been argued
to both reduce public spending and increase it (Cerny, 1995; Rodrik, 1998).
As Soroka et al. (2006, 2016) do not account for globalisation in their speci-
fication, then the example set by Gaston and Rajaguru (2013) is followed
and the KOF economic globalisation indicator is used (Dreher, 2006). Con-
versely, Iversen and Cusack (2000) argue that it is deindustrialisation that
leads to economic uncertainty and demand for compensation, not globalisa-
tion. Therefore, deindustrialisation is also accounted for.

234 Method and Model Specification

This article uses pooled time-series cross-sectional analysis — a common
practice is to use the de facto Beck-Katz standard, which combines fixed
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effects with a lagged dependant variable (Gaston & Rajaguru, 2013;
Lipsmeyer & Zhu, 2011; Soroka et al., 2006, 2016). However, the lagged
dependent variable can be a considerable source of bias, known as Nickell
bias (Nickell, 1981), as it is highly correlated with the dependent variable
and thus causes an upward bias in the standard errors. Subsequently, the
estimation model does not provide an accurate coefficient for the key
explanatory variable. Accordingly, panel-corrected standard errors with
the Prais-Winsten correction for serial correlation — argued for as more
appropriate by Pliimper et al (2005) — are used for the analysis. The main
model specification is presented in levels, as a change from year to year is
not as drastic as a five-year change, such as Soroka et. al. (2016) use in their
analysis. Hence the overall volume (level) of migration from year-to-year
may be more noticeable to natives. Notably, when testing the dependent
variables for stationarity, a number of panels have a unit root but not all°.
As a result, a model using changes is included as a robustness check.

The explanatory variable and all controls are lagged by one year — Gaston
and Rajaguru (2013) do the same, while Lipsmeyer and Zhu (2011) and
Soroka et al. (2006; 2016) lag a selection. The reasoning is that in the case of
certain variables, it makes theoretical sense — policy decisions can take time
to be reflected in spending levels. Plus, lagging can help mitigate endogene-
ity issues arising from reverse causality. However, as reverse causality is an
important methodological consideration!?, an instrumental variable regres-
sion using lags of foreign-born as instruments is provided as an additional
robustness check.

Finally, country fixed effects are used in order to account for cross-sectional
heterogeneity of the intercepts and omitted variable bias. By using coun-
try fixed effects, the aim is to ensure that time-invariant, country-specific
aspects such as cultural influences that influence welfare state effort are
accounted for. By doing so, all between-unit variation is eliminated, which
narrows the analysis (Mummolo & Peterson, 2018). In addition, external,
temporal shocks such as the expansion of the EU and the 2008 financial cri-
sis may affect the results and so a two-way fixed effects model is provided
as a robustness check. It is not provided as the main model specification
as a two-way fixed effects model makes strong assumptions about pooled
time-series cross-sectional datasets and requires a separate interpretation
that can be difficult to conceptualise (Kropko & Kubinec, 2018).

9 Appendix B provides the p-values for each panel and both dependent variables.

10 To test for possible reverse causality, the lagged level of spending was regressed on the
level of foreign-born and a positive statistically significant relationship was found. No
such relationship was found for changes.
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2.4 ResuLTs AND Discussion
24.1 Welfare State Effort

Table 2.4 presents the results of social spending and the generosity index
in Column 1 and Column 2, respectively. The estimate in column 1 of Table
2.4 indicates that higher levels of foreign-born are positively and signifi-
cantly associated with higher levels of social spending, a 1 percentage point
increase in foreign-born as a percentage of the population over time is
associated with a 0.27 percentage point increase in social welfare spending
as a percentage of GDP. The estimate in column 2 of Table 2.4 shows that the
relationship between the foreign-born population and the generosity index
is not statistically different from zero.

The results point to possible expansion of the welfare state in light of
increasing migration. With regard to the mechanism, other studies have
shown that exposure to globalisation increases individual risk, especially
for low-skilled workers’” perceived labour market risks (Walter, 2010, 2017).
Moreover, research that has focused on immigration and welfare prefer-
ences have shown that if natives feel economically insecure when exposed
to increasing movement of labour, particularly at an occupational level,
then they support more compensation and greater redistribution from the
government (Burgoon et al., 2012; Finseraas, 2008). The results in this article
suggest that this may be reflected in voter preferences, and for vote-seeking
politicians, voter-demand could outweigh budgetary pressure (stemming
from increased global competition) to cut taxes and reduce the supply-side
of social welfare.

Differing effects between spending and generosity are also found for a
number of the control variables. The size of the population over 64 years
old has a significant and positive impact on social spending as the num-
ber of beneficiaries will be an important predictor of spending, especially
considering spending on pensions usually takes up a large proportion of
overall public spending. However, there is no statistically significant effect
of over 64s on the generosity index, likewise for those under the age of 15
and for the unemployment rate. The results show that, as expected, GDP
growth is significant and negatively associated with social spending as in
an economic downturn, the denominator (GDP) will grow more slowly
than the numerator (social spending), while for the generosity index, there
is no statistically significant relationship with GDP growth.
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Tnble 2.4: Results for the main model specification, spending and generosity

(1) (2)
Variable Spending Generosity
Foreign-born; ; 0.272" 0.050
(0.102) (0.074)
Population under 15, ; 0.596™" -0.184
(0.219) (0.215)
Population over 64;; 0.378" -0.202
(0.199) (0.134)
Unemployment rate;.; 0.129" -0.047
(0.072) (0.051)
GDP growth; ; -0.234" -0.006
(0.084) (0.021)
Female labour force participation; ; 0.222" 0.249™
(0.074) (0.050)
Left Seats; ; 0.002 0.003
(0.003) (0.002)
Union Density; ; 0.063 0.187"
(0.050) (0.044)
KOF - economic; ; 0.002 -0.013
(0.067) (0.027)
Deindustrialisation; ¢ 0.022 0.034
(0.101) (0.086)
Intercept -8.664 18.799°
(10.788) (9.809)
Country Dummies Yes Yes
Year Dummies No No
N 196 196
Adj R? 0.914 0.982
Rho 0.340 0.617

Standard errors in parentheses
p<.1,"p<.05 " p<.01
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Female labour force participation has a positive and statistically significant
effect on both spending and the generosity index. It is likely that female
labour force participation increases welfare state effort through the need
for improved child-care infrastructure. Soroka et al. (2016) also suggest
that increased spending may be linked to increased costs from supporting
a larger work force, e.g. training, insurance, and leave. Furthermore, the
findings indicate that union membership and support may be more impor-
tant for determining welfare state effort than the strength of left parties.
Union density is positively and significantly associated with the generosity
index, while the proportion of left cabinet seats is not significantly associ-
ated with either indicator. For unions, the difference in results is quite likely
to be related to the programmes that are included in the generosity index;
pensions, sickness, and unemployment benefits are closely linked to labour
market participation and tend to insure workers from labour market risks.
Plus, this is similar to the results found by Lipsmeyer and Zhu (2011) who
argue that domestic political pressures are important for explaining higher
unemployment compensation in an age of increasing immigration. For left
cabinet seats, there is considerable debate about the importance of partisan
politics on the expansion and retrenchment of the welfare state (Allan &
Scruggs, 2004; Pierson, 1996; Rueda, 2006), the results here would support
Pierson (1996) and the ‘new politics of the welfare state’.

Finally, in contrast to Gaston and Rajaguru (2013) who find a statistically
significant, negative relationship between economic globalisation and social
spending, there is no significant impact of the KOF economic globalisation
indicator on either social spending or the generosity index. Similarly, in
contrast to Iversen and Cusack (2000) there is no significant association
between deindustrialisation and either social spending or the generosity
index.

Overall, the analysis provides no evidence for the first hypothesis proposed
— that increasing immigration leads to welfare state retrenchment. Rather,
the positive association between foreign-born and spending, and the neutral
association between foreign-born and generosity, provide some evidence
for the alternative hypothesis — that increasing immigration leads to wel-
fare state expansion, although, the two dependent variables do not show
identical outcomes. In order to explain the difference between spending
and generosity, it is important to note that they provide slightly different
operationalisations of welfare state effort — budget size versus benefit type
and entitlement criteria, and they are constructed in different ways. As a
consequence, the differences between the two indicators could be down to
modelling or substantive reasons.

In the case of modelling, for example, it may be that for one indicator there
is an omitted variable but not for the other, or that the appropriate model
specification may be slightly different for each dependent variable. How-
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ever, the difference is more likely to be the result of a substantive reason,
such as the two indicators measure slightly different aspects of welfare
state effort. Arguably, the generosity index is a better indicator for policy
changes and how politicians aim to redistribute social risk, but it excludes
a large number of social programmes such as family benefits, certain types
of unemployment insurance, and healthcare. As aggregate indicators have
been used, there could be specific programmes driving the changes in
spending that are not included within the generosity index. Moreover, the
generosity index combines the three welfare programmes it covers equally.
For social spending, however, the budget is not equally split between its
component programmes and that different weighting could lead to slightly
differing effects. Another possibility is that because the generosity index
is created through combining replacement rates and benefit rule changes,
there could be opposing effects happening on these constituent parts of
the indicator leading to a neutral result. Finally, it may be that different
mechanisms apply to the different programmes included in the generosity
index; hence the net effect is neutral. An area for future research could be
to untangle these different associations for specific programmes outside of
spending, which would complement this article and the research conducted
by Soroka et. al. (2016). Largely, however, neither measure indicates that any
retrenchment of the welfare state is taking place as a result of immigration.

242  Sensitivity Analysis

In order to check the robustness of the results, three main tests were under-
taken. First, because of the mixed results regarding panel stationarity, a
first-differences model has been estimated in Table 2.5. Second, Table 2.6
shows the results of the two-way fixed effects model and third, Table 2.7
presents the results of an instrumental variable (IV) regression. Overall, the
effect of foreign-born on spending and generosity remains stable across the
various models employed.

Table 2.5 shows the results for spending and generosity as a lagged first-
differences model. In this model the number of observations drops, and the
explanatory power of the model reduces, but the foreign-born population
remains statistically significant and positively associated with social spend-
ing, while there is still no relationship with the generosity index. Moreover,
the magnitude of the coefficient for foreign-born is similar to the original
model of lagged levels. Table 2.6 then shows the original specification but
with the inclusion of two-way fixed effects. Again, the results for foreign-
born hold for both dependent variables, although the magnitude of the
effect for social spending reduces.
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Table 2.5: Results for the first-differences model
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(1) (2)
Variable Spending Generosity
AForeign-born,.; 0.251* -0.014
(0.142) (0.100)
APopulation under 15, ¢ 0.882 -0.209
(0.829) (0.364)
APopulation over 64;; 0.882 -0.209
(0.829) (0.364)
AUnemployment rate;_; -0.170 -0.049
(0.142) (0.056)
GDP growth; ; -0.047 -0.016
(0.092) (0.023)
AFemale labour force participation; ; 0.272 0.126
(0.191) (0.081)
ALeft Seats;.; -0.002 0.002
(0.004) (0.002)
AUnion Density;.; 0.054 0.080*
(0.055) (0.044)
AKOF - economic;_; -0.093 -0.025
(0.095) (0.027)
ADeindustrialisation; 4 0.221 0.001
(0.147) (0.094)
Intercept 0.140 0.058
(0.274) (0.092)
Country Dummies No No
Year Dummies No No
N 176 176
Adj R? 0.069 -0.019
Rho 0.032 0.107

Standard errors in parentheses

p<1,"p<.05 " p<.01
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Table 2.6: Results for the two-way FE model

Chapter 2

(1) (2)
Variable Spending Generosity
Foreign-born; ; 0.152** 0.039
(0.072) (0.092)
Population under 15,4 0.555** -0.177
(0.222) (0.297)
Population over 64;¢ 0.164 -0.214
(0.160) (0.166)
Unemployment rate 0.237*** -0.016
(0.065) (0.099)
GDP growth; -0.196™* -0.008
(0.050) (0.054)
Female labour force participation; ; 0.167** 0.228™
(0.071) (0.082)
Left Seats; ; 0.004* 0.003
(0.002) (0.003)
Union Density; 0.115%** 0.217
(0.044) (0.065)
KOF - economic; ; 0.064 0.006
(0.051) (0.054)
Deindustrialisation; 1 -0.177* —-0.064
(0.104) (0.200)
Intercept 4.227 22.706
(12.612) (19.732)
Country Dummies Yes Yes
Year Dummies Yes Yes
N 196 196
Adj R? 0.964 0.980
Rho 0.617 0.569

Standard errors in parentheses
p<.1,"p<.05"p<.01
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For Table 2.7, the instruments that are used are 7- and 8-year lags of the
foreign-born population. For an IV regression it is not uncommon to use
earlier years of the independent variable as instruments. The logic is that
previous years’ levels of the foreign-born population provide a strong pre-
dictor of future years’ levels of the foreign-born population and thus satisfy
the relevance criteriall. Next, the years are considered to be far enough back
in time that the levels in those years are highly unlikely to directly influence
current levels of social spending and generosity, thus satisfying the exoge-
neity criterial2. Columns 1 and 2 in Table 2.7 show the IV regressions for the
original model specifications. The results hold, the foreign-born population
is positive and statistically significant, while there is no association with the
generosity index. The crucial change is that the magnitude of the coefficient
for foreign-born is larger.

However, taking lagged levels of the foreign-born variable as instruments
means that the number of observations greatly reduces. For spending
though, a much larger sample is available as the OECD provides spend-
ing and migration data for more European countries over a longer period
of time. In the original spending estimation, the sample is restricted to the
countries and date range found in CWED in order to directly compare
spending and generosity. Subsequently for the IV regression, the sample
for spending is expanded to include more years in column 3, and then more
countries!3 in Column 4. This expansion means that the results incorporate
observations following the last round of EU enlargement and the last of the
labour market restrictions on Bulgarians and Romanians have been lifted.
In light of an expanded sample, the results for foreign-born remain statisti-
cally significant and positively associated with social welfare spending and
provide support to the theory that the globalisation of migration is associ-
ated with compensatory effects.

11 The first stage F-statistic is 43.45.

12 The Sargan-Hansen test of over-identifying restrictions confirms the validity of the
instruments.

13 Czech Republic, Estonia, Hungary, Iceland, and Luxembourg.
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Table 2.7: Results for the IV models

Fixed-effects IV model 16 European OECD 16 European OECD 16 European OECD 21 European OECD
countries (1990-2010)  countries (1990-2010) countries (1990-2015)  countries (1990-2015)
(1) 2) 3) 4
Spending Generosity Spending Spending
Foreign-born; ; 0.92" -0.43 0.38" 0.71™
(0.40) (0.30) (0.22) 0.17)
Population under 15,;  1.33™ 0.17 0.77" 0.91™
(0.41) (0.30) (0.32) (0.26)
Population over 64, ; 1.05" -0.34 0.93" 1.29"
(0.47) (0.35) (0.26) 0.17)
Unemployment rate;;  -0.14 -0.15° -0.20™ -0.07
(0.10) (0.08) (0.07) (0.05)
GDP growth; 4 -0.29" -0.03 -0.25™ -0.22"
(0.05) (0.04) (0.04) (0.03)
Female labour force 0.09 0.48™ 0.13 0.02
participation, ; (0.18) 0.13) (0.09) (0.07)
Left Seats;.; -0.00 0.01"" -0.00 -0.00
(0.00) (0.00) (0.00) (0.00)
Union Density; 4 0.29" 0.21" 0.23" 0.29™
(0.11) (0.08) (0.07) (0.07)
KOF - economicy.; 0.10 -0.08 0.07 0.11"
(0.08) (0.06) (0.07) (0.05)
Deindustrialisation;.;  0.08 0.24" 0.42" 0.08
(0.18) (0.13) (0.14) (0.05)
Intercept -56.16™" -5.14 -62.84™ —48.58"™
(16.89) (12.61) (13.29) (11.07)
N 120 120 177 223
First stage F-statistic 43.45 43.45 59.20 70.23
Sargan-Hansen p-value 0.62 0.17 0.60 0.22

Standard errors in parentheses
“p<.1,"p<.05 " p<.01
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2.5 CONCLUDING REMARKS

This article set out to examine the role that immigration has to play in
determining welfare state effort in Europe through empirically testing the
relationship between stocks of immigrants, as measured by the proportion
of the population that is foreign-born, and welfare state effort, as measured
by social welfare spending as percentage of GDP and a welfare generosity
index. The results indicate that immigration has a positive impact on wel-
fare state effort. Social welfare spending is positively and significantly asso-
ciated with foreign-born and when social welfare spending is exchanged
for a welfare generosity index then there is still no negative relationship
between foreign-born and welfare generosity found. Moreover, after a num-
ber of tests were taken to check the robustness of the results, the headline
findings remain stable. Consequently, there is no evidence to suggest that
increasing immigration leads to the retrenchment of the welfare state. The
results using the two indicators to express social welfare effort provide com-
parable results to authors who find support for the compensation hypoth-
esis, thus providing an important contribution to existing knowledge on the
political economy of immigration and welfare, as well as the wider political
debate.

Nevertheless, by using macro-level aggregate indicators it is difficult to
pinpoint the causal relationship and future studies should be conducted
in order to test the micro-level foundations of the compensation hypoth-
esis for the ‘human face” of globalisation. In addition, while other studies
have made efforts to disaggregate welfare spending into its component
programmes, the independent variable foreign-born should also be disag-
gregated into different types of migration, e.g. labour migration, family
migration or asylum, in order to determine if different kinds of migration
have different effects on social welfare effort. Finally, several theories sug-
gest the importance of the skill-level of migrants for having divergent influ-
ences on welfare state effort, steps should be taken to test this empirically
in a macro-level study. However, there are practical limitations concerning
the availability of data to take into consideration in order to make such an
analysis possible. These areas for further research highlight certain limita-
tions to this study. Also important is to note that the main analysis in this
article is based on 16 European countries, over the time period 1990-2010.
Therefore, outside of the sensitivity analysis already conducted, the results
may not be generalisable to other parts of the world, other selections of
countries or other time periods.

For policy makers, these results should help shed some light on a topic
troubled by xenophobia, racism, and discrimination. The results that have
been laid out here should contribute towards evidence-based policy mak-
ing in the field of immigration and social policy. It is important to note
that immigration does not seem to be leading to a ‘race-to-the-bottom” in
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Europe, nor should increasing immigration mean that policy makers need
to look at benefits in neighbouring countries when drawing up their own
welfare policies. Policy makers should aim to continue delivering welfare
benefits and social protection schemes that work for improving social
inequality and inclusion. This is particularly crucial for the successful inte-
gration of migrants into society, and as immigration numbers do not appear
to be relenting, this will be fundamental for improving solidarity between
diverse populations.
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2.7 APPENDIX B — PHILLIPS-PERRON TEST

Table B1: Results of the Phillips-Perron test for spending

Country P-value Result

Austria 0.26 Fail to reject the null of a unit root
Belgium 0.86 Fail to reject the null of a unit root
Denmark 0.84 Fail to reject the null of a unit root
Finland 0.39 Fail to reject the null of a unit root
France 0.34 Fail to reject the null of a unit root
Germany 0.003 Reject the null of a unit root
Greece 0.51 Fail to reject the null of a unit root
Ireland 0.996 Fail to reject the null of a unit root
Italy 0.995 Fail to reject the null of a unit root
Netherlands 0.51 Fail to reject the null of a unit root
Norway 0.15 Fail to reject the null of a unit root
Portugal 0.22 Fail to reject the null of a unit root
Spain 0.96 Fail to reject the null of a unit root
Sweden 0.10 Fail to reject the null of a unit root
Switzerland 0.03 Reject the null of a unit root
United Kingdom 0.78 Fail to reject the null of a unit root

Table B2: Results of the Phillips-Perron test for generosity

Country P-value Result

Austria 0.78 Fail to reject the null of a unit root
Belgium 0.999 Fail to reject the null of a unit root
Denmark 0.17 Fail to reject the null of a unit root
Finland 0.15 Fail to reject the null of a unit root
France 0.14 Fail to reject the null of a unit root
Germany 0.005 Reject the null of a unit root
Greece 0.83 Fail to reject the null of a unit root
Ireland 0.57 Fail to reject the null of a unit root
Italy 0.69 Fail to reject the null of a unit root
Netherlands 0.81 Fail to reject the null of a unit root
Norway 0.93 Fail to reject the null of a unit root
Portugal 0.97 Fail to reject the null of a unit root
Spain 0.63 Fail to reject the null of a unit root
Sweden 0.16 Fail to reject the null of a unit root
Switzerland 0.12 Fail to reject the null of a unit root
United Kingdom 0.69 Fail to reject the null of a unit root




