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Nordic co-operation

Nordic co-operation is one of the world’s most extensive forms
of regional collaboration, involving Denmark, Finland, Iceland,
Norway, Sweden, and the Faroe Islands, Greenland, and Aland.

Nordic co-operation has firm traditions in politics, the economy,
and culture. It plays an important role in European and inter-
national collaboration, and aims at creating a strong Nordic
community in a strong Europe.

Nordic co-operation seeks to safeguard Nordic and regional
interests and principles in the global community. Common
Nordic values help the region solidify its position as one of
the world’s most innovative and competitive.
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Foreword

This publication is a brief,
independent overview of a
comprehensive research
project about the Nordic Model
and its future sustainability.

Does the Nordic Model exist? If so,
what challenges is it facing? And
can it be reformed and adapted to
societal changes? The main report,
The Nordic model — challenged

but capable of reform, is part of
the “Sustainable Nordic Welfare”
programme, financed by the Nordic

Council of Ministers and initiated
by the Nordic employer associa-
tions. The aim of the original
research report was to provide the
Nordic governments with tools for
managing the welfare challenges
the Nordic countries will be facing
in the future.

ETLA, the Research Institute of the
Finnish Economy, collaborated with
other researchers and universities
in the Nordic region in drawing up
the report.

We hope that this brief overview
and the more in-depth main
report will not only inspire a
Nordic debate on welfare issues,
but also contribute to the inter-
national debate regarding the
Nordic region and our welfare
systems.

Dagfinn Haybrdten
Secretary General
Nordic Council of Ministers
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In recent years, the Nordic Model has been attracting
great international attention. The Nordic countries
have been portrayed as being particularly successful
in the way they have tackled the consequences of the
global financial crisis. The societal concept has been
proposed as a role model for other countries. The
harmonious combination of an extensive welfare state,
well-managed public finances, and a successful market
economy has led to the model being given the epithet,
“the next supermodel” by The Economist magazine.
This stand-alone publication provides an overview of
the main points from the research report, The Nordic
model — challenged but capable of reform. In the
report, Nordic researchers gave their views on the
Nordic Model and its challenges, and proposed how

it could be adapted in the coming years.



The Nordic Model

Despite its good reputation
globally, the Nordic region

is facing many problems and
challenges. The Nordic countries
came through the financial crisis
relatively unscathed, but were
not spared its effects. Has the
Nordic Model really been as
successful in the way it has often
been described? Can its success
continue into the future, oris the
model insufficient and inadequate
in the era of globalisation?

What is so unique in the Nordic
Model?

The traditional image of
the Nordic Model is a wel-
fare state characterised
by a large public sector
that provides its citizens
with generous benefits,
welfare services and a
social safety net.

The traditional image of the
Nordic Model is a welfare

state characterised by a large
public sector that provides its
citizens with generous benefits,

welfare services and a social
safety net. At the same time,

the Nordic countries have been
careful to maintain strong public
finances. The labour market is
highly regulated by collective
agreements, education is free
and generally of high quality, and
a lot of tax revenue is invested in
research and development. The
Nordic countries have been open
to free trade and technological
changes. Other successes are

a high standard of living, high
levels of employment, relatively
small differences in income, and
a high level of gender equality.

This is the image. How well

does it match reality? One way

of examining this is by comparing
data from the Nordic countries
with other European countries
and the US.

The Nordic region has been able
to retain high levels of GNP per
capita, and is only surpassed here
as a group by the US. A look at
income distribution confirms that
this affluence is still relatively
evenly distributed among the
population. Income differences

are small — here the countries
form a clearly distinct group in
Europe, and the only countries
that come close in terms of
income differences are Germany,
France, the Netherlands, Austria
and Belgium.

The Nordic region is characterised
by a high level of employment,
and women and elderly people are
well represented. However, there
are certain differences between
the countries — employment
levels in Finland and Denmark

are lower compared to the other
Nordic countries. The labour
markets are characterised by a
“flexicurity” model with relatively
liberal terms of employment and a
focus on activation measures for
unemployed people. Trade unions
seem relatively strong — nearly

70 percent of Nordic employees
are members, which is a much
higher figure than anywhere else,
but the proportion of employees
covered by collective agreements
is no higher than in many other
European countries.

The impression that a lot of
resources are invested in
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research and development does
match reality, particularly in the
cases of Sweden and Finland.

One of the hypotheses as to

why the financial crisis was less
serious in most of the Nordic
countries concerns the strong
public finances. All countries
except Iceland have been able to
maintain manageable debt levels,
which are among the lowest in
Europe, but it is difficult to find
evidence of this being due to
similar Nordic economic policies.

The Nordic countries are
always near the top of
surveys measuring trust,
regardless of whether this
concerns trust in other
people, politicians or the
legal system.

Is the public sector in the Nordic
countries particularly large? What
does suggest this is that a large
proportion of the population is
employed in the public sector,
and the Nordic countries still have
somewhat greater tax revenues

in relation to GNP compared with
other countries. On the other
hand, Nordic countries no longer
stand out from many other
European countries in terms of,
for example, public expenditure
and level of unemployment
benefits.

One particularly surprising
finding is that redistribution
through taxes and transfers is not
particularly great, although this
can probably be explained by the
high levels of employment in the
Nordic countries, which reduce
the need for such measures.
Nordic countries vary a great deal
in these aspects - Iceland has the
smallest public sector in terms of
both tax level and the proportion
of employees in the public sector,
while Norway and Sweden have
lower levels of benefits than the
others.

Trust - unparalleled in

the world

One area in which the Nordic
region particularly stands out

is the high degree of trust. The
Nordic countries are always near
the top of surveys measuring

trust, regardless of whether this
concerns trust in other people,
politicians or the legal system.

Consequently, it still seems to be
legitimate to talk about a special
Nordic Model. Gender equality,
small differences in income,
strong institutions and the high
level of general trust create strong
conditions for a smooth-running
society, within the framework
provided by a combination of a
comprehensive social safety net
and a dynamic market economy.

No longer so unique

The Nordic region is not as unique
in Europe as it once was. There are
now bigger differences between
the individual Nordic countries,
and the Nordic region as a whole
now displays great similarities
with other European countries

in certain areas. True, the Nordic
region is still characterised by a
large public sector in combination
with high tax levels, but this is

no longer specifically Nordic, and
there are great similarities with
countries like France, Germany
and the Netherlands.



The Nordic Model has not always
been held in such high regard.
After a very successful post-war
period, the Nordic economies
passed through a darker phase
between the 1970s and the
financial crises of the early
1990s. During this time, the
Nordic Model was often regarded
as outdated. In the 1990s, the
Nordic region recovered, and the
period until the start of the global
financial crisis in 2008 was very
successful. Deregulations, tax
reforms, a smooth-running labour
market and an increase in overall
demand have been suggested as
contributory factors. However,
increasing demand can, to some
extent, be explained by higher
debt levels, particularly in the
cases of Iceland and Denmark.

The Nordic region has not
come through the most
recent financial crisis as
well as it has often been
portrayed.

The Nordic region has not come
through the most recent financial
crisis as well as it has often
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been portrayed. The region has
performed better than Southern
Europe, but other West European
countries show better figures

on average — even if we exclude
Iceland with its more drastic
problems. This applies regardless
of whether GNP, unemployment
or employment are measured.
However, the Nordic countries
have, without doubt, been more
successful at keeping national
debt under control.

The crisis had varying impact

on the Nordic countries. Iceland
was hit particularly hard, and

the collapse of the inflated bank
sector led to a very serious crisis
from which the country has still
not fully recovered. GNP has
grown, but public finances are
stillin a poor state. Finland was
also hit badly, and current GNP is
still 5.2 percent below the 2008
level — the weakest growth in

the Nordic region. This is mainly
attributable to the decline in key
sectors, particularly information
and communication technology.
Denmark has also struggled to
recover from a recession that was
exacerbated by a housing bubble,

and the country has performed least
well in terms of unemployment.

In contrast, Norway and Sweden
have coped much better, and GNP
levels have risen above the figures
in 2008. Norwegian growth can
largely be explained by a continual
flow of revenues from the country’s
natural resources. Sweden has
probably benefitted from labour
market reforms, tax reductions,
and less generous sickness benefit
systems. It has also been helped
by a more diverse economy,
particularly compared with
Finland.

;a8ueyd 0] paau Japoy J1pJON 3yl saoq



;98ueyd 0] paau |apoy JIPION 3yl $90(

10

The three challenges

The Nordic Model is already under
challenge, and the pressure will
increase because of three mega-
trends: the digital revolution,
globalisation, and increasing

life expectancy.

Analyses suggest that
every third, or maybe
even every second, job
will be at risk in the next
ten to twenty years.

The digital revolution
Increasingly powerful digital
technology may cause many of
today’s workplaces to disappear.
It will not only be the simple,
routine jobs under threat, but
also jobs that need sophisticated
professional skills. Analyses
suggest that every third, maybe
even every second, job will be

at risk in the next ten to twenty
years. Here, the private sector
will be more vulnerable than the
public sector. The jobs that will
disappear will be mostly those
involving low and mid-level
salaries, while new jobs created
will be at the upper or lower ends
of the salary scale. Those who

will benefit from the changes are
people who own or are skilled
in the new technology. New
service jobs will be created, but
these are seldom well-paid, so
the polarisation of the labour
market already observed today
in many countries will probably
continue. Differences in income
will continue to grow, which will
have social consequences and
could have a negative impact on
societal trust.

Globalisation

It will become increasingly
difficult to maintain a large public
sector and thereby a high tax
burden, as national boundaries
will become less significant

and businesses and people will
become more mobile. Companies
will locate their head offices and
business activities in countries
where costs are most favourable.
An increasing share of production
will take place in international
value chains controlled by trans-
national enterprises. Companies
will be able to fine-tune their tax
liabilities by locating selected
parts of their production in
countries with the lowest tax

rates. Already today, many Nordic
companies have most of their
labour force outside their home
countries.

Businesses will be able
to fine-tune their tax
liabilities by locating
selected parts of their
production in countries
with the lowest tax rates.

Even the highly-qualified labour
force will become more mobile;
global companies and networks,
improved language skills, similar
educational programmes and
lifestyles weaken the links
between people and a particular
country. Competition between
countries will increase, and great
efforts will be made at national
level to attract businesses and
skilled labour, not least through
lower taxes. Keeping the costs

of businesses competitive, while
creating and maintaining good
living conditions for the skilled
workforce, are therefore key
factors in retaining production

in the Nordic countries.
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Increasing life expectancy
Average life expectancy continues
torise. The broadening at the top
of the population pyramid is not
fully compensated at the lower
end, either by increasing birth
rate or greater immigration. The
result is that the proportion of
the population that is of working
age will decrease or, expressed
another way, the proportion

of dependent population will
increase. A smaller number of
people will have to support the
ageing population, which will put
pressure on public finances.

A smaller number of
people will have to
support the ageing
population, which will
put pressure on public
finances.

The challenge will be especially
great for the Nordic welfare
models with their generous trans-
fer systems. Here, the tradition is
that the public sector is universal
in its mission to take care of the
old, sick and vulnerable members

of society. Moreover, the situation
will be exacerbated if certain
population groups are excluded
from the labour market and find

it difficult to find productive
employment.

Two factors make the Nordic
countries particularly vulnerable
to these three global trends.
Firstly, the expectation that the
state will provide citizens with
welfare services is deeply rooted
in Nordic societies, so the costs
of this are expected to rise. One
reason for this is the Wagner
Effect, which states that demand
for public services expressed as a
proportion of GNP increases as an
economy develops and GNP rises.
The second effect is Baumol’s
Cost Disease, which states that
the cost of welfare services
comprises an increasing propor-
tion of GNP, because productivity
in service professions develops
more slowly than in production

of goods.

The second factor is that the
Nordic countries have small, open
economies, sensitive to shocks

in their highly specialised export
industries. It can be difficult to
recover from a recession, some-
thing that Finland in particular
has experienced since the most
recent crisis.

Within the care sector,
more diseases will

be treatable, and
increasingly costly
medical technology
will be developed.
Who will be given care?
Who will pay?

A high level of skills has been

a strong contributory factor to
high productivity in the Nordic
countries, so the shortcomings
shown in the national educational
systems at all levels are worrying.
The latest PISA educational
results are very disappointing

for the Nordic region, with the
notable exception of Finland. Very
few Nordic universities appear
near the top of international rank-
ings. Of the fifty highest-ranked
universities in a Chinese survey



from 2013, only two were Nordic:
Copenhagen University in 42nd
place, and Karolinska Institutet in
Stockholm in 44th place.

These problems in the education
systems threaten to undermine
the skills and productivity of

the labour force. Furthermore,
large groups in society with poor
educational levels are at greater
risk of unemployment, suffering
ill-health and, in the long-term,
becoming dependent on social
support.

Within the care sector, more
diseases will be treatable, and

increasingly costly medical
technology will be developed.
Who will be given care? Who

will pay? In many countries,

the burden of these increased
costs is placed directly on the
individual, but this type of model
would be difficult to implement in
the Nordic countries, as we have
a long history of universal and
equal access to care.

Perhaps the greatest strength

of the Nordic Model, the popula-
tion’s trust in the public systems,
is at risk of being undermined if
the state can no longer provide
high-quality care and nursing.

To sum up: demand for public
safety nets and services will
increase, but scope for tax
collection will decrease as tax
bases become more volatile.
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Focus areas for future reform

The question now is how the
Nordic region will successfully
manage the three major chall-
enges: the digital revolution,
globalisation, and increasing life
expectancy. These trends will
eradicate jobs, increase inequa-
lity, increase public expenditure,
reduce tax revenues, and make
economies more unstable. Will
the Nordic Model even be able to
survive, let alone develop under
these circumstances?

Naturally, it is not possible to

give a definitive answer to this
question, but the answer could
nevertheless be a qualified yes.
The Nordic region, despite

many shortcomings, isin a
stronger position than many

other developed economies.
Nordic countries can demonstrate
a strong tradition of adapting to
economic pressures brought about
by structural changes. They have
also succeeded in mobilising much
of the population in profitable
economic activity, and in display-
ing very strong productivity.

But changes and improvements
are needed. The pressure exerted

by, not least, the three major
challenges, will call for extensive
and revolutionary thinkingin a
number of areas. Six main points

can be identified where the
general need for reform in the
Nordic countries is particularly
crucial.

1. Greater investment in knowledge
and skills development

Lifelong learning and equal access to education should be
guiding principles. Initiatives directed towards younger age
groups are crucial to preventing problems in adult life, so

there must be a strong focus on child care, pre-school activities
and compulsory schools. Teaching skills are a critical factorin
the outcome of education and here, in particular, the economic
position and social status of teachers play a big role. A compre-

hensive apprentice system should be built up, to utilise the
talent that is perhaps not fully realised at upper secondary

level. At university level, academic quality must always be given
greatest priority. In working life, adult education and in-service

training will become more important in a society where the
knowledge base and technology are changing at an ever-

increasing pace.

Improved education is not just important for managing new
circumstances on the labour market; it also has effects on

equality, trust and coherence in society. A highly-skilled labour
force is vital if the Nordic countries are to assert themselves in

global competition.
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2. Powerful measures to reduce the negative impact

of changing age structure on labour supply

Average retirement age should be raised as life expectancy
increases. Targeted reforms can result in longer professional
careers, higher pensions, stronger public finances, and reduced
poverty among older people. Greater female participation in the
labour market should also be encouraged. University students
should be attracted into the labour market earlier via economic
instruments, which is an area where the Nordic region stands
out negatively. Another key issue is to increase participation of
people born outside the Nordic region in the labour market.

Minimise unemployment and direct the labour
force towards the most productive jobs

These should be the most important objectives of labour
market policy. On account of rapid technological changes,
global competition for skills, and high macroeconomic
volatility, salary flexibility is very important for keeping
unemployment levels down. Some widening of income
differences may be unavoidable if a future objective is
high levels of employment.



4. Promote innovative power and the ability to
make rapid structural changes

Accepting “creative destruction” and remaining at the cutting
edge of global technological development is key to maintaining
a high standard of living. More efficient use of public funding in
research and innovation activities is desirable. Specialising in
certain fields of research and development is always a risk, but
is also necessary for the small — in a global context — Nordic
countries.

5. General tax level in relation to GNP likely to fall

Rather than tax increases, the discussion is more about the
extent to which taxes must be reduced, as a result of the
growing mobility of the most important tax bases. Tax
system structures can be improved. Supply and mobility

of the labour force, risk-taking and participation in global
value chains should be stimulated. Reducing tax on labour
and, instead, increasing it on property and consumption is
desirable. The level of corporation tax must be competitive
in international terms.
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Sound macroeconomic policies
are vital for a functioning society
— experiences show that a poorly
managed macroeconomy can
cause severe damage. High levels
of external debt and permanently
high levels of unemployment
become a long-term inheritance
transferred to future generations.
There must be constant checks in
place to ensure that tax credits are
kept under control and that banks

operate inside the set frameworks.

6. Streamlining of the public sector must not be

held back

Even if the Nordic region stands up well in this area, although
comparisons are difficult, there is much scope for improvement
in all the Nordic countries. There are no simple answers for how
to organise state institutions most efficiently, but successes
can be attained through greater use of market mechanisms.
Using new digital technology in public administration can also
considerably reduce costs. Methods for evaluating the level

of quality in public services must be improved, regardless of
whether they are provided by private or public players.

One necessary condition for
stable finances is to ensure there
is sufficient capacity in the budget
to withstand traditional economic
cycles. It may be difficult — even

in the best of times — to build up
sufficient buffers if the digital
revolution, globalisation and
increasing life expectancy start

to exert real pressure. It can

also be difficult to determine
whether a recession is cyclical,
therefore necessitating temporary

stimulation measures, or
permanent, necessitating
adaptation to a new situation.
Independent expert groups

can help to determine this, and
ensure that excessive debts do
not build up during periods of
recession. Experiences from such
economic councils in Denmark
and Sweden are encouraging.
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Denmark

Weaknesses
Slow recovery after the
financial crisis

Falling productivity in
both public and private
sectors

Weaknesses

Low level of employment
and distinctly ageing
population

Severe structural shocks
(e.g. Nokia)

Weaknesses

Increasing unemployment
among young and
poorly-qualified people

Great problemsiin'schools

Strengths

Economic balance expected
to improve over a slightly
longer term

High rate of reform in recent
years

Strengths

Strong results in PISA,
distinguishing Finland
from the rest of the Nordic
region

Strong IT skills

Strengths

One of the best-performing
economies in Europe in
recent years

Healthy public finances

Weaknesses and strengths of the
Nordic countries, and reform proposals

Reform proposals
Increase productivity

Implement reforms in
health and education
areas

Reform proposals
Streamline the public
sector, particularly
health care

Reform pension system
and attract work-related
immigration

Reform proposals
Improve quality of
compulsory schools
to improve results

Facilitate entry to the
labour market




Reform proposals
Improve productivity in the
economy outside the oil and
gas sector

Review the quality in the
educational system at all
levels

Reform proposals
Consolidate public finances

and create a healthy bank
system

Improve productivity
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Afterword

Implementing reforms that are
necessary in the long term but
painful in the short perspective
is never easy, particularly as
forecasting the outcome of
political measures and reforms
is difficult. Consequently, an
openness to new ideas and
methods is needed, but also
humility and an ability to take
stock and rethink in line with
changing circumstances. It

is invaluable if a society can
carefully, critically and compre-
hensively interpret the results of
political reforms, and then draw

conclusions about where to go
from there.

The above reform proposals will,
in all likelihood, improve the
ability of the Nordic countries to
retain, or even increase, already
high levels of employment. Hope-
fully, the proposals will also lead
to anincrease in productivity that
will stand up well in international
competition. A certain widening
of income differences is probably
unavoidable — global competition
and technological development
will put pressure on market

incomes and widen differences.

At the same time, income transfers
cannot be increased, and may
even have to be reduced, but such
a change need not be so great if
we continue to attain high levels
of employment and if the public
sector is successfully streamlined.

The Nordic Model does not require
dismantling and reassembly. With
some adjustment, fine calibration
and a clearer focus, the Nordic
model can continue along its
successful path.
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