CHAPTER 14

Factor mobility, risk, inequality, and
redistribution

David E. Wildasin

1. Introduction

Economic integration is not easy to define in a precise way, but in general it is
clear that technological and political change over the past half-century or more
has lowered the cost of many types of transactions among spatially separated
agents. Better communication and transportation, the spread of knowled ge
about market opportunities and commercial practice, the liberalization of many
types of economic policy through such institutions as the European Union and
the North American Free Trade Agreement, and the collapse of the planning
mechanisms of the state-dominated economies of Eastern Burope and the former
Soviet Union all exemplify and contribute to this trend. Goods and services now
flow more freely within and among regions, businesses can attract capital from
more fully developed and interlinked capital markets, and workers can move
more freely among different jurisdictions. Increased interjurisdictional linkages
among markets for goods and factors are significantly changing the economic
environment within which government fiscal and other policies are imple-
mented. In particular, income redistribution and social insurance policies, which
more than any others define the modern welfare state, directly impinge upon
and atterpt to alter the equilibrium outcomes of factor markets.! Their effects
* Earlier versions were presented at meetings of the Regional Science Association {Niagara Falls),
the Allied Social Science Associgtions {Washington, DC}, and the Intemational Institute of Public
Finance (Lisbon} and at conferences on *“The Fisture of the Welfare State” (Ebeltoft, Denmark),
“Toples in Public Economics” (Tel Aviv University), and “Distributional Aspects of Fiscal Policy:
The Implications of Economic Integration,” (University of Bssex). Tam grateful to J, Burbidge, G.
Eskeland, P. Mieszkowski, R. Musgrave, J. Rust, R, Schoeb, Y. Weiss and conference participants
for many useful comments. This chapter is an expanded version of an article entitled “Factor
Mobitity, Risk, and Redistribution: in the Welfare State,”” which appeared in the Scandinavian
Journal of Econamics. The reader familiar with that paper may wish to omit Sections 2, 3.1, 3.2,
and 4.1, The new title reflects the broader scope of the current chapter, reflected especially in
Sections 3 and 4, This research was inifiated during a visit to the Norwegian School of Economics
and Business Administration and continued at the Public Econormics Division of the World Bank. I

am grateful to these institutions for their hospitality and support,
! Ina“short-run® and ex post sense, many welfare-state policies are redistributive in nature. From
a “long-run” and ex ante perspective, however, they can also be viewed as insurance programs.
Many authors have commented upon the “social insurance” view of government income
redistribution palicy, and this view may indeed be one of the foundations of the modern welfare

state. See, for example, Atkinson (1987: Section 2.3) and references there to work by Harsanyi,
(cont.)
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are likely to be sensitive to the nature of these markets. How does factor market
integration affect income inequality and risk and what are its implications for
social policies that deal with inequality and risk?

It may be noted, first, that increased integration of factor markets can impose
new constraints on the ability of governments to engage in income redistribu-
tion. The potential mobility of factors of production in response to fiscal
differentials underlies traditional arguments for centralization of the redisteibu-
tive functions of government (see for example Qates {1972]). Increased inter-
nationalization of factor markets implies that such a “central” government, i.e.,
one whose geographical extent coincides with that of the relevant factor market,
cannot ordinarily be understood as a “national” government. The redistributive
function of government has become increasingly decentralized over time due
to the expanded geographical scope of the ambient factor markets within which
redistributive policies are executed, However, while greater factor mobility may
add constraints to the ability of governments to redistribute income, it can also
in itself provide a form of market insurance against income risk. Access to
“external” factor markets limits the extent of factor price variation through
spatial arbitrage and may, to some degree, obviate the need for public sector
insurance of such risks. The present paper investigates this aspect of increasing
factor market integration for the insurance and redistributive role of the public
sector. Recent macraeconomic literature (such as analyses of optimal currency
arcas; see De Grauwe [1992]} and Eichengreen [1993] and the references therein)
have emphasized the possibility of risk pooling through centralized fiscal
systems with immobile factors of production. As discussed further below, the
analysis here emphasizes risk shifting, and changes in the welfare costs of
redistribution, due to the increased mobility of some but not all factors of
production, :

- Section 2 develops a model in which one immobile and one potentially
mobile factor of production are employed together in a risky production process.
The degree of integration of the market for the potentially mobile factor is
parameterized by a mobility cost parameter. Section 3 investigates the impact
of variations in this parameter to show how changes in factor mobility affect
factor pricing and income risk, with or without government redistributive
policies. While many of the most important results are quite general, the analysis
is worked out in particular detail for a special case in which the possible
consequences of factor market integration are especially striking. Section 4
discusses issues of factor market integration in the context of developing and

{cont.)
Buchanan, Rawls, Varian, and others. The notion that income taxation contributes to risk pooling,
and perhaps to risk taking, appears in Domar and Musgrave (1944) and Blum and Kalven (1963);
for a survey and additional references, see Sandmo (1987). Grossman and Eaton (1985) and

Lawrence and Litan (1986) emphasize the role of protectionist trade policies as forms of -

insurance against trade shocks.
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developed countries and the implications of the analysis in those contexts,
Section 5 identifies some questions for further research,

2. 'I“he model

It is helpful to begin by illustrating some of the basic ideas of the model with a
simple parable,

Imagine a group of specialized regions, in each of which workers produce a
region-specific commodity for export, and suppose that regional weather con-
ditions and the prices of export goods on external markets vary randomly and,
to atleast some degree, independently. If workers are unable to leave their native
regions for alternative types of employment, the regional market-clearing wages
will depend on region-specific weather and price realizations so that, in a given
year, some workers will experience high, while others will have low incomes,
If all of these regions were within the jurisdiction of a single government, it
would be possible, in principle, to devise a system of taxes and transfers that
would pool some or all of this income risk. If there is no such government and
no market mechanisms through which to insure against these risks, however,
the workers must simply absorb their regional income shocks.

Now suppose that it becomes possible for workers to move from one region
to another after they observe the weather and the market price for the goods
produced in each region. As long as the random shocks to each region are not
perfectly comrelated, the returns to workers will be higher in some regions than
in others, and workers will tend to move from low-wage to high-wage regions,
In doing so, they carry out a form of spatial arbitrage that brings wages in
different regions cioser together. They also improve the efficiency of resource
allocation, increasing the total value of production. At the limit, if migration is
costless, wages must be equalized among regions, so that all region-specific risk
is perfectly pooled and the ex post distribution of income among workers is
perfectly equal, In short, the integration of labor markets can itself insure
workers against income risk, obviating the needfor any explicit private or public
insurance. Indeed, whereas such insurance might be valuable when the regional
labor markets are completely isolated from each other, it might be harmful in
the case where the markets are integrated. At a minimum, it would reduce the
incentives for workers to refocate from low- to high-wage regions.

This parable suggests how the integration of factor markets can bring about
both greater efficiency of resource allocation and greater equality in the distri-
bution of income. It suggests that government policies that attempt to mitigate
income risk may be more harmful to the efficiency of resource allocation as
markets become more integrated, and it also suggests that the benefits of those
policies may diminish as well. Perhaps, then, increased factor mobility associ-
ated with economic integration weakens the rationale for some of the traditional
redistributive functions of the welfare state, by making those functions more
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costly as well as by reducing whatever insurance benefits they might have
provided.

Although the parable is suggestive, it is both imprecise and incomplete.
Equilibrium models of factor mobility are, most naturally, based on the existence
of some immobile factor. The presence of immobile factors implies that produc-
tion in each region exhibits diminishing returns to mobile factors, giving rise to
equilibrating adjustments of factor prices in response to factor migration.” The
presence of immobile factors is also important in the analysis of income
redistribution policy, since some degree of immobility is necessary for such
policies to have any real effects on income distribution. If the existence of
immobile factors is acknowledged, one must ask how the increasing mobility
of some factors interacts with the pricing of other, less mobile factors and the
income risk to which they are exposed. How do the incidence and allocative
eefects of redistributive policies depend on the presence of multiple factors with
simuitaneously determined prices? The interplay between mobile and immobile
factors features prominently in the following analysis and differs from many
macro models which assume complete factor immobility (such as models of
optimal currency areas with centralized fiscal systems that pool risk among
regions).3

To address these questions, a more formal analysis is necessary. Thus,
consider an economy in which a single homogeneous output x is produced using
one potentially variable factor of production, m, and one or more fixed factors.
The production technology is subject to uncertainty, represented by a random
variable 8, and is characterized by diminishing returns to m:

x=f(m8), f,>0>f . (14-1)

Note that the model is fundamentally static, with production occurring once
after the realization of a single random shock. Factor markets are perfectly

% In the absence of fixed factors, there is no mechanism to stop the flow of factors from Jow- to
high-return locations, other than a priori given migration costs, While such migration costs are
certainly important, they do not in themselves offer a very complete or insightful theory of
interregional factor allocations.

See, for example, De Grauwe (1992), Bureau and Champsaur (1992), Dréze (1993), and Persson
and Tabellini (1993); for a survey and additional references to the literature, see Bichengreen
{1993). Factor mobility and its implications for general equilibrium factor pricing and the sharing
of risk through factor markets are not generally considered in these discussions, By assuming a
given degree of factor market integration, previous analyses take underlying income risks as
given, whereas the impact of integration on the magnitude and distribution of these risks is a
central issue here. Bureau and Richard (1994) provide a recent analysis of some of the
implications of factor mobility for public insurance mechanisms, Analyses of convergence
among regions (for example, Barre and Sala-i-Martin [1991]) have drawn attention to the
potential importance of factor mobility but tend to focus on total per capita income varation
ameng regions rather than the implications of partial factor mobility for the distribution of
income and income risk within regions by type of factor. The analytical framework of Boadway
and Wildasin (1990) is similar to that presented here but the focus there is on centralized rather
than decentralized redistributive policy.

w
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competitive and the price of the variable factor is detenmined after the state of
the world is known. Expressing all prices relative to the homogeneous output,
the return per unit of the variable factor is thus

w=£ (m8) 14

which, in general, is random. The returns to the fixed factors are given by

r=f{mB) — wm (14-3)

and are randomn, in general, It is assumed here that facror owners are unable to
buy private insurance against factor price fluctuations, so that they do bear
income risk when factor prices vary. Some of the issues that arise in the presence
of such insurance are briefly discussed in the conclusion,

Factor supplies are perfectly inelastic at the level of individual households,
so that labor/leisure, consumption/saving, and human capital investment deci-
sions are ignored. The initial domestic endowment of the variable factor is
denoted by m. When this factor is mobile, the amount of the input used in local
production, m, may differ from m either because of imports from external
sources (m < m) or because of exports to the external market (m > m); mobility
is the only source of factor variability. As a central case, one may think of the
variable factor as labor, with s the initial native population of mobile workers,
and think of the fixed factor as land and capital owned by other (nonmobile
worker) native residents. In this case, movement of the variable factor corre-
sponds to immigration or emigration. The analysis does not however require
factors of production to be owned by (initial) domestic residents.

The domestic government may drive a wedge between gross and net factor
returns through the use of {source-based) taxes and transfers. Let ¢ denote a tax
(or transfer, if negative) paid by (or to) the owners of the variable factor, so that
its net domestic retwrn is w — . In general, ¢ is allowed to depend on the state
of nature or, equivalently, to depend on the realized income of the variable factor.
The government budget constraint requires that taxes paid by the owners of one
factor be transferred to the owners of the other factor, so that the net return to
the owners of the immobile factors is given by r+ tm.

4 Ttis trivial to allow for other exogenonsly fixed government expenditures or zevenues, but since
none of the results are affected by ignoring such policies, they are omitted for ease of exposition.

If provision Jevels are held fixed, expenditures on pure or nonrival public goods would not vary

with factor movements. Differences in levels of provision among regions, like differences in

climate and other amenities, would give rise to compensating differentials in equilibrium wages
in the presence of full factor market integration, a fact that many authors have exploited to
estimate revealed valuations of amenities and public goods. Allowing explicitly for such
differences among regions would complicate the defails of the following analysis but not its
essential features. The benefits from provision of rival or congestible public goods, including
cash subsidies as well as various in-kind transfers and public services, are captured in the model
through the fiscal variable £, This variable should be interpreted to represent the fiscal contribu-

tion perunit of the variable factor, net of any costs incurred for the provision of rival public
{cont.}
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The level of employment of the variable factor is determined by factor
mobility, which may be costly. Let w denote the certain net return to the variable
input on external markets, taken as exogenously fixed. Let ¢ be the per-unit cost
of moving the variable factor into or out of the domestic economy. Migration
equilibrium requires that the net return to the variable factor be equailzed across
locations, net of migration costs, i.e.,

WocSw—tSW+te (14-4a)
m>m—s>w—I=wte¢ (14-4b)
m<m-rw—t=w-—c (14-4c)
Wec<w—t<wt+c—rm=m (14-4d)

Substituting from Eq. (14-2), Egs. (14-4a) to (14-4d) determine the equilibrium,
value of m conditional on the state of the world 6 and on the tax/transfer policy
I .

A special case. Given the state of the world and the redistributive policy of the
domestic government, the system of equations and inequalities in Eq. (14-2) and
Eqgs. (14-4a) to (14-4d) constitutes a simple general equilibrium mode! that can
be used to determine equilibrium levels of the variable factor and output,
equilibrium gross and net factor prices, and the distribution of income. It is
possible to study this model in its most general form, and the analysis below
does indeed contain several results that apply in the general case. However, the
nature and mechanics of equilibrium in the model are most easily understood
by considering an illustrative special case,

' The special case involves restrictions on the production function and on the
distribution of the random variable 6. First, the production function is assumed
to be quadratic in m with a marginal product for the variable factor that is subject
to additive uncertainty, that is, f(m,6)=(a+8)m—-bm /2 so that
S =a+0-bm. For the sake of brevity, let us call this the additive-quadratic
production technology. Sccond, suppose that 6 is a discrete random varjable,
taking on only the values 6, 8, with equal probability, Without loss of generality,
assume that 8, > 6, (so that B is a “good” state of the world) and that 8,+8,=
0 (that is, the parameter ais adjustcd so that the 8,’s have a zero mean) F:gurc
14-1 shows the linear downward-sloping margmai productivity curves for the
variable factor for each of the two states of the world. Assume, finaily, that
a— bm = w, so that the mean domestic marginal product of the variable factor,
when only the domestic endowment of the factor is employed, is equal to its
external net rate of return. This assumption provides a reference point or

normalization for the analysis by anchoring the expected return to the variable
(cont.)

goods and services. There is some loss of important detail in this interpretation insofar as the

value of the benefits provided by public expenditures differ from the cost of provision but the

analysis would not be affected in its essential features by explicit inclusion of congestible public

goods in the model.
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Figure 14-1, Factor mobility and income risk

input to that obtainable externally.’ To depict the equilibrium, suppose first that
there is no government redistributive policy so that 7= 0. If ¢ is sufficiently large
~specifically, if ¢ > 8, =16, | - there will be no movement of the variable factor
in either state of the world. Hence m = m in equilibrium, and the equilibrium
price of the variable factor is W, = £,,(m,8.) in state 6, as shown in Fig. 14-1. This
corresponds to the equilibrium condition Eq. (14-4d), Total output and the return
to the fixed factor are given by 0 (2 +0,)Am and (z + 8,)Aw,, respectively, for
the good state, and by 0 (a + 8,) D and (a + 8,) Div, for the bad state.

If ¢ < 8, factor migration will cccur in each state of the world. In the extreme
case where ¢ = 0, migration will occur in either state of the world, withm = m,
ife=6 andm= m_. if6=8,, as shown in Fig, 14-1. The net domestic return
to the variable factor will be equal to that on the external market, W, inde-
pendently of the realization of 8. Total output and the return to the fixed factor
willbe 0 (g + 8)Bm . and (a+ 0 )Bw in the good state, and 0 (a + 8,) Cm_.
and (@ +8,) Cw in the bad state. More generally, if 0 < ¢ < 8., the equilibrium
domestic price for the variable factor is W + ¢ in the good state {corresponding
to equilibrium condition Eq. [14-4b]) and W — ¢ in the bad state {corresponding
to equilibrium condition Eq. [14-4¢]). The equilibrium level of employment of
the variable factor is m, in state i, with My <My <M<, <m__,as shown in

3 If the mean domestic retum is higher or lower than that in the external market, the owners of
the variable factor would obtain a higher or lower expected return, respectively, when factor
markets are integrated.
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the figure. Total output and the return to the fixed input can be read from the
diagram as before. , :

1t is straightforward to show how taxes or transfers are incorporated into this
model. If, for instance, the variable factor is subject to a positive per-unit tax of
tin the good state, the curve g + 6, —bm in Fig. 14-1, shifted down by the amount
t, would show the net return to the variable input as a function of the level of
employment. The level of m at which this net return is equal to w + ¢ would
determine the equilibrium level of m in the good state, assuming that it exceeds
m. If the variable input receives a subsidy (i.e., ¢ < 0) then the curve would be
shifted upward by the appropriate amount to determine the equilibrium. The
level of employment of the variable input generally depends on the tax-transfer
policy 2.

Although this special case of the model entails quite restrictive assumptions,
it clearly illustrates the essential elements of the determination of equilibrium.
Most importantly, it shows how the equilibrium level of employment as well as
gross and net factor prices depend on the state of nature, government redistribu-
tive policies, and the level of migration costs, If migration costs are sufficiently
high, the variable factor is effectively immobile and external factor prices do
not affect domestic factor prices. If migration costs are sufficiently low, domes-
tic factor prices are linked by spatial arbitrage, through factor mobility, to
external prices. These are important and general properties of the model, not
dependent on specific assumptions about the form of the production function or
the nature of uncertainty. -

In: closing the description of the basic model, it is worth noting some possible
interpretations and extensions. First, the underlying source of risk in the econ-
omy, the random variable 8, has several possible interpretations. It could refer
to technological uncertainty in an economy where the homogeneous output is
“corn,” an all-purpose commodity used directly for consumption. Alternatively,
one might suppose that the domestic economy is small and open with respect to
commodity trade and that it is specialized in the production of particular goods
which trade on world markets at uncertain prices, This corresponds to the special
case of Eq. (14-1) where @ enters f multiplicatively and is interpreted as the
world price of the domestically-produced good relative to the price of “corn”;
“corn” itself could be a Hicksian composite commodity that encompasses all
other tradeable goods that have fixed relative prices in world markets,

It is straightforward to extend the model to allow explicitly for other traded
factors of production or for many traded goods, provided that these commodities
trade at fixed external prices and that they are not.the subject of any fiscal

policies or other distortions, Adding extra inputs to the production process at

fixed prices does not change the nature of factor price determination for the two
inputs described already. (See Sandmo and Wildasin [1994] for further discus-
sion.) Trade in goods can lead to factor price equalization, in which case
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“commodity movements and factor movements are substitutes” (Murdell
1957). Although factor price equalization could obviate much of the present
analysis by eliminating migration incentives, it is worth recalling that the
underlying assumptions of identical production technologies ‘among jurisdic-
tions and free intersectoral factor mobility are quite strong.’ In the present
model, the random variable 6 can be interpreted as random departures from the
production technology prevailing in the rest of the world, Under this interpre-
tation, factor price equalization is precluded by Jjurisdiction-specific production
technologies built directly into the model. Alternatively, one could think of § as
a terms-of-trade shock which affects factor prices because some factors of
production are not only interjurisdictionally but intersectorally immobile {at
least over the relevant time horizon). At the empirical level, observed factor
mobility as well as (binding) constraints on factor mobility (such as immigration
quotas or capital controls) testify to the existence of spatial variations in net
factor returns, suggesting the value of models in which factor price egualization
does not hold.

3. Lconemic integration and income risk

3.1 Income risk in the absence of
income redistribution policy

Consider now the nature of income risk in the foregoing model. We begin with
the case where the government does not intervene to change the distribution of
income.

Suppose first that migration costs are prohibitively high, so that no factor
reallocations oceur in any state of the world. Domestic factor prices and incomes
will generally be stochastic, with distributions that depend both on the distribu-
tion of the underlying random variable 6 and on the way that uncertainty enters
the production technology. When the production function is additive-quadratic,
the gross price of the variable factor has a variance equal to the variance of 8
itself, while the gross return to the fixed input is nonstochastic.’ This is
illustrated for the particular case of a two-point distribution of 8 in Fig, 14-1,
where the return to the fixed factor is the area under the marginal product curve
for m and above its equilibrium price, i.¢., the triangular area {a+96 I)A"w_,r'1 in the

5 Indeed, any plausible theory of technological uniformity requires an explanation of technologi-
cal diffusion; since technology is frequently embodied in either human or non-human capital,
factor mobility may actually contribute importantly to the establishment of identical preduction
technologies in different regions or countries.

7 Givenf (m,0) = (a + 8) m — bm/2, the equilibrium price of the variable factor with no migration
is ¢ — bnt + 0. Since E(6) = 0, lie expected return to the variable factor is just a — bt and the
variance is E (¢ - bm + 8~ [a— bm])? = E (6)* = Var (8). From Eq. (14-3), r=(a+ )@
—bin/2 — ([a + BF ~ bin) = bm*/2, which is independent of the value of 6,
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good state and (a + (Eiz)D“m?2 in the bad state. These triangles are clearly equal in
gize, showing that the return to the fixed factor is state-independent.

In the opposite extreme case, where migration costs are negligible, the
equilibrium domestic factor price for the variable input is equal to the price fixed
on external markets and is thus completely certain, Although income risk for
the owners of the variable factor disappears in this case, it does not disappear
for the economy as a whole. Rather, all risk is shifted to the owners of the
immobile factor. A complete opening of the economy to the external market for
the variable input does not merely imply that the fixed factor absorbs all risk,
however. It also changes the mean return to the fixed factor. In the special case
illustrated in Fig. 14-1, for examgile, the mean return to the variable input is
unchanged when it becomes perfectly mobile, but the mean retumn to the fixed
input becomes .5 (a + 8 )Bw + .5 (a + 8,)Cw, in contrast to a mean return of
5 (a+8)Aw, +.5 (a+8,) DW, when the variable input is completely immo-
bile. Moving from compiete immobility to perfect mobility of the variable input
thus increases the mean return to the fixed input by the amount
w ABW — WCDw, = (m — m_, )0,. There is an “efficiency gain” that results from
an increase in the mobility of the variable input which takes the form of an
increase in the mean income accruing to the factor owners in the domestic
economy.

Although the comparison of the polar extreme cases of complete immobility
and complete mobility of the variable input is informative, the process of
economic integration does not occur all at once, as represented in the model by
a reduction in ¢ from some very high level to zero, A more realistic view of the
process is that the variable input is partially mobile initially, but that it becomes
increasingly mobile over time. What happens to income and income risk for
each type of factor as the domestic market for the variable input becomes
increasingly integrated with the external market? This amounts to asking for a
comparative-statics analysis of the effect of a reduction in ¢ on the distribution
of returns to both factors. A

When the variable input is immobile (for instance, if ¢ is infinite), the
cumulative distribution of w is given by

prob {w <w_ } = prob{f (m.,0) <w, | (14-5)
for any w, 2 0, a distribution that can be determined for any given production
techneology and distribution of 6. For instance, in the additive-quadratic case,
the distribution of w — ¢ + bm is identical to that of 6. Reductions in ¢ truncate
the distribution of w at both tails, such that

prob {w=w+c}=prob{f (m8)2W+c|=P, (14-6a)
prob {w=w~c}=prob{f (m0)SWw—-c|=P, (14-6b)

ptob {waO}sz«}-prob{Wwchm(ﬁ,B)SWG}D

€ [W—e,w+c] (14-6¢)
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In particular, if 8 is symmetrically distributed and if W = g — bm, reductions in
¢ trim the tails of the distribution of w without changing its mean, so that the
only effect of increased integration on the return to the variable Sactor is to
reduce its risk. If the external rate of return to the variable factor were higher or
lower than a + bm or if 8 were not symmetrically distributed, greater integration
would raise or lower its mean return while still limiting the range of its variation.
The effect of reductions in ¢ on the distribution of returns to the immobile
factor is more difficult to ascertain in general. However, analysis of a useful
special case — that of an additive-quadratic production technology and uni-
formly-distributed technology shocks — confirms what the polar cases of com-
plete immobility and complete immobility suggest should be true. First, as
shown in Fig. 14-2, reductions in the cost of factor mobility raise the expected
return to the fixed inpus. That is, there is an “efficiency gain” from improved
mobility of the variable input since it can be allocated more easily where its
productivity is higher. (The subscript “LF” in these figures denotes "laissez
faire,” in reference to the absence of a government redistributive policy.)
Second, the variance of the return to the variable input diminishes as its mobility
improves, as shown in Fig. 14-3. Third, the variance of the return to the fixed
factor rises as the mobility of the variable input incregases.

Eirl)

Figure 14-2. Expected return to fixed factor
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\ o - Varg (r +tm)

Figure 14-3, Variations of factor retums

32 Economic integration, risk,
and income redistribution

Let us now consider the impact of govermment redistribution policy as the
mobility of the variable factor changes.

Full insurance for the variable factor. Begin with the case where the vari-
able factor is completely immobile. As noted above, the gross income of this
factor varies with the state of nature in this case; the income of the immobile
factor may.not. Government policy cannot eliminate income risk under the
assumptions that we have made, but it can change how that risk is distributed.
For instance, it would be possible to impose a tax/transfer policy such that the
net income of the variable input would be the same in all states of the world, the
case of full insurance for the variable factor. This outcome can be achieved by
setting # = fin(m,8) — w, in which case the net income of the variable input would
be equal to w in every state while the income of the fixed input would be equal
to f(m,8) — wm, thus absorbing all income risk. Income redistribution policy
has no effect on the physical allocation of resources in this case,

Now suppose that the variable input is potentially mobile, at a cost of ¢ per
unit, and that the government continues to use redistributive policies that keep
the net income of the variable input fixed at w. As long as this policy is in place,
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there is no incentive for domestic or foreign owners of the variable input to incur

the cost of removing it from or bringing it to the domestic economy; in other
words, this policy forestalls any factor mobility for any positive value of ¢.
Under this policy, then, changes in the level of ¢ have no effect on input or output
levels or on gross or net incomes in any state of the wotld. By comparison with
the laissez-faire case, for each value of ¢, the mean return to the variable input
is the same, but its variance is lower (specifically, zero) in the presence of this
government policy. On the other hand, the mean return to the immobile factor
is lower because the efficiency gains from factor mobility are not exploited. This
is an “efficiency loss” from the imposition of the government’s redistributive
policy.

How does this policy of full insurance for the variable factor affect the
variability of the net return to the fixed factor? The answer is clear in general
terms: The fixed input absorbs all income risk in the economy and this risk is
independent of the level of ¢ (because the allocation of resources is independent
of ¢ in the presence of full public insurance for the variable input). The horizontal
line in Fig, 14-3 labeled * ar, (r + tm)” (for “full insurance”) illustrates.
Interestingly, it is possible that the variability of the return to the fixed factor
can be lower in the full insurance case than under laissez faire for sufficiently
small values of c. In the case illustrated in Fig. 14-3, however, this occurs only
at very low values of ¢.

Partial insurance of the variable input. An extreme policy of using taxes
and transfers to shift all income risk from the variable to the fixed factor destroys
all incentives for the variable factor to relocate after the state of nature is known.
This policy thus completely negates any allocative gains from reductions in the
cost of factor mobility. While this extreme case is illustrative, it is clearly quite
special; a priori, findings for this case may not extend to more interesting
intermediate cases. For instance, suppose that the government imposes a pro-
portional tax or subsidy on deviations from the mean return of the variable input,
such that

t=0(w-w) oel0]1] 14-1n
This policy encompasses the laissez faire and perfect insurance policies as
polar extremes, corresponding to o = 0 and o = 1, respectively. More generally,
a policy with o. €(0,1) proportionally shrinks the variation in w, and can be
viewed as a proportional income tax/negative income tax scheme with a
constant marginal tax rate of o and a break-even level of income of w. The net
return to the variable input under this policy is a simple weighted average of the
gross return w and the mean return w:

w-t=0w+(l-ow (14-8)

Although it is quite difficult to derive general conclusions about the effects
of increased factor mobility on factor allocations and income distribution under
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this policy, results can be computed for the simple special case where the
production technology is additive-quadratic and 9 is uniformly distributed. A
policy of partial insurance for the variable input implies that the gross and net
returns to each factor diverge due to the presence of the taxes and transfers
through which the insurance is implemented. For any given value of the cost of
migration ¢, one can show that (i) the expected gross and net return to the
variable input is equal to w in the presence of partial insurance (by construction);
(ii) the variance of the net return to the variable input is less than the variance
of the gross return; (jif) the expected net return to the fixed input is less than its
expected gross return; and (iv) the variance of the net return to the fixed input
exceeds that of the gross return.® What is of most interest for present purposes,
however, is how these moments of the factor price distributions change with the
cost'of mobility. Essentially, the results parallel those for the laissez-faire case.
As economic integration proceeds, the variance of both the gross and net return
to the variable input falls. In the extreme case of perfect mobility, both variances
drop to zero as a result of perfect arbitrage between the internal and external
factor markets. Reductions in ¢ raise the expected gross and net return to the
fixed factor and also raise the variance of both the gross and the net return. These
impacts are qualitatively in the same direction as for the laissez-faire case,
though of course their quantitative magnitudes are different.

3.3 Alternative assumptions
about factor mobility

In applying the preceding analysis, the question naturaily arises as to which
factors of production, in practice, are relatively mobile or immobile. A case
could be made, in some circumstances, for the stylized assumption that “capital
is mobile but labor is immobile,” whereas the reverse assumption might be
equally defensible in other circumstances. Actually, an attempt at rigid g priori
determinations of “fixed” and “variable” inputs will probably not be fruitful
since, in practice, almost all inpats are variable, but only at a cost, Factor
migration is intrinsically a dynamic process, and the responsiveness of capital
and labor allocations to rate of return differentials in different locations will
depend on the persistence of the differentials and on the length of the decision
horizons of workers and firms. For example, U.S. census data show that the
proportion of young adults (for instance, those aged 20-24) who relocate in a
given year is much higher than the proportion of older adults (forinstance, those
in the age groups 55-64 or 65-74) who move, Formal empirical analysis (such
as Topel [1986]) confirms that younger workers are more likely than older

% Details and illustrations of the calcuiations are omitted to save space. These properties are as
expected: (ii) implies that the partial insurance policy actually does lower the variance of net
relative to gross income for the “insured” factor; (ili) implies that there is an “efficiency, loss”
from the policy; and (iv) implies that the policy shifts risk from the variable to the fixed input.



328 Taxation and distribution

workers to relocate in response to a given wage differential. An obvious
explanation for this pattern of behavior is that young workers have lower moving
costs and have a longer period during which they can reap the benefits of higher
incomes in a new location. A corollary of this finding is that spatial net income
differentials that are persistent or that are expected to persist will give rise to
more factor reallocation than short-lived fluctuations in factor returns.

The dynamic nature of the migration process raises 2 number of difficult
questions for empirical analysis. First, the demographic, health, and occupa-
tional status of migrants is likely to change over the horizon of relatively costly
moves. Potential migrants may well marry, have children, become employed or
unemployed, acquire new skills, or become ill or elderly during the time that
they expect to resideinanew location. The “netincome” measure that is relevant
for modeling the migration decision should thus include benefits and costs
accruing to other family members, perhags extending over more than one
generation and varying among households.

Second, changes in migrant status over time are also likely to be crucia! for
understanding how potential migrants interact with fiscal systems and other
policies. Many welfare-state policies affect people at the extremes of the life
cycle (family allowances, education, child care, retirement benefits, and health
care for the elderly), so their effect on migration choices may be especially
dependent on the length of the potential migrant’s planning horizon and on
current and anticipated family demographic structure. Public pension systems
affect the entire lifetime income stream of participants. Rough estimates
(Wildasin 1994a) indicate that 20-year-old workers moving from one EU
country to another may experience changes in net public pension wealth
amounting to several years’ worth of earnings. Quantitatively large effects of
policy on net factor returns are of course to be expected, since public expendi-
tures in modern welfare states often amount to half of GDP.

Third, the degree of factor mobility may be obscured, empirically, by
endogenous policy adjustment. As an illustration, suppose that unrest and
economic breakdown in one country induce neighboring countries to reinforce
their immigration constraints, Wide fluctuations in factor returns may only give
rise to small changes in factor allocations under such circumstances because
policy responses are designed to ensure this is the case. Another way to say this
is that the data are generated by a simultaneously-determined equilibrium in

? Empirical research on savings behavior suggests that while some households are relatively
myapic, others plan for retirement consumption in accordance with the life-cycle hypothesis
and still others appear to accumulate wealth for the purpose of making intergenerational
transfers. Planning horizons for migration decisions are presumably likewise heterogeneous.
See, for example, King and Dicks-Mireaux (1982) and, for a survey and additional references,
Boadway and Wildasin (1994).
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policies and market variables, and models that focus only on the latter will be
misspf:t:iﬁv::d‘.1‘0

A final important issue for empirical analysis of factor mobility concerns
factor aggregation. The migration costs of old and young workers or of low-
skilled, higher-skilled, professional, and managerial workers are likely to differ
substantially. Indeed, one important benefit of certain types of skill acquisition
(including languege skills and general education) is precisely the increased
greater interoccupational and interregional mobility that it affords, The possi-
bility of substitute/complement relationships among different types of 1abor, the
role of skill and hurman capital heterogeneity as a contributing factor to earnings
inequality, and the importance of intergenerational distributional issues and their
interaction with intergenerational tax/transfer policies such as public pensions
and debt policy, are all important issues the study of which hinges on explicit
recognition of labor heterogeneity. The private nonhurnan capital stock is also
heterogeneous and of variable durability. The same is true for public capital.

Major public infrastructure may be quite long-lived, while other types of public-

capital can be adjusted relatively quickly.

A more general analysis would allow for many heterogeneous factors of
production, each of which is potentially mobile with costs of adjustment,
varying by factor, that depend on the speed of adjustment. Pending the formu-
lation and analysis of such models, there is still much to be learned from the
study of simple static general equilibrium models based on stylized assumptions
about factor mobility and factor aggregation. These models can be viewed as
special cases of more general formulations, yielding results which therefore
serve as benchmarks for further analysis, In this exploratory spirit, it is useful
to entertain a variety of assumptions about factor mobility. With specific
reference to the model developed above, it may be useful, for the purposes of
some questions relating to some regions over some periods of time, to aggregate
all inputs into capital and labor and to assume that labor is mobile and that capital
is irnmobile. For other purposes, one might reverse the assumptions about labor
and capital mobility. For still other purposes, other factor aggregations might be
more useful. The most fruitful approach to the analysis of public policy ques-
tions facing the welfare states of modern Europe and elsewhere is not to insist
that either “capital” or “labor” is mobile or immaobile, but rather to recognize
the appropriateness of different stylized assumptions for different purposes.

% Summers (1988) has made this point in the context of trade policy and capital mobility. When
these lines were first written, the U.S. government was attempting to discourage Haitians and
Cubans from entering the U.5., fearing a repetition of the Mariel boatlift. Such situations arise
with increasing frequency, illustrated, for instance, by the recent attempts by Albanians to move
to Italy which met with considerable Italian resistance.
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4. The experience of factor market integration

As already discussed, assessing the extent of factor mobility and factor market
integration presents a number of difficult empirical questions, so the application
of the foregoing analysis to practical cases must be undertaken carefully.
Nevertheless, despite (or perhaps because of) the simplicity of the analysis
developed in the preceding sections, it can shed some light on the experience
of factor market integration and on the formulation of economic policy in a
variety of contexts, This section discusses some aspects of factor market
integration and its fiscal implications in developed and developing countries.

4.1 Factor market integration in
developed countries

The welfare states of the advanced democracies face an increasingly liberalized
¢conomic environment. In part this is a result of more or less deliberate policy
choices, and in part it is a result of long-run technological and other trends, One
aspect of this liberalization is an increase in factor mobility, Freer markets
generally create incentives for greater responsiveness to shocks, with resulting
gains in efficiency. The analysis of Sections 2 and 3 bears this out: As factor
mobility increases, expected income rises. Shocks give rise to larger fluctuations
in input and output levels, with higher levels of employment in high-productiv-
ity states of the world and lower levels in states where productivity is low.
Efficiency is improved and expected returns rise. In the specific model used, the
increase in efficiency of resource allocation accrues only to the immobile input,
while the expected return to the variable input remains unchanged, These
efficiency gains may be lost, however, if government redistributive policies dull
the incentives for state-contingent reallocations of the variable input. In the
extreme case of full insurance, none of the potential efficiency gains from
greater factor mobility may be realized,

What are the distributional implications of greater factor mobility? Do the
efficiency gains of greater factor mobility come at the cost of equity? These
questions are, by their very nature, not easily resolved due to the difficulty in
defining what is equitable. Still, some useful lessons can be drawn from the
foregoing analysis by considering different possible scenarios.

Suppose, for example, that there are only two factors, labor and capital, and
that labor is the variable input. In the laissez-faire economy, greater labor
mobility raises the expected return to capital. Workers do not, on average, obtain
higher incomes. They do, however, experience reduced income risk, as greater
mobility provides them with better access to external market opportunities.
Capital income becomes increasingly risky as labor mobility improves. Gov-
ernment policies that pool income risk bring about efficiency losses but also
shift income risk from labor to capital. If protection of labor income through
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market mechanisms is infeasible, then there may be substantial benefits from
government redistributive policies in arelatively closed economic environment
where workers in unproductive regions have very few opportunities to escape
to more rewarding pursuits, However, the benefit from these policies is dimin-
ished, and their cost is increased, when labor mobility increases. These policies
now inhibit state-contingent factor reallocations that both increase efficiency
and reduce income risk for workers. Although a more open economic enviren-
ment may limit the ability of policymakers to redistribute income and cause
some retrenchment of programs aimed at insuring wage incomes, it does not
necessarily follow that the objectives of those programs are compromised.
Rather, the mechanism of wage income insurance may simply shift from public
sector redistribution to private sector wage equalization through migration.

Suppose now that capital rather than labor is “the” mobile factor of produc-
tion, The foregoing analysis implies that greater integration of factor markets
may increase earnings risk for labor. Greater capital mobility may reduce the
riskiness of investment returns at their source. To the extent that capital income
streams are tradeable through financial markets, however, the risks to capital
income recipients may already be widely shared. Reductions in capital income
risk at source may therefore not reduce the income risk of capital owners very
substantially, The riskiness of wage income, however, may increase signifi-
cantly. The analysis presented in Section 3 suggests that such wage risk can be
diminished by reductions in the degree of insurance provided to capital income,
One way to do this is by restructuring fiscal and other policies. Reductions in
effective corporate income tax rates, for example, could reduce the burden of
risk shifted from capital income to labor income while simultaneously raising
the net return to labor by improving the efficiency of resource allocation.

As a further variation on the model, suppose that there are three factors of
production, Suppose that highly skilled and (generally) high-income workers
are treated as a variable input while low-skilled and (generally) low-wage
workers are relatively immobile. Capital is freely mobile and untaxed and, as
indicated in Section 2, can be subsumed within the model with no change in the
analysis, In this world, greater mobility of high-skilled workers does not raise
their average incomes, but it does result in an increase in the average income of
low-skilled workers, as illustrated in Fig, 14-2, In this respect, greater mobility
of high-skilled labor would be inequality-reducing. Nevertheless, low-skilled
workers may experience greater income risk as a result of greater mobility of
high-skilled workers, while the income risk of the latter may diminish. The
allocative losses due to government policics such as personal income taxes,
payroll taxes, and consumption taxes increase if the market for the highly skilled
workers becomes freer. Since these policies also shift income risk to less skilled
workers, scaling back the extent of income-conditioning of tax-transfer policies
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that apply to high-skilled workers may reduce some of the income shocks to
which less skilled workers might otherwise be exposed.

German unification provides a modern European example of a situation
where factor market integration is playing an important role in income distribu-
tion and where it presents new challenges for policymakers (see Sinn and Sinn
{1992] for an insightful discussion). East-west migration within Germany has
to some extent provided an opportunity for workers in the east to raise their
incomes. The magnitude of this flow would undoubtedly be much Iarger if the
government were to refrain from providing generous unemployment benefits
and other “social benefits” to workers in the east, along with operating subsidies
to outmoded and uneconomic firms there in order to maintain the demand for
labor. As in the model of Section 3, government insurance of wage income has
reduced the labor flow that would otherwise have taken place, but at the cost of
lost efficiency. This picture of factor market relationships between eastern and
western Germany can be extended to a characterization of western Europe, or
to Europe as a whole. (See Straubhaar and Zimmermann {1992} and Flanagan
[1993] for recent assessments of labor mobility in Europe.) The admission of
Greece, Spain, and Portugal to the EU facilitates labor mobility and equalization
of earnings among workers within western Europe. The prospect of such
migration presumnably underlies, at least in part, the rejection of Turkey’s
application for EU membership. Similarly, the relatively rapid admission of the
Nordic countries and Austria to the EU can be attributed, in part, to the absence
of concerns about strong negative labor-market impacts on existing member
states, East-west migration from the states of the former Eastern-bloc countries
also affords an opportunity for equalization of earnings through labor move-
meunts, as does migration from Latin America to North America.

In Canada, there has been considerable debate over the extent to which
intergovernmental transfers have inhibited labor migration from poor provinces,
perhaps thereby forestalling interprovincial wage equalization, An analysis by
Boadway and Green (1981) indicates that better-educated workers in New-
foundland tend to be more mobile, indicating both the importance of mobility
costs for some workers and ways that mobility costs can be reduced through
policy interventions. They find that better education contributes not just to
increases in nef migration (a “brain drain™) but also to increases in gross
migration, in which one region exchanges well-educated workers with other
regions. This suggests that reductions in mobility costs through education may
increase the integration of a region (industry, occupation) with the rest of the
economy and lead to more productivity-enhancing “matching migration” as
opposed to “expansion or contraction” migration. Presumably, such migration
also reduces inequality among mobile workers,
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4.2 Factor market integration in
LDCs and in a historical context

One can find numerous examples where labor mobility has contributed or
clearly could contribute to reduced inequality in earnings. Some of the most
interesting examples appear in economies where public sector insurance/redis-
tribution programs are poorly developed and where mobility of labor may thus
assume a particularly prominent role. Modern less-developed countries often
have very radimentary and limited tax and transfer systems; the same was true
of the now-developed countries in earlier periods, before the modemn welfare
state assumed its present standing,'!

As a firstillustration, one might consider the “great migration” of blacks (and
non-black low-wage workers) from the rural South to the urban North of the
United States during the first decades of this century (see Margo [1990] for a
discussion and references). The consequences of this migration are still being
felt, and they have not by any means been entirely benign. Nevertheless, access
to labor market opportunities for blacks outside the South and the accompanying
migration undoubtedly raised black incomes relative to what they would other-
wise have been and thus contributed to a reduction in economic inequality. The
system of apartheid in South Africa provides an interesting comparison. Apart-
heid limited the freedom of contract of biack South Africans in many respects;
the restrictions on freedom of movement were among the most important and
contributed substantially to the creation and entrenchment of extreme economic
inequality. Many job opportunities for blacks were thus destroyed by artificial
separation of the races among regions (including so-called “homelands™) and
within metropolitan areas, The establishment of black townships limited the
geographical scope of the labor market for blacks, artificially depressing their
earnings, perhaps raising the earnings of some segments of the white labor force
and, in the process, creating substantial economic inefficiency. (In accordance
with standard principles of fiscal federalism, the South African case provides a
striking illustration of the role of political and fiscal centralization in facilitating
the income-redistributive functions of the public sector. A highly centralized
system was used, under apartheid, to carry out redistribution from poor to rich,
probably at great economic cost. It would have been difficult for any single
province or metropolitan area within South Africa to implement a policy like
apartheid in isolation because of the efficiency losses associated with it.) The
dismantling of apartheid and the still-immature decentralization of political
authority in South Africa should lead to a substantially more liberal economic
environment that both improves economic efficiency and reduces earnings
inequality.

11 Needless to say, it is impossible here {0 give more than a few illustrative examples of the
extremely diverse experience of developing countries. See Stark (1991) and Razin and Sadka
(1995) for a discussion of migration issues in LDCs and further references to relevant literature,
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Of course, reductions in earnings inequality associated with more intense
labor market competition are unlikely to be welcomed by workers facing the
erosion of a previously protected situation. This is one of the pressing
dilemmas facing China today. As in South Africa under apartheid, house-
holds in China faced severe restrictions on mobility during the Mao period.
The household registration (hukou) system (see, for example, Cheng and
Selden [1994] for a description) specified where people could work and, in
particular, classified workers as rural or urban workers. A worker seeking to
move from rural agricultural employment to urban nonagricultural work
would have to apply through the relevant bureaucracies, and the number of
workers allowed to make such moves was tightly controlled. The enforce-
ment of these controls was closely intertwined with state controls on essen-
tial goods and services. For instance, unauthorized workers would not
qualify for grain rations, employer-provided housing, or health care. The
absence of freely functioning markets for such basic goods meant that
households would likely bear substantial costs if they relocated without
proper bureaucratic approval, Substantial interregional income inequality
has arisen from this system, with incomes in coastal regions and urban areas
of China substantially greater than in interior and rural areas. Liberalization
of food markets has already taken place to a substantial extent and liberali-
zation of housing and labor markets, including the unbundling of health and
social service provision from the employment relationship, rank very high
on the agenda for economic reform (see Harrold and Lall [1993]). As
liberalization occurs, migration is increasing substantially, no doubt helping
to close some of the gaps in income between regions and among differently-
classified workers. This process has given rise to some concern that the
comparative and perhaps absolute reduction in economic status of the
established urban population may give rise to unrest. However that may be,
it is quite apparent that there are large potential efficiency gains from
enhanced labor mobility in China and that this is also likely to reduce
earnings disparities.

Analyses of migration of labor and capital from the old world to the new in
the nineteenth century also illustrate the role of spatial arbitrage in the equali-
zation of factor prices. Research by economic historians, especially a series of
recent studies by O’ Rourke et al. (1993), O’'Rourke et al. (1994), and others (see
Hatton and Williamson [1994] for a review) reveals that migration from the Old
World to the New in the late nineteenth century contributed substantially to
equalization of wage rates among countries. These authors emphasize that both
capital and labor tended to flow in the same direction, leading to greater equality
of returns for capital as well. The remaining immobile factors (land and natural
resources) experienced offsetting adjustments in returns. Although this bistori-
cally very important migration antedates the rise of the welfare state, its effects
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were presumably inequality-reducing, It would be quite interesting to compare
quantitatively the distributional impact of these factor movements with direct
policy interventions aimed at achieving changes in the distribution of income.

5. Conclusion

There are many issues relating to factor market integration and risk that have
been ignored here. For this reason, the analysis should be regarded only as
suggestive. Several important and difficult empirical questions have already
been mentioned. It is useful, in closing, to highlight some additional topics that
warrant further investigation,

Markets for risk. The foregoing analysis applies, in principle, to any situ-
ation where there is one potentially mobile variable input that is employed, along
with a fixed input, subject to uncertainty. The focus of the analysis has been on
the mean and variance of the income stream at its source, Some income streams,
however, notably those accruing to capital investments, can be traded and thus
diversified. Increases in capital market integration may not, therefore, reduce
the cost of risks that can be pooled by other means but may, instead, substitute for
some of the functions of financial markets; conversely, development of financial
markets may reduce some of the benefits of interjurisdictional capital flows.

Risk-pooling among jurisdictions generally requires cross-ownership of
claims on income streams; complete diversification across many jurisdictions
implies that the tradeable assets employed in a given jurisdiction will be owned,

in equilibriuvm, by nonresidents. This, however, creates an incentive for each.

local jurisdiction to tax away the income of diversifiable assets, or to seize the
assets themselves (see Wildasin and Wilson [1994], Nielsen [1994] and the
literature on sovereign debt, such as Eaton and Gersovitz [1985]). Therefore, a
real question exists regarding the sustainability of a regime with diversified
cross-ownership of assets unless governments can agree, in a credible fashion,
to restrain themselves from source-based taxation of income or assets owned by
nonresidents. Liberalization of regulatory constraints on factor movements may
provide one means by which such commitments could be made or signalled,
and perhaps thereby facilitating trading of risky assets.

A related issue concerns the possibility of rent extraction by owners of
immobile factors from owners of partially mobile factors. In a model of
land-rent maximizing localities with imperfectly mobile households, Wildasin
.and Wilson (1996) show how local fiscal policy can be used to exploit monop-
sony power on behalf of landowners, giving rise to ex post inequality among
ex ante identical individuals and thus ¢reating, rather than reducing, income risk,
In that model, increases in uncertainty are accompanied by efficiency losses.
Resolution of these issues requires a predictive model of the formulation of local
tax policy, an undertaking that lies beyond the scope of the present chapter.
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Localization economies and factor market integration. Urban agglom-
erations may provide another market mechanism for pooling risk. Krugman
(1991, esp. Appendix C) presents a model in which firms with uncorrelated
production risks locate together, providing risk-averse workers with protection
from wage risk. If firms can bear risk more easily than workers, agglomerations
can arise. In its emphasis on pooling of risk through access to dense markets,
the present analysis parallels that of Krugman, However, in Krugman'’s case,
dense markets arise through urban agglomerations, whereas in the present
analysis it is lower costs of movement to other regions that allow owners of
mobile factors to access markets with more stable factor prices. This raises
several interesting issues for further analysis, formulated here as conjectures.
First, to the extent that agglomerations arise from pooling of labor market risk,
greater mobility of labor among regions or countries reduces the benefits of
agglomeration and may lead to smaller equilibrium city sizes. By the same
token, increases in labor mobility among uncorrelated employers within a
metropolitan area, due to urban growth or diversification of urban industry,
reduces the attractiveness of interregional migration. Second, although the
analysis here has suggested that redistributive policies may reduce interregional
factor mobility and the sharing of risks through factor markets, there would seem
to be a corollary in the localization-economies context: Social insurance reduces
the benefits of urban agglomeration and, presumably, leads to smaller equilib-
rium city size.

Unequal regions and the gains and losses from federation. As noted at
the outset, a public policy that provides “insurance” in a long-run sense may be
viewed as “redistributive” in the “short run.” Incomes per capita in different
regions of the U.S. have converged substantially over the course of the past century
(see, for example, Mills and Hamilton [1984: Figure 2.1]), and comparatively free
migration of labor and capital within the U.S. has surely assisted that process. For
most of the century, however, some regions (notably the South) have been poor
relative to other regions. To the extent that labor and capital mobility have contrib-
uted 1o equalization of factor returns, there have been losers in this process as well
as gainers, Within the long-run perspective of the U.S. Constitution, such gains and
losses may not in themseives be of much concem. For a period of decades, workers
or capital owners in one region may suffer reductions in income because of
competition from immigrant capital or labor from other regions, but workers and
capital owners in each region (locality, etc.} value the option of being able to move
elsewhere should economic prospects in their current location take a turn for the

worse. Indeed, relative freedom of factor movements within countries is common- -

place, and it is clear that restrictions on such freedom {e.g., a prohibition on seeking
employment outside of one’s city of birth) would result in significant increases in
income risk.
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Consider, by contrast, the issue of freedom of migration between eastern and
western Europe. Rather like the American South, the countries of eastern Europe
have incomes much below that of their neighbors to the west. Unrestricted
movement of labor and capital among these countries would certainly contribute
to “pooling of income risks” or equalization of factor returns. However, it is not
clear that this is in the interest of affluent western countries. The analysis in
Wildasin (1994b) shows that immigration is necessarily harmful to at least some
of the initial residents (or, more precisely, the initial owners of the factors of
production) of a region if immigrants are net beneficiaries of the fiscal system.
(It is even possible that the initial residents may benefit from making transfers
to a source jurisdiction if this inhibits immigration.) In the “short run,” then, the
welfare states of western Europe may be net losers from increased factor
mobility. In the "“long run,” residents in these countries value the option of being
able to employ their productive resources outside of their home countries, and
might therefore wish to commit themselves to institutional arrangements, such
as EU membership, that expand such options. Whether a country gains or loses
from membership in a common market, or from allowing another country to
join a common market, is therefore a complex question that depends, in part, on
the durability of the institutional arrangements. '
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