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1: Introduction

Policy-based restrictions on the international mobility of labor are arguably the single largest
policy distortion that besets the international economy. A variety of studies suggests that even
a small reduction in barriers to migration will result in large welfare benefits to the global
economy. Unlike international trade in goods, or international financial flows, migration can
change the policy of the decision making in the economy. This is because population compo-
sition in terms of income, age, etc., can alter the power balance between the native-born and
the newcomers in a way that changes the political-economic policy of the state.

Nevertheless, despite the potential big gains from easing restrictions on international labor
mobility, countries do not pursue the liberalization of migration flows unilaterally, or through
negotiations, in a way that international trade negotiations do*. Why is this? Because, politi-
cians face a backlash against immigration. Among several key explanations for this, is the
fiscal burden imposed by immigration on the native-born.

In this paper we focus on a central tension faced by policy makers in countries that receive
migrants from lower wage countries. The former countries are typically highly productive and
capital rich. The resulting high wages attract both high-skill and low-skill migrants. Reinforc-
ing this migration is the nature of the host country's welfare state: low-skill migrants find a
generous welfare state particularly attractive. Such a welfare state may turn also to be a mi-
gration state. Low-skill migration imposes a fiscal burden on the native-born. In addition, a
generous welfare state may deter high-skill migration because heavy redistributive taxes must
accompany them. Indeed, over the last half-century, Europe's generous social benefits have
encouraged a massive surge of "welfare migration”, that is, of low-skill migrants. In contrast,
at the same period, the U.S. has attracted a major world portion of high-skill migrants, boost-
ing its innovative edge. While Europe ended up in the last two decades with 85 percent of all

low-skill migrants to developed countries, the US retains its innovative edge by attracting 55

! See Razin and Sadka (1997) for a review of the interaction between international trade and migration.
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percent of the world-educated migrants. European migration exhibits a bias towards low-
skilled workers, whereas the US attracts the majority of the world’s skilled migrants. At the
same time, the welfare system in Europe is more generous than the one in the US. This pivot
treatise describes the analytical framework that can explain the existence of these differ-
ences. Whether a group (union) of member states competes or coordinates its policies has

an impact on the skill composition of its migrants and the generosity of the welfare system.

Although the population in the U.S. is getting older and growing more slowly than in the past,

the demographic future for the U.S. is younger in comparison with the core EU countries.” In

> The aging of the population is a fundamental factor which is inter-related with migration and
the generosity of the welfare state. The old generally benefit from the generosity of the wel-
fare state (e.g. through the old-age social security benefits and Medicare in the U.S.). They are
also keen to admitting migrants, in particular high-skill migrants, as a way to alleviate the
finances of the welfare state. On the other hand, the working young, who finance the welfare
state through their payroll tax, are reluctant to support a generous welfare state. With respect
to migration, the young are less keen than the old to admitting migrants, because they may be
concerned about changes in the political balance in the future when they grow old and that
could endanger the old-age benefits they expect to receive. It is interesting to note in this con-
text that the current immigration debate in the U.S. about “the path to citizenship” of the un-
documented migrants is centered exactly about how they may tilt the political balance of
power, once they become citizens, concerning the “role of government” (i.e., the generosity of
the welfare state). This aging factor is another source of difference between the U.S. and the
EU. In 2010, the proportion of people 65 and older constituted 13.1% in the U.S., whereas in
the core EU countries it is significantly larger: 20.8% in Germany, 20.3% in Italy, 16.8% in

France, and 16.6% in the UK (United Nations, 2013).



particular, the U.S. population is projected to grow faster and age slower than the populations

of its major economic partners in Europe.

This paper develop an analytical model to explain key policy differences between two other-
wise similar economic unions, the U.S. and the EU: (i) higher generosity of the welfare-
migration system in the EU, relative to the U.S., (ii) the skill and the wealth bias of the migra-
tion to the U.S. relative to the migration to EU, with the former receiving a higher portion of

the high-skill and rich migrants.

We claim that the looser nature of the economic union in the EU, relative to the U.S., and the

relatively more aged population contribute a great deal to our understanding of the two

aforementioned policy differences.

2. Welfare State Coordination vs. Competition

The United States of America has organized its various states as a federation, since gaining
independence, over 200 years ago. The large expenditures incurred by the pre-independence
states during the war of independence and the consequent inability of the individual states to
repay the ensued debt, triggered the need and opportunity to establish an integrated federal
fiscal system. Congress then transferred the authority to levy taxes from the states to the fed-
eral government. The federal government bailed out the states and effectively assumed their
debts. The 1790 congress empowered the federal government to raise enough revenues to

service a big government debt.



Another wave of state fiscal crises in the mid of the nineteenth century enhanced the federal
government to take a leading role in financing infrastructure projects, allowing state govern-
ments to reduce their role. Following the debt crises, many states introduced some forms of
balanced budget rules into their constitutions; see Sargent (2012). This enhanced the role of
the federal government in the fiscal system. Nowadays, federal tax revenues constitute well

over one-half of all the tax revenues (federal, state and local) in the U.S.

In contrast, at the time the European Union is born, all the major individual countries have
already well-established solid fiscal systems and none was at a risk of default. As a result, the
individual countries preserved their fiscal independence from the outset. Later on, treaties
(such as the Maastricht Treaty of 1992) attempted to restrict the fiscal sovereignty of individ-
ual countries. However, restrictions apply merely to several aggregate variables, such as the
budget deficit and the public debt. Each country was free to set its total expenditures and their
compositions. This effectively means that each country faced no restrictions on the level and
composition of its social expenditures and taxes - key components of the welfare state. Fur-
thermore, these treaties were not effectively enforced, mostly because of the veto power
granted to each country on important fiscal policies. In contrast to the U.S., there are no EU-
wide taxes or social programs in the EU. There is no EU-wide income tax, no health care pro-
grams (such as, for instance, Medicare, and Affordable Care in the U.S.), and no social securi-
ty payroll taxes in the EU. The EU budget amounts to no more than one percent of the GDP in
the EU. Indeed, the social expenditures are significantly lower in the U.S., relative to the core
EU member states. For example, total social expenditures in 2000 amounted to 8,618 USD in
Denmark, 7,583 USD in Germany, 8,040 USD in France, 8,668 USD in Sweden, but only

5,838 USD in the U.S. (Data: OECD library).

3. Migration State: Coordination vs. Competition
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In setting up migration policy, one is certainly concerned by the skill composition of immi-
grants. Naturally, high-skill immigrants are more attractive to the destination countries than
low-skill immigrants for a variety of reasons. For instance, high-skill immigrants are expected
to pay taxes to the Fisc in excess of what the Fisc provides them with. These immigrants are
also expected to boost the technological edge of the destination countries. In contrast, low-
skill immigrants tend to depress low-skill wages of the native-born, and they also deemed to

impose a burden on the fiscal system.

However, if a migration policy that favors the high-skill is coupled with a generous family-

unification policy, then an influx of low-skill migration takes place too.

3.1 The U.S.

Migrants from Europe (the Old World) created the United States (the New World). Naturally,
migration to this new world was not restricted. Mass migration to the United States accelerat-
ed starting in 1840 and peaked in the eve of World War I. Migration amounted to about

300,000 migrants a year in the mid-nineteenth century. It peaked to about 3,000,000 a year in

the years just before WWI.

WW] signaled the end of free migration worldwide. The League of Nations, formed after
WWI, failed to provide any support for international migration. Many countries, especially
the British Empire, insisted on their rights to limit migration, against the desire of countries
such as China, Japan, and India who were all in favor of labor mobility. A series of migration
restricting acts were introduced in the U.S. after WWI. Migration to the U.S. fell to mere

50,000 a year in the 1930’s, during the Great Depression. The 1917 Immigration Act excluded
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Asian immigration. The 1921 Emergency Quota Act limited migration to 350,000 a year. The
1924 Johnson-Reed Act cut the quota to 150,000 a year. Following the Great Depression, the
U.S. gradually cut the quota to 50,000; see Goldin, Camero and Balarajan (2011). More re-
cently, the U.S. tilted its migration policy in favor of high-skill migrants. The 1990 U.S. Im-

migration Act increased the number of temporary visas to high-skill workers.

In addition, the U.S. universities and research centers significantly funded directly and indi-
rectly by the U.S. federal and state governments, attracted talented researchers from all over
the world. Many of them remained in the U.S. after completing their original term of educa-
tion, training or research. Many became citizens. By the mid of 1990s, 30% of documented

immigrants to the U.S. were high-skill.

3.2._Europe

The birth of the welfare state is in Bismark Germany in the late nineteenth century. In the
twenty century, following two world wars, most of the European countries, that later formed
the European Union, provided the world with their own model of the welfare state. The re-
construction of continental Europe (and, in particular, of Germany and France) exhausted the
native-born labor force. This induced continental Europe to opt for guest workers from labor-
rich countries in southern Europe, Turkey and North Africa. Exceptionally, France had from
the beginning a legal immigration policy that allowed the settlement of immigrant workers
and their families from its colonies in North Africa. Germany, at the other extreme, always
attempted to maintain strict rotation policies aimed at not allowing the guest workers to settle
in Germany; see Hollifield (2004). However, eventually, family reunification arrangements

made the guest workers effectively residents throughout the core European countries.
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The removal of barriers to labor mobility within the EU, in the framework of the European
Single Market, coincided with increased restrictions by the EU member countries to the im-
migration from outside the EU. EU member countries were the ones who invoke the latter
restrictions, as they enable them to retain their sovereignty on non-EU immigration policy.
The collapse of the Soviet Bloc and the following enlargement of the EU to include Central

and East European countries brought additional migrants to the core-EU countries.

Overall, and unlike the U.S. migration, the European migration exhibit significant bias toward
low-skill migrants; see Boeri, Hanson and McCormick (2002) and Boeri (2008).Table 3.1
compares the stocks of migrants, by educational attendance, between the EU-15 and the U.S.
Indeed, we can see that more than 40% of the stock of migrants in the U.S. is with tertiary
education, whereas the corresponding figure for the EU-15 is less than 25%. Similarly, about
48-59% of the stock of migrants in the EU-15 has only primary education, whereas the corre-
sponding figures for the U.S. are only 22-26%.

Table 3.1: The Stocks of Migrants, by Education-Level, the U.S. and the EU-15, 1990 and

2000.

Education-Level EU-15 U.S.
(By Percentage of Total) 1990 2000 1990 2000
Primary 59 48 26 22
Secondary 24 28 31 36
Tertiary 18 24 43 24



100 100 100 100

Source: International Organization for Migration (IOM) and OECD.

Furthermore, data from the European Household Survey Panel reveals that in EU countries
with high education and income levels, such as Denmark, France, Germany, and the Nether-
lands, education levels of non-EU foreigners is significantly below that of the native-born.
The average skill-composition of non-EU foreigners is well below that of EU individuals who

moved from one EU country to reside in another EU country.

It is worth noting that the effect of migration on the fiscal burden is not that much noticeable
at the aggregate level of the fiscal system. The impact rests mainly on the distribution of the
burden between the high-skill and the low-skill, between the poor and the rich, between the

old and young, among various regions, etc.

4. Migration and the Fiscal System: Intra-Union Competition

The pioneering framework for competition among jurisdictions is due to Tiebout (1956), who
dealt with localities. Tiebout’s model features many “utility-taking” localities, analogous to
the perfect competition setup of many “price-taking” agents. His focus was on the allocation
of a given population among competing localities.® Adopting a similar approach, we model a
stylized economy with a group (union) of n small countries. There is free mobility of goods
and capital among them. They are also destination countries for migrants from the rest of the
world. These migrants are generally poorer than the native-born residents of these countries.

In this chapter we consider a competitive regime in which each country in the union deter-

3 A related issue, fiscal federalism, was first analyzed by Oates (1972).
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mines its own tax/ benefit and migration policies, in competition with the other countries. The
alternative of coordination among the union’s members with respect to the fiscal and migra-

tion policies (the coordination regime) is dealt with in the next chapter.

We turn now to a description of the union countries. For the sake of simplicity, we assume
that all these countries are identical and we specify the characteristics of a representative

country.

4.1. Representative Country

With a capital input, the constant-returns-to-scale, Cobb-Douglas production function be-

comes now
1- 1-B)(1—
Yy = AKPLSPe0-P0-a g cp<1,0<p< 1. (4.1)
The income shares of the high-skill and low-skill, respectively, are now given by (1 — f)a
and (1 — B)(1 — «), as can be seen from equations (4.2) below.

The competitive wages of high-skill and low-skill labor are equal to their marginal productivi-

ties:
(4.2)

_(-pay
WS—L—S

wy, =1-p)A-a)Y/L,

Note that the abundance of high-skill labor raises the wage of the low-skill whereas the abun-

dance of low-skill labor raises the wage of the high-skill.
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As before, aggregate labor supply, for high-skill and low-skill workers, respectively, is given

4

by™:

Ly = (S + oWl
4.3)

L,=1-S+1 -0l

As before, the size of the native-born population is normalized to one. Also, the total number

of workers, native-born and migrants, is given by:

For the sake of simplicity, we assume that physical capital does not depreciate. Firms rent
capital from individuals. In a competitive equilibrium the pre-tax rental price of capital (r)

will be equal to the marginal productivity of capital, that is
r=8 (4.5)

Native-born high-skill individuals, and low-skill individuals, and migrants differ from one
another in their ownership of capital (wealth). Migrants of both types (high-skill and low-
skill) own no capital. The native-born high-skill is endowed with more capital than the native-
born low-skill. Denote by K; the stock of capital owned by a native-born individual with skill
level | = s,u, where K, > K,,. Given that the high-skill earn a higher wage rate than the low-
skill (that is, wg > wy,), it follows that the native-born high-skill are unambiguously richer

than the native-born low-skill and all the migrants. Also, the native-born low-skill is richer

a(1-S+(1-o)p)
1-a)(S+op)
wage of the low-skill (wy > w,,).

* We also assume that > 1, which ensures that the wage of the high-skill always exceeds the

11



than the low-skill migrant. Such heterogeneity in income and wealth is crucial for the analysis

below.

An individual can rent her capital either at home or at the other union countries. Thus, the
total stock of capital, owned by residents, SK; + (1-S) K,, does not have to equal K, the total
input of capital as would be the case in a closed economy. As explained in the preceding
chapter, capital taxation is levied according to the source principle, according to which each
country taxes only the capital employed in that country. Denoting the tax rate on capital in-

come by 7, the net-of-tax rental price of capital is (1- 7x) r°.

We specify a simple welfare-state system in which there is a dual tax system: a tax at the rate
7, on labor income and a tax at the rate t; on capital income. We allow for different rates of
taxation of labor and capital in order to examine the effects of migration and capital mobility
separately on capital and labor taxation. The welfare state provides also a uniform social ben-
efit (b). The latter may capture not only a cash transfer, but also outlays on public services

such as education, health, and other provisions. Thus, b is not necessarily a perfect substitute

to private consumption.

All individuals (irrespective of skill or national origin) have identical preferences over private
consumption (c), work efforts (1), and the social benefit (b), given by the following utility

function:

1+¢&

u; = ¢ — él? +In(b) (4.6)

> Note that due to our constant-returns-to scale assumption, there are no pure profits at the firm’s level that
can be taxed (as, for example, by a corporate tax).
12



where € > 0 is a preference coefficient that will turn out to be the individual labor supply
elasticity (see equation (4.8)). Recall that we interpret b not just as a pure cash transfer, but

rather as some social benefit that creates a utility of In(b).®
The budget constraint of a native-born individual with skill level I = s,u is given by:

=0A-Dlw;+[1+A—-1)r]K; ,i=su 4.7)

We assume that migrants are fully entitled to the welfare system. That is, they pay the tax rate
7, on their labor income (they own no capital) and receive the social benefit b. Thus, the

budget constraint of a migrant of a skill levels i = s, u is given by:
Ci = (1 - T)liWi , (48)

In view of our quasi-linear utility function, capital income does not affect labor supplies.

Thus, all individuals (irrespective of skill or national origin) have the same labor supply:
li = ((1 - T)Wi)g, i = S, u (49)
Note that the (fixed) coefficient ¢ is indeed equal to the labor supply elasticity.

In general, the indirect utility function gives the maximum level of utility that an individual
can obtain, given her budget constraint and the social benefit provided by the government. In
our case the indirect utility function is obtained by substituting the labor supply equation (7.9)
and the budget constraint (4.7) or (4.8) into the utility function (4.6). Thus, for a native-born

individual, this indirect utility function (V;) is given by:

1+&
Vi(ty, Tk, b) = In(b) + % + (1 +(1- TK))I?l- ,(i=1u,s (4.10)

® This quasi-linear utility function is quite common in the tax literature (e.g. Diamond (1998)). It implies that
there is no income effect on the labor supply; see equation (7.8) below.
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The indirect utility of a migrant who owns no capital is given by

m ((1_TL)WL')1+S —
Vi (TL,b) = ll'l(b) + T I=su

(4.11)

In a static model, like the present one, it is common and natural to employ a balanced-budget
rule’. That is, the government employs all its revenues, from labor and capital taxation, to

finance the uniform social benefit.
The government budget constraint is thus given by:
bN = txrK + 1, (W, 1, + wgly) . (4.12)

Note that source taxation is employed, so that the government obtains capital tax revenues

from the entire input of capital employed in domestic production.

As we have already mentioned, migrants to the union member countries pay their dues to the
welfare system, but they also qualify for all the social benefits that the system provides.
Therefore, they are not merely driven by better wages, but also by the social benefits. Put dif-
ferently, migration is driven by the utility-gap rather than by merely the wage-gap. Note that
as all the countries of the union are assumed identical, there will be no intra-union migration.

Therefore we consider only migration from the rest of the world to union member countries®,

’ This is the analogue of an inter-temporal balanced budget rule, in present value terms, in a multi-period mod-
el.
® For an extension to a union with non-identical countries and, consequently, intra-union migration from poor
to rich member countries (in addition to migration from the rest of the world), see Razin and Sadka (2013).
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However, there is, as before, some cost to migration. As we explained in chapter 5, some cost
to migration. As we explained in chapter 5, this cost may depend on individual characteristics
such as age, family size, ethnicity, whether or not and to what extent pension benefits are
portable to the new destination, etc. Thus, the migration cost may vary not only for different
skill levels, but also within each skill level. Consequently, the reservation utility - the thresh-
old utility level in the destination country for migration to occur - varies accordingly. We as-
sume that would-be migrants are indifferent with respect to the identity of the would-be desti-
nation country. All they care about is the level of utility they will enjoy. Thus, the number of
migrants of each skill level who wish to emigrate to the union (as a whole) rises with the level
of utility (well-being) that they will enjoy in the union. (Note that utilities are identical across

the union member countries.)

Put differently, the union faces an upward-slopping migrant supply function for each skill

level:

op = fs(V5")

(4.13)

L-o)u=L0"

where f; is the supply function of migrants of skill level i and V;™ denotes the reservation
utility for the marginal migrant; that is, the utility level accorded to migrants of skill level i in

the union, i = s,u.

A representative union-member country determines its fiscal and migration policy by majority
voting among the native-born. For concreteness, we describe in details the case where the

native-born, high-skill form the majority, that is S > 0.5 (the other case is specified similarly).

15



Being small enough, each union-member country naturally takes union-wide prices as given.
In the presence of free capital mobility there will be only one rental price of capital through-
out the union. Because source taxation is employed, the relevant price is the net-of-tax rental

price of capital®. Denote this price (market rate of return) by 7. Therefore:
(1-1)r="7 . (4.14)
Prices in our case include also the utility levels of migrants and native-born, by skill.

Because of intra-union free migration, there are therefore also equal utilities, by skill and
origin, throughout the union. Each union-member country takes union-wide utility levels ad
given too; that is, each country is also a “utility-taker” (in analogy to being a “price-taker”).

Denote the (assumed given) union-wide utility level of a migrant of skill i by V™ (i = s,u).
Then:
Vi (T, b) = V"
VM (T, b) = V"

(4.15)

(Note that because V; and V;™ differ from one another only by the term (1+7) K; (i =s, u),
which is uniform across the union, it follows that the utilities of the native-born, by skill, are

also uniform across the union.)

Taking as givenl;™ I7/* 7, each union-member country chooses its fiscal and migration policy

variables (7, 7k, b, 4, and a), so as to maximize the utility of the native-born majority, subject

% If instead residence taxation was employed, then the relevant price would be the pre-tax rental price of capi-
tal.
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to its budget constraint (4.12), the free capital mobility constraint (4.14), and the intra-union

free migration constraint (4.15).

5. Market Clearing

Each union-member country seeks to admit ¢*u* high-skill migrants and (1 - o) u* low-skill
migrants from the rest of the world. The union demands for high-skill and low-skill migrants
from the rest of the world are thus o*u*n and (1 - ¢*) u*n, respectively. (We denote by an
asterisk (*) the levels of the economic variables that ensue under the fiscal and migration pol-
icy chosen by the government.) Therefore, utility levels that clear the market for migrants

from the rest of the world are determined in equilibria by

no*u* = (V)

(5.16)

n(l—ou = fu, (W™

These equations determine the utility levels of the migrants that each union member assumed
as given. Also, the world wide net-of-tax rental price of capital, 7, is determined so as to

equate the union demand for capital, nK*, to the union supply, n(SKs + (1 — S)K,,), that is:

nK* = n(SKs + (1 — )K,) (5.17)

17



Note that because all the countries in the union are identical, then in equilibrium there is no
movement of capital from one country to another; each country employs the entire capital
endowment of its native-born. But, each member country's policies are made in a intra-union

competitive environments for people and capital.

6. Intra-Union Coordination

In the previous section we assumed that the union-member countries compete with each other
in an attempt to provide as high as possible utility level for the majority. They compete in the
sense that each country determines its fiscal and migration policy variables (i.e. T,,, Tk, b, i,
o) independently of the other union-member countries, taking their policies as given (a Nash-

equilibrium).

Presumably, a low-skill majority voter opts to admit high-skill migrants, for two reasons: first,
such migrants are net contributors to the finances of the welfare state; that is, the tax that each
one pays (namely, T, w;l) exceeds the benefit she receives (namely, b). Second, for a given
stock of capital (and volume of migration), increasing the share of high-skill migrants raises
the wage of the low-skill (native-born and migrants alike), due to the factor-substitution built-
in in the Cobb-Douglas production function. Therefore, if the low-skill forms the majority

they will admit only high-skill migrants'°.

On the other hand, the high-skill (who is assumed to form the majority) may opt for both
types of migrants. Low-skill migration raises the wage of the high-skill, due to a factor substi-
tution effect, but imposes a fiscal burden on the high-skill, because low-skill migrants are net

consumers of the welfare state. High-skill migration lowers the wage of the high-skill, but

* This result hinges crucially on the assumption that migrants are not entitled to vote. If they were, then a low-
skill majority may opt to limit the number of high-skill migrants in order to preserve its majority. For an analyti-
cal treatment of this case, see Razin, Sadka and Suwankiri (2011, 2015).
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contributes positively to the finances of the welfare state. All of these reinforcing or conflict-
ing forces are balanced in a competitive equilibrium. The aforementioned setup may capture
the gist of the policy competition that takes place among the members of the EU. An alterna-
tive institutional regime is for the union-member states to coordinate their fiscal and migration

policies to their mutual benefit.

This institutional regime of coordination among union-member states may capture the gist of
the federal system of the United States. In particular, the federal government is the governing
body that set migration policy and the bulk of the fiscal policy. Naturally, such coordination

can come only at the expense of the migrants from the rest of the world.

The very advantage of coordination over competition is that the former allows the union-
member countries (states) to take into account the effect of policy on economic variables
(prices) that each individual country takes as exogenous under competition. The union-
member countries are no longer price (utility) - takers in the coordination regime, as they
were in the competitive regime. In our case, there are three such variables: the utility level of
the high-skill (;™), the utility level of the low-skill (i), and the net-of-tax rental price of
capital (7). These variables govern the allocation of high-skill labor, low-skill labor and capi-

tal in the union.

The coordinating states now jointly determine their fiscal and migration policy variables

(ty.,, Tk, b, u, @), as opposed to independently choosing them. In addition and simultaneously,
the coordinating states choose now also the “reservation utility prices* -- V;™, /", and 7 - -
subject to the market-clearing conditions (5.16) and (5.17). As in the competitive regime, they
are also bound by the budget constraints (4.12). Note that as all the union-member states are

alike, the issue of revenue-sharing among states does not arise.
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7. Comparing the Competition Equilibrium to the Coordination Equilibrium

The focus of this monograph is hour coordination among countries (states) in an economic
union affects fiscal and migration policies, as compared to a competition among them. This
comparison may offer some explanation to the differences between the U.S. (coordination)
and the EU (competition) with respect to the size (generosity) of the welfare state and the

share of high-skill migration in total migration.

We consider the social benefit variable (b) as a proxy to the size (generosity) of the welfare
state’. As there are in our model economy only two types of workers (high-skill and low-
skill), we are interested only in the share of just one of these two types of migrants in total

migration.

Specifically, we look at the high-skill share a. We carry out this comparison via numerical
simulations™. Figure 9.1 depicts the social benefit (b) under the two institutional regimes
(competition and coordination) for different levels of total factor productivity (A). Figure 9.2
depicts the share of high-skill migration in total migration (o) under the two institutional re-
gimes for different levels of total factor productivity (A). As a side result, we note that the
social benefit increases under both regimes when total factor productivity rises. This is ex-

pected: a richer economy can afford to accord its residents a higher level of social benefits.

! Recall that with a balanced-budget the social benefit b are equal to (per-capita) tax revenues. Therefore, the
social benefit is more appropriate proxy to the size of the welfare state than the two tax parameters 7, and 7,
which do not always move in the same direction.
2 Note that if the low-skilled native born are in the majority, they will opt for high skilled migration only; under
both the competitive and the coordination regimes. Because, admitting low-skilled migrants, the low-skilled
native born is losing both in the labor-market and the welfare-state fronts.
There is no attempt to calibrate the model to the EU and U.S. economies, as they are very stylized, abstracting
from many important features that are similar or different between them. Nevertheless, the simulations offer a
useful insight into the quantitative differences between the two unions with respect to fiscal and migration
policies.
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Figure 7.1: Social Benefits, by Total Factor Productivity: Competition versus Coordination.
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Figure 7.2: High-Skill Composition of Migration, by Total Factor Productivity: Competition

versus Coordination

Our main interest is to compare b and o under the two regimes. Interestingly, coordinating the
fiscal and migration policies allows the union-member states to offer less generous social
benefits than when they compete with each other; see Figure 7.1. The rationale for this result

is rooted in a fiscal externality associated with migration.

There are gains and losses brought about by migration. A union-member high-skilled native
born has an infra-marginal gain from either high-skill or low-skill migration stemming, from
the diminishing productivity of either type of labor for a fixed stock of capital (triggering the
“business” lobby). The gain stems from the fact that each migrant (whether skilled or low-
skilled) is paid according to the productivity of the marginal migrant, which is smaller than
the average productivity of the migrants (of the same type). On the other hand, the native-born
population shares with migrants the tax collected from capital income (recall that migrants
have no capital), because the transfer b that the migrants receive is not financed fully by their
labor income tax. That is, the capital tax revenues paid by the native-born population ‘leak’

also to the migrants®.

The fiscal burden imposed by migration on the high-skilled native-born (both high-skill and

low-skill) is reinforced when this migration is composed of low-skill migrants. This is be-

" Fiscal leakage effects in demographic contexts where first analyzed by Razin, Sadka and Swagel (2002a and
2002b).
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cause the low-skilled not only possess no capital; they also have low wages and accordingly

pay low labor income taxes™.

Each union-member country in a competitive regime evidently balances at the margin the
gains and losses from migration. In doing so, each country (being a “utility-taker”) takes the
well-being of the migrants, ;™ andi/™, as given (see equation (5.15)). It thus ignores the fact
that when it adopts a fiscal-migration policy that admits an extra migrant, it raises the well-
being that must be accorded to migrants not only by it but also by all other union member
countries, in order to elicit the migrant to come in. as a result, it offers migrants too high level
of the social benefit (b), and admits a too high share of low-skilled migrants- a “fiscal leak-
age” externality. Indeed, Figure 7.2 demonstrates that the union member states admit a higher
share of low-skill migrants when they compete with each other than when they cooperate. As
expected, the cooperating states, facing an upward-slopping supply of migrants (of both
types) exploit their market power by admitting smaller numbers of high-skill and low-skill

migrants, as compared to the case when they compete with each other.™

8. Conclusion

In the era of the welfare state one can no longer envisage a world of free migration. Indeed,
for example, the U.S. has gradually ceased to freely admit migrants after World War I, when
it also started to gradually develop the institutions of the welfare state (e.g., the federal in-

come tax, the old-age security, etc.), culminating with the great social institutions in the six-

™ High-skill migrants, though bringing no capital still pay relatively high taxes on labor income.
> Further intuition is gained when one compares the first-order conditions under the coordination regime to
those under the competition equilibrium; these conditions are similar except for a subset associated with mi-
gration decisions and capital flow decisions. Thus, starting from the coordination equilibrium, these compari-
sons reveal that an individual member state would like to deviate towards bring in more low-skilled migrants.
To elicit the marginal low-skilled migrant and individual member inflict a larger fiscal burden on the rest of the
member countries, because they will have to compete for low-skilled migrants. The competitive equilibrium
therefore will have relatively more low-skilled migrants and higher social benefits relative to the coordination
equilibrium.
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ties of the last century (e.g. Medicare) and more recently, in the affordable health care (known
as Obama Care). A welfare state is a magnet for migrants, especially the low-skill, the poor,
and the old. Therefore, there will arise a political backlash of the native-born against the

“free-riders”- the migrants. This does not mean that migration will be altogether banned

There are, after all, also some significant gains from migration. First, high-skill migration
does not impose a fiscal burden on the welfare state. To the contrary, the taxes paid by high-
skill migrants generally exceed the benefits they receive. Second, high-skill migration en-
hances the technological edge of the destination country. Furthermore, even low-skill mi-
grants may still alleviate the finances of a welfare state, which allocates a great deal of its
resources to old-age security. **This led us to explore how migrating and fiscal (welfare) poli-

cies are jointly determined in a political-economic setup.

Evidently, both the U.S. and the EU are an economic union: There is a single market for
goods, capital, finance, and labor. That is, there is free mobility of goods, physical and finan-
cial capital, and labor among the member countries of the union. Nevertheless, there is much
higher degree of economic policy coordination among the member states of the U.S than of
the EU. For instance, the U.S. has a common (federal) income tax system which constitutes
the major source of revenues in the union. Similarly, the social security system is more or less
uniform across the U.S. There is also a single migration policy set up and enforced by the
federal government. In contrast, there is very little coordination on these issues among the

member countries of the EU. In essence, they compete with each other on these issues.

Aging of the population is another key factor affecting the power balance among different
interest groups which shapes the generosity of the welfare state and thereby migration policy.

A more aged society would naturally entail more political clout to the old who opt for a more

'¢ See Storesletten (2000) for a calibrated over-lapping generations model which analyzes this issue. See also a
political-economy dynamic analysis of coalition building in Razin, Sadka, and Suwankiri (2015).
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generous welfare state. But, on the other hand, the working young, who finance the welfare
state, are more reluctant to increase its generosity. Also, the old are keen to admit young mi-
grants, whereas the young are more reluctant to allow this. We note in this respect that the

U.S. population is younger than the EU population.

We argue that these two aforementioned differences between the U.S. and the EU - the degree
of coordination among the member states and the aging of the population - contribute a great
deal to our understanding of observed policy differences between the two unions: the generos-

ity of the welfare state and the skill composition of migration.

It is worth noting that the U.S. welfare system has undergone some reforms that gave the
states some more leeway in designing the structure and magnitude of public assistance. In
particular, the 1996 welfare reform*’. Substituted open-ended federal funds with block grants,
leaving the states some autonomy over individual eligibility criteria; see Blank (1997) for a
review of this reform. The reform somewhat weakened the degree of coordination among the
states of the U.S. with respect to public assistance programs, making a small step towards the

way the EU operates on these issues.

Further evidence of coordination failures in the EU is in the recent wave of migrants and asy-
lum seekers from the Middle East and the Balkans. This forced the European Commision,
the EU executive arm, and EU interior ministers to propose a first-step plan to deal with the
challenge. The EU’s 28 member states have long been famed for squabbling among them-
selves when confronting refugee crisis because they lack a federal institutions, as in the US,

which can deal in a coordinated fashion.

v Specifically: the Personal Responsibility and Work Opportunity Reconciliation Act (RRWORA)
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