Migration and welfare

This note highlights one additional impact of immigration on the welfare of natives. This impact rises from an imperfect substitutability of goods produced in the countries and international trade. To our knowledge this result has not been studied before.  


The effects of migration on welfare are studied in a numerous literature. A common argument “pro” immigration is that an increasing number of agents expands tax base (Börsch- Supan 1994, Rasin and Sadka 1999a, Storesletten 2000). This, under population ageing, prevents governments from pension cuts and/or increase in tax rates. Contrarily, one of the most important arguments against immigration is that migrants are often net beneficiaries of the welfare state (Wildasin 1994, Razin and Sadka 1995). Moreover, if an access to the world capital markets is limited, another negative impact of immigration on native population appears. In this latter case, immigration depresses wages of native unskilled agents (Razin and Sadka 1999b).
Many modern models in international economics (Obstfeld and Rogoff 2005, van Ewijk and Volkerink 2012 and many others) take into account that goods produced in different countries are not necessary perfect substitutes. This approach was first introduced by Armington (Armington 1969). Imperfect substitutability between goods produced in different countries has also an extensive empirical confirmation. For example, Blonigen and Wilson (1999) find that the elasticity of substitution between goods produced in the US and foreign goods is smaller than unity in many sectors. However, the models studying consequences of international migration do not take a price effect, which arises from a not perfect substitutability of goods produced in different countries, into account. 
For convenience suppose that there are two countries: H and F. Country H is referred as “home” or “host” country, country F denotes a foreign country, which is country’s H trade partner. Country F can also be considered as the rest of the world, given that country H is sufficiently large. If there is only one good produced in both countries, there is no international trade and independently of migration, amounts of production and other factors, one unit of good produced in country H can every time be exchanged into one unit of good produced in country F. This is not the case when goods produced in the countries are not exactly the same. In case of imperfect substitutability, migration can produce price effects. In fact, immigration increases labour input of the production function, raising the amounts of domestically produced goods. Unless the elasticity of substitution between domestic and foreign goods is infinite, this leads to a decrease in price of domestic goods relatively to the foreign goods, reducing wages and interest rates in the host country relatively to country F. This makes imports more expensive giving rise to an additional negative effect of immigration on the welfare of agents in the host country. 
Furthermore, decreasing amount of goods produced in country F has also an effect on price making imports of country H more expensive and reinforcing the negative impact on the natives in the host country. However, if country F is large (rest of the world), relative drop in amounts of goods produced there is likely to be small and only have a moderate effect on price.
It shall also be pointed out that international reallocation of labour can have an essential impact on interest rates and create incentives for international capital flows. If immigration induces capital flows to the host country, capital input of production function raises too, leading to a further increase in production in the host country and a further drop in the price of domestic goods, making negative impact on the agents in the host country even deeper. The intuition of this effect is similar to that in Fedotenkov et al. (2012) who study consequences of population ageing in the model with one aggregated good produced out of two country specific intermediates in a setting with international capital flows but immobile labour. 
All in all, it can be concluded that another negative impact of immigration on natives can arise from imperfect substitutability of goods produced in the countries and international trade, because increasing amounts of goods in the host country relatively to the rest of the world puts a downward pressure on their price. 
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