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Abstract

In a union of states with partial mobility of households and firms we analyze the setting of
minimum wages against the background of unemployment insurance. We find that unemployment
insurance is always efficiently organized by decentral decisions. In contrast, for symmetric states
only the central setting of minimum wages is efficient. Decentralized minimum wages can be
shown to be generically inefficient because the decision makers either externalize the cost of
unemployment via the pooled insurance budget or exploit migrational externalities. Only with full
mobility, the opposing migration effects outweigh the pooling effect. Our results suggest that
contrary to insurance which can be efficiently organized decentrally, a pure redistribution like
minimum wages should be centralized in a state union.
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1 Introduction

The centralization of decision-making is subject of an ongoing debate in the European Union.
In recent years, two social policy fields stand out: the harmonization of relative minimum wage
levels and the introduction of a union-wide unemployment insurance (see e.g. Beblavy and
Lenaerts, 2017).

In this paper we consider the welfare implications and interdependencies of (de)centralized
decisions on minimum wages and unemployment insurance parameters. We use a theoretical

model of two states joint in a state union.!

The centralized decision on minimum wages in
the state union is compared with the decentralized decision in the two states. We consider
those decisions against the background of central versus decentral unemployment insurances.
Firms and households relocate between the states taking account of their profit and expected
utility, respectively. For symmetric states, we show that a centralized decision on minimum
wages is superior to a decentralized setting. The latter suffers from horizontal migration effects
(see Zodrow and Mieszkowski, 1986) and/or vertical fiscal effects (see Keen and Kotsogiannis,
2002). These effects do also occur with centralized minimum wage determination, but are there
either directly internalized or do not develop a weight in the decision-making.

The paper is organized as follows. Chapter 2 gives a review of the relevant literature. Chapter 3
explains the basic model. The benchmark scenario yielding a second best optimum by a social
planner is presented in chapter 4. Chapter 5 discusses the governmental decisions on minimum
wages with decentralized unemployment insurance and in chapter 6 with centralized insurance.

Chapter 7 concludes.

2 Literature review

Minimum wages have been analysed extensively in the economic literature, empirically as well
as theoretically. Major directions of research consider the effects of minimum wages on em-
ployment, distributions of wages and income, skills, schooling, prices and profits (see Neumark,
2008, for a comprehensive overview about the literature and a summary of results). The set-
ting of minimum wages itself has been received little attention as several authors note (see e.g.
Boeri, 2012, Kampelmann et al., 2013, Bosch et al., 2019, Fukumura and Yamagishi, 2020).
Indeed, this observation only applies to governmental minimum wage determination, because
minimum wages agreed upon by collective wage bargaining have been elaborated intensively
and constitute a research field with many distinct branches (for an overview see OECD, 2019).

Furthermore, governmental decision-making about mandatory minimum wages can be encoun-

I We follow up the model developed in Fenge and Friese (2022). Here we analyze the governmental setting of

a minimum wage instead of wage bargaining by trade unions. For that we consider a different sequence of
decisions.



tered in models of optimal income redistribution and optimal taxation.?

Theoretical minimum wage setting models that put an explicit focus on governmental decision-
making are rare. An early contribution is made by Gabszewicz and van Ypersele (1996) who
consider a two-country model characterized by capital mobility, labor immobility and a median-
voter decision on the locally optimal minimum wage level. They show that international compe-
tition in the capital market always weakens social protection, because it drives down the optimal
minimum wage.

A similar result is obtained by Fukumura and Yamagishi (2020) for the case of partial labour
mobility in a model with two regions. They consider a minimum wage setting government that
pays attention to regional GDP as well as the utility of minimum wage workers. In the open
economy the effect of a minimum wage rise on the job destruction rate determines whether
individuals immigrate or emigrate. If the effect is strong, individuals emigrate due to loss
of employment. In the opposite case the higher minimum wage attracts immigrant workers,
because negative effects on employment are mild. Thus, depending on whether job destruction
is affected mildly or not, a race to the top or a race to the bottom in minimum wage setting
results.

Lee and Saez (2012) consider minimum wage setting in a single jurisdiction with a competitive
labor market. They show that a binding minimum wage is justified, if the government values
redistribution to minimum wage workers and an additional unemployed has zero surplus from
being employed. Simon and Wilson (2021) build on Lee and Saez (2012) and consider a fed-
eration with two regional and one federal government. They ask under which conditions the
setting of a binding minimum wage is optimal for each type of government. A higher mini-
mum wage creates a horizontal migration externality, where high-skilled workers emigrate to
the other jurisdiction the higher the minimum wage is set by the government. This hinders
the local government’s ability to redistribute through the minimum wage. In turn, the central
government is restricted to a uniform policy.® Three authority distinctions are examined: (i)
only a central government, (ii) only decentral governments, (iii) tiered (both). In scenario (iii),
the central uniform policy mitigates the externalities arising form local governments’ horizon-
tal competition. Thus, Simon and Wilson (2021) conclude that decentralized and centralized
policy setting are strategic complements.

In our paper we also consider the determination of the contribution rate to the unemployment in-
surance system and the interdependencies with the minimum wage setting, which distinguishes

us from other papers in the small field of related literature.

2 A binding minimum wage has redistributive implications per se but can also be used as an efficiency enhanc-

ing instrument (see e.g. Allen, 1987, Marceau and Boadway, 1994, Lee and Saez, 2012 and Gerritsen and
Jakobs, 2019). However, in our paper we do not consider the question whether a minimum wage should be set
at all. We assume a situation where a binding minimum wage is socially desirable for redistributive reasons.
Horizontal inter-jurisdictional externalities are well understood in the literature on fiscal federalism (see
Zodrow and Mieszkowski, 1986, Wildasin, 1991, Dahlby, 1996 among others). The interplay of horizontal
and vertical fiscal externalities, in turn, were initially and extensively elaborated by Keen and Kotsogiannis
(2002).



3 The model

We consider a state union with two member states, i = A,B where governmental decision-
making concerns the minimum wage and subsequently the extent of unemployment insurance.
Thereby, both decisions take the mobility of households and firms between both member states

into account.

3.1 Households

In either state i lives the total number of N; households such that N = N4 + Np individuals live
in the whole state union. An individual is either employed (e) or unemployed (u) but always
supplies inelastically one unit of labor in the region of residence. The number of employed
individuals is L; and the number of unemployed is N; — L;. We assume that the probability to be
unemployed is equal to the unemployment rate, which is the number of unemployed individuals
divided by the number of households: N’N;IL’ (compare Harris and Todaro, 1970). An income
tax t; is levied on the gross wage w; such that the net income of an employed individual is given

by Ww; = w;(1 —t;).Unemployed individuals receive an unemployment benefit b;.*

Utility is represented by a monotonically increasing and strictly concave von Neumann-Morgen-

stern utility function U (). Expected utility of an individual living in state i is given by

L L
EU; = Ui (Wi 1 ——Uiu(bi), 1
wUm)+ 1= 2 ) m

i i

which sums up the expected utility gains from being employed or unemployed.

An exogenous number of individuals N; in each state is immobile such that the total number
in the state union is given by N = Ny + Ng < N. Then, the total number of mobile individuals
N = N — N in the state union is given exogenously, too, while the country-specific amount of
mobile individuals N; is endogenous.

In either country, the share f; of mobile households is defined as the ratio of ]V, to N; which is

assumed to be identical to the ratio of mobile employed persons L; to all employed persons L;
=2=1-_ )

Mobile individuals relocate as long as their expected utilities differ between the states. The

worker’s migration equilibrium is given by

L Ny — BuL L Ng—BsL
Palayy () NA=Palay, ey Pole gy~ Ne—Pele g g — o 3)
Ny Ny Np Np

4 TInthe case of centralized minimum wage we have wy = wp = w.. For the centralized unemployment insurance

applies accordingly 14 =tp =1, and by = bp = b,.



3.2 Firms

The number of firms operating in region i is denoted by M; such that M = My + Mp is the
total number of firms in the state union. We assume regional aggregate labor demand to be
determined by a firm association. A single firm does not maximize individual profit but receives
a proportional share of total profit P; in the region of choice.’

The total profit in state i is given by
P; = F{(L;) —wiL;, “4)

where Fj(-) denotes the production function, L; regional labor demand and w; the gross wage
level. Regional profit is maximized if the marginal product of an additional worker in region i

equals the marginal cost, that is

dF; 1
d_LZ'(Li) = W;. (5)
implying c%é < 0, because d‘iﬁ"z < 0. We assume that the different minimum wage levels are

always binding in both regions, e.g. higher than the local competitive wage levels. Note that
regional labor demand L; defined by (5) is fully immobile while labor supply N; is mobile by
share f3;. Therefore, the immobile workplaces in region i are always filled by both mobile and
immobile workers. It follows that B;L; denotes the number of workplaces occupied by mobile
employees.

Regional profit is assumed to be distributed equally among firms of residence such that we

denote average profit in state i by
AP, = —. (6)

A certain exogenous number of firms M; in each state is immobile such that the total number
of immobile firms in the state union is given by M = My + Mg < M. In analogy to households,
the total number of mobile firms M = M — M in the state union is given exogenously and the

country-specific amount of mobile firms M; is endogenous.

By these key assumptions we avoid corner solutions in the firms’ relocation equilibrium. At the same time
we ensure the separation of firms’ relocation decisions from households’ migration decisions. That is, the
migration of households does not depend on firm relocation and vice versa. However, our key assumptions
come at the cost of the absence of production or workplace relocation. Labor demand in each region is
exogenous and only dependent on the wage level but not on the number of firms. This approach allows
us to focus on the redistribution mechanics between firms and households via the minimum wage without
intermingling their migration and relocation incentives. Then, a firm’s relocation into the other region does
only follow the incentive to operate in the region with higher profits.



In either country, the share ¢; of mobile firms is the ratio of A7I,~ to the number of all firms M;:

o= My M )
M; M;
Mobile firms relocate as long as their expected profits differ between the states. The firms’

relocation equilibrium is given by

ouPy opPp
My Mg

0. )

3.3 Unemployment insurance

Unemployment insurance is organized either in each state or centrally for the whole state union.
In general, the level of the unemployment benefit is equal to tax revenue per unemployed indi-

vidual.

Decentralized insurance

The benefit b; of a decentralized unemployment insurance in each region is either given by

_ Litiw;

bi— )
N;i—L;

(€))

if the minimum wage is set by the state government. The right-hand side shows the tax revenues
divided by the number of unemployed. If the minimum wage is chosen centrally for the whole

union the benefit ist given by:

by = L;t;w ‘
Ni—L;

(10)

Centralized insurance

In the case of centralized unemployment insurance with a common benefit » and a common tax
rate ¢, revenues are pooled and redistributed to the unemployed in both states. Then, depending
on the wage setting regime, the centralized unemployment benefits with decentralized minimum

wages is given by:

Lat,was + Lpt,wp

b, = 11
¢ Ny+Np—Ls—Lp (1)
and with centrally determined minimum wages:
Lat Lpt
b, = AlzW + Lpt;w; (12)

" Ny+Np—Lp—Lp’



3.4 Governments

Decentralized governments maximize the sum of expected utility EU; and average profit AP, in
each state. The objective function is represented by
P

L; L; i
Vl:EUl_l_APl:]VUue—{_ 1—ﬁl Ul’u+ﬁl (13)

1

Note that M; = M; +A7Ii(-) and N; = N; + Ny(-) are determined endogenously by migration de-
cisions. Centralized governments maximize the sum of the regional governments’ objective
functions:

L; P,

B
vt [ i )
V,=Va4+Ve=Y | ZUie+ |1 - 2| Uiu+— ). (14)
z A B ,_ZA(M ie Ni u Mi

3.5 Sequence of decisions

Decision-making is sequential in our model. The government that decides on the minimum
wage takes into account how the minimum wage affects the determination of the contribution
rate. In turn, the government that sets the unemployment contribution takes the wage levels as
given.® The governments take account of optimal regional labor demand and worker migration

as well as firm relocation. Table 1 summarizes the sequence of decisions.

Table 1: Sequence of decisions

Stage | Decision variable Decision maker
1 Wage level: w Wage setting government
2 Contribution rate: ¢ Contribution setting government
3 Employment: [ Firm association
4 Migration: n,m | Work force and firms

Four different combinations of minimum wage and contribution rate determination arise. Ad-
ditionally we specify a social planner scenario as benchmark. Table 2 gives an overview about
all combinations of (de)centralized minimum wage and contribution rate setting investigated in

this paper.

Table 2: Scenarios

Wage/Insurance | Decentralized (budget) | Centralized (budget)

Decentralized 1.1: wa,wp, 14,18 2.1: wa,wp,t,
Centralized 1.2: wy, 14,18 2.2 wyt,

Fenge and Friese (2022) consider the opposite case with collective wage bargaining instead of governmental
minimum wage setting.



4 Social optimum

Our benchmark for efficiency is a social planner who is restricted by regional production and
who is required to maintain the social insurance system in each region. The budget for unem-
ployment insurance is equivalent to a decentralized setting as described in equation (9) while the
social planner’s objective function sums up the welfare of both regions as described in equa-
tion (14). The social planner sets simultaneously the contribution rate #;, the minimum wage
level w;, the number of individuals V; and the number of firms M; in each state. Regional profit
maximizing labor demand is taken as given through equation (5).

With respect to #; the following first-order-condition results:

dV;  L; dUj. oW {1 B 51 Ui 9bi 1 (15)

d_ti - ﬁ, ow,; dt; ob;, Jt; a

~~
insurance condition

The first term of the insurance condition denotes the marginal effect on the expected utility for
an employed individual and the second term for an unemployed person. Thus, by changing
the value of #;, the social planner redistributes income between employment statuses within the
labor force (i.e., between employed and unemployed). A higher contribution rate decreases
the net income and increases the unemployment benefit. The welfare maximizing level of ;
balances the marginal utilities of being employed and unemployed. This implies the actuarial
fair contribution rate which is equal to the unemployment probability: ¢; = N —Li If the contri-
bution rate matches the risk of becoming unemployed, we say that unemployment insurance is
efficient. Furthermore, we refer to (15) as the insurance condition.

Setting the minimum wage w; implies redistribution between the firms and the workers as a
whole. First-order-condition (16) shows that the social planner balances four main effects with

respect to w;:

v, 9= oy ] LidUiedw [ L] Ui [9bi oL 9 +3—ﬁ_ 0 a6
dW,’ N ]V, ne ]V, 8v~v,~ 8w,- Ni ab,’ 8Li8w,- 8w, M,' B

-

wage setting condition

The first term describes the indirect effect on individuals’ expected utility due to a change
of their employment probability.” The second term depicts the direct effect on the employed
individuals’ income and utility through the change in the gross wage. A higher wage level
directly increases the utility of the employed individuals. The third term shows the effect on the
benefit level and thus the income of the unemployed individuals. This benefit effect is assumed

8

to be negative.® This means that with a higher minimum wage level, the increasing number

I unemployment insurance is efficient, this term vanishes.

8 Note: gz gfv‘ + aw =Lt 17 'L) (%’ gf;’[ + N"IQI,L" ) The value of the elasticity of labor demand with respect
to the wage level, Z—Agﬁ, measures approximately between —0.3 and —0.8 (Hamermesh, 1993). As unem-
A OWA



of beneficiaries reduces the benefit level stronger (rising expenditures) than the higher wage
level increases it (increasing tax revenue). The fourth term shows the effect on firms’ labor
cost, which increase with a higher wage level and directly reduce firms’ profits. Condition (16)
defines the efficient minimum wage level to which we refer in the following as the wage setting
condition.

The social planner allocates the number of individuals and firms among regions. With respect
to individuals, the planner balances the effects on the employment probability with the direct

effects on the number of beneficiaries and social security expenditures:

dVy dVp dNp _ _L_A (U U ) iz L_A dUA,u%
dNy  dNg dN, NI% Ae Au Ny | dby dNy
Lp Lp | dUg, dbp

The first term describes the direct effect of a change in the number of residents on the utility
loss or gain from a change in the labor market status. E.g. ceteris paribus a higher number of
residents decreases the employment probability such that less individuals are able to achieve the
employed individuals’ level of utility. The second term describes the negative effect of a higher
number of residents on the unemployment benefit. The benefit decreases because for given
employment a higher number of residents implies a rise in unemployment such that a given
amount of tax revenues has to be shared by a higher number of unemployed individuals. Both
effects are of negative sign in country A and of positive sign in country B. An inner solution of
condition (17) balances both effects.

Furterhmore, the social planner balances the effect on average profit between both regions:

dVy dVp dMp R Pg

__ A Bl 18
ity " adgom, 2 (18)

A higher number of firms in state A decreases profit per firm while it increases profit in state B.

S Minimum wage setting with decentralized unemployment

insurance

Unemployment insurance

Each local government sets the contribution rate ¢; independently from the other region. Both re-

gions are connected by free migration of workers and firms. The maximization of local welfare

ployment rates typically have lower absolute values, throughout the paper the benefit effects is assumed to be
negative.



(13) with respect to t; yields the following first-order-condition, e.g. for country A:

d
dVyu (LA 8UA7e oWy n |:1 LA} 8UA7M abA) (1 aENZA > ! . 19)
.\~ 9w YA T 9EU, 1, dEUs 1 |
dty Ny 8WA 8tA Ny 8bA atA aNAAB_A_|_ aNBBB_B

workers’ mobility factor

First-order-condition (19) shows that the decentralized government balances the effect of the
contribution rate on the marginal utility of the unemployment benefit with the marginal loss of
utility derived from the net wage. This is the insurance condition, describing optimal intra-
group redistribution within the labor force. Migration mitigates each effect in condition (19)
by the workers’ mobility factor, which reflects the relative strength of the change of expected
utility due to migration in one state compared to the other.

Thus, migration reduces both the utility increase of the unemployed households (due to higher
benefits) and the decrease of the employed households (due to lower net wage). The overall
effect on expected utility is neutral, because the migration incentives to immigrate as an unem-
ployed are the same as to emigrate as an employed.

With symmetric regions the first-order-condition can be written as

dv L dU, dw L|dU, db 1\

(2 -2 222 ) (182 ) =0 20
ai (Naw aﬁ{ N] b at>( ﬁz) ! 20)

implying the setting of the efficient contribution rate, t = %

Proposition 1. For symmetric and asymmetric states the decentralized decision of a government
in state i, i = A,B, yields the efficient contribution rate which provides full insurance against the

risk of unemployment, irrespective of households’ degree of mobility.

Proof. See appendix. |

5.1 Decentralized minimum wage setting

With decentralized minimum wages, each government sets the wage rate independently from
the other region. Both regions are linked to each other only via relocation of households and
firms. The government maximizes the objective function (13) with respect to w; and takes into

account the effects on the setting of #,.” The following first-order-condition results, e.g. for

9 These indirect effects % vanish via the envelope theorem.

10



country A:

oL,
dvy - ﬁ U U Ly 8UA76 AT e Ly 8UA7M dby L, n 0by
dwy n Ny Ae Au Ny 0wy dwy Ny| 0by | 0Ly 0wy  Odwy
IEU, 9Py JAP,
dNy dwa IMy 1
X <1_ JEU, 1 8EU3L>+ M, (1_ JAPy 1 8APBL> =0. @h
INy PBa JdNg Bp oMy o oMp OCB/
workers’ m?)?aility factor firms’ mol\);lity factor

First-order-condition (21) is equal to the social planner’s wage setting condition (16), adjusted
only by the mobility factors of households and firms. The firms’ mobility factor describes the
relative strength of the change of profit per firm due to relocation in one state compared to
the other. Generically, the state government and and the social planner do not set the same

minimum wage level. This is best seen by assuming symmetric regions in condition (21):

av (gj[Ue_Uu} | Lav.ow  du, {I_L} [abaL+ 8bD (1—B1>

dw  \N Nowaow db| N||dLaw  ow 2
g—P 1\

Without migration and relocation (¢ = B = 0) a higher wage increases directly workers’ ex-
pected utility and lowers average profits. The welfare maximizing minimum wage balances the
marginal benefit of workers with the marginal cost of the firms. If some workers in the state
union are mobile (8 > 0), a wage increase in some state incentivizes workers to migrate to
this state. The local government takes account of this migration effect, which is reflected by
the workers’ mobility factor. Then, maximizing social welfare yields a lower minimum wage
compared to a situation without mobile individuals. The mobility of workers partly crowds out
the utility increase from higher wage levels. A similar reasoning applies for the relocation of
firms (o > 0), where a higher minimum wage decreases profits and encourages firms to leave
the state.

Assume households are more immobile than firms (& > ). Then the share by which the labor
force increases due to immigration is relatively lower than the share of firms that leave the state.
As a consequence of migration, the expected utility of households decreases by less than the
profits per firm increase. Thus, the dampening effect of migration on the increasing expected
utility of households is smaller than its impact on the decreasing profit of firms. Hence, the
minimum wage will be chosen smaller than without migration. Generally, a higher degree of

immobility improves workers or firms which we call the advantage of relative immobility.

11



Proposition 2. In symmetric states with decentralized unemployment insurance, the minimum
wage level set by each state is only efficient, if firms and workers are equally mobile: 1 > o =
B > 0. Otherwise, if firms are more mobile than workers, the minimum wage is higher than the

efficient level: 1 > oo > B > 0, and vice versa.

Proof. See appendix. |

5.2 Centralized minimum wage setting

The centralized government considers the welfare of both regions and maximizes objective
function (14) with respect to w. The government takes into account that any adjustment of
the wage level affects both regions uniformly. Thus, any incentive for firms or workers to
relocate e.g. from region A to region B due to a minimum wage adjustment is crowded out
by the mirror-effect in region B. With symmetric regions the crowding out is complete and the

following first-order-condition results:

oL : oP
v 55 LU, ow L]1JU,[dbdL 0Jb ow !
a—ﬂ’fe—lfu}+ﬁﬁw+[“ﬁ]%{aﬁ%*%}*ﬁ—o- (23)

The first three terms in condition (23) describe the effects of a wage adjustment on workers’
welfare. There are three channels by which workers are affected: (1) the employment probabil-
ity, (2) the gross wage of employed workers and (3) the unemployment benefit of unemployed
individuals. Firms are affected via labor cost adjustments which are represented by the fourth
term in first-order-condition (23). With symmetric regions the welfare effects with central-
ized decision making are equal to the social planner’s wage setting condition (16). This is the
case, because the government internalizes directly the migration effects between both regions.
With centralized minumum wages relocation incentives between both regions crowd each other
out, respectively for firms and workers. Furthermore, the wage setting government is not dis-
torted by the determination of the contribution rate to the unemployment insurance, because the
decentralized organization of unemployment insurance is efficient.!” Thus, we conclude that

centralized minimum wages with decentralized unemployment insurance are set efficiently.

Proposition 3. In symmetric states with decentralized unemployment insurance, the minimum
wage set by a central government of the state union internalizes the advantage of relative im-

mobility and is efficient.

Proof. See appendix. |

10 The wage setting government takes into account the effects of minimum wage level adjustments on the con-

tribution rate, #;(w).

12



6 Minimum wage setting with centralized unemployment in-

surance

Unemployment insurance

The government maximizes total welfare in the state union with respect to the common con-
tribution rate ¢. It considers objective function (14), which sums up the expected utility and
average profit of both regions A and B. The following first-order-condtion with asymmetric

regions results:

JEU;
dv; B {Li aU,;e ow,; { L,':| (9U,'_/M 8b2:| | 3E_]\$l]
ar. N o I7. N 7 ~ JEU JEU,
dtz l,l];]A Nl aW, 8tz Nl abz 8tz aNAA BLA aNBB BLB
8EUj
LiOUse O [y _ Li] OUru Obe ki =0 (24)
N; 8wi 8tz N; 8bz al‘z JEUy 1 , JEUp 1 '

INy PBa JdNg Bp

The terms in square brackets denote the insurance condition. Increasing the contribution rate
leads to a loss in net income of the employed individuals and a gain in the unemployment ben-
efit of the unemployed. For a given number of individuals this may cause a disbalance between
expected utilities of both regions. Migration is incentivized, which changes the unemployment
probabilities until expected utility between both regions is equalized again. In general migration
attenuates the negative as well as the positive effects of a contribution rate adjustment. Addi-
tionally, the setting of a common contribution rate causes reverse migration effects in the other
region. With symmetric regions the migration effects in (24) outweigh each other such that only

the insurance condition remains:

dv

|
= =0. 25
o (25)

LoUdw [\ L]2U,db
N ow dt N| db ot

Proposition 4. The centralized unemployment insurance is (i) generically inefficient for asym-

metric states and (ii) efficient for symmetric states.

Proof. See appendix. [
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6.1 Decentralized minimum wage setting

Each minimum wage setting government in the state union maximizes regional welfare (13)
with respect to the local minimum wage w;. The following first-order-condition with asymmet-

ric regions results:

vy 3&2 Ure—Uns La 8UAe8wA+ Lo OUau[ 9b Ly 9
dWA N NA Ae ™ NA 8wA aWA NA 8b 8LA 8WA 8WA
Ly QU s [ LA] naob] 2\ [ ‘95516{;*
Na OW Na ~ 9EL, JEUg 1
Ny 8wA ot Ny ob al‘ aWA BNAA B + aNBBB_B
LB 8UBe aWB 1— @ aUBuab ot n _L_B 8U37u db 8LA n ob
NB 8WB al‘ Np ob 8l aWA Np ob 8LA 8WA 8wA
IEU, IPy JAPy
aNA aWA a1‘4/1 L
X JEUL 1, 9EUs L + My x| 1= JAPy 1 | 0APg 1 =0. (26)
IONy By ' INp Bp oM, x| Mg ag

First-order-condition (26) differs from the social planner’s decision-making with respect to three
effects. First, unlike the social planner the decentralized governments cannot set the contribu-
tion rate directly, but take into account the indirect effects of their decision-making on the level
of the common contribution rate: aat 1" Second, it is taken into account that local minimum
wage decision-making triggers migrational responses in both regions due to the common unem-
ployment insurance. Third, the common budget allows the externalisation of the cost of higher

wages to the other region. With symmetric regions first-order-condition (26) can be written
12
as:

IL ~
W (] L8[ L)AL Y (1)

dw N 0w dw b |dLdw Jdw 2
op
L/ 1N [, L]10U[9bIL b, .t
+M(1 “2) {1 N}2 b {6L8w aw| 1P =0 @7)

vertical ﬁscal externality

The first two terms describe the familiar wage setting condition and are directly comparable to
their equivalents in the social planner’s decision-making (16) and decentralized minimum wages

with a decentralized insurance budget (22). As with decentralized unemployment insurance, the

"' In contrast to decentralized minimum wages with decentralized unemployment insurance, the indirect effects

of w; on ¢ do not vanish via the enevelope theorem. The reason is that the contribution setting government
considers the effects of its decision-making in both regions while the wage setting governments do not.

For better comparability we use the fact that with symmetric regions, the following equation holds in the
comparison of decentralized minimum wage setting with centralized unemployment insurance and the social

planner’s (SP) decision making: {‘9"5” ILsp | a"“’} [ ob 9Ly %].

aLSP 3Wsp aWSp aLA aWA aWA
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advantage of immobility causes a distortion in minimum wage setting, if the degree of firms’
mobility differs from the households’ degree of mobility.

The third term describes the vertical fiscal externality and its migrational counter effect. The
pooling of the unemployment insurance budget allows to put into effect an excessively high
minimum wage, because the related costs in terms of higher unemployment or higher expendi-
tures for unemployment benefits can be externalized to the other region such that local expected
utility increases.!> However, the higher minimum wage resulting from this policy attracts in-
dividuals from the other region. Ceteris paribus the probability to be employed and to earn the
higher wage level decreases. This means that the intended aim of the minimum wage increase
- to improve welfare via cost externalisation - is partly crowded out by the related migrational
response and the related decrease of local expected utility. With full workers’ mobility both
effects completely outweigh each other and no distortion from the vertical fiscal externality

arises.

Proposition 5. In symmetric states with centralized unemployment insurance, the minimum
wage level set by state governments is generic inefficient due to distortions by the advantage of
immobility and the vertical fiscal externality. A decentral minimum wage is only efficient if both

workers and firms are fully mobile: ¢ =3 = 1.

Proof. See appendix. [

6.2 Centralized minimum wage setting

Similar to centralized minimum wage determination under decentralized unemployment in-
surance, the government considers the welfare of both regions simultaneously and maximizes
objective function (14) with respect to w. Additionally, the wage setting government under cen-
tralized unemployment insurance has to take account of the common insurance budget. How-
ever, due to the centralized minimum wage, no common pool effect can be exploited by the
government. Similar to the two-sided migration effects any wage adjustment affects contri-
butions and expenditures from both regions simultaneously. Then, with symmetric states the

following first-order-condition results:

oL - oP
v 5, L U, ow L]oU,[dbJdL 0Jb ow !
a—ﬂ’f”l’u]WWm l‘ﬁ]%{ﬁ%+%]+ﬁ_o' (28)

Condition (28) is equal to the social planner’s wage setting condition (16) as well as the cen-
tralized setting of minimum wages with decentralized unemployment insurance, condition (23).
It shows that neither the mobility of households and firms nor the centralized unemployment

insurance budget distort governmental decision-making if regions are symmetric.

13 The gains of a higher minimum wage in terms of higher tax revenues are overcompensated by the related cost

due to higher unemployment. The net effect is negative, but can be shared with the other region.
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Proposition 6. In symmetric states with centralized unemployment insurance, the minimum
wage set by a central government of the state union internalizes both the advantage of immo-

bility and the vertical fiscal externality, and is efficient.

Proof. See appendix. |

7 Conclusion

We consider a theoretical model where two states are organized in a state union with different
levels of governmental decision-making. A federal government may set centrally the minimum
wage in both states or the state governments may determine the minimum wages in their states.
Then both level of governments may choose also the contribution rate to the social unemploy-
ment insurance. As a consequence, minimum wage setting takes into account its effects on the
level of the contribution rate. This describes the opposite case of the model developed in Fenge
and Friese (2022) where the determination of the contribution rate takes account of the effects
on wage bargaining. In both models, centralized unemployment insurance implies a common
budget for the whole state union.

We investigate, which constellation of centralized and decentralized decision-making is effi-
cient. As a benchmark for efficiency we consider a social planner. This approach results in four
different scenarios of governmental decision-making. The results of our analysis are summa-

rized in figure 1.

Unemployment Insurance

dec. cen.
Minimum Wage Minimum Wage
dec. cen. dec. cen.
Scenario 1.1 Scenario 1.2 Scenario 2.1 Scenario 2.2
inefficient efficient inefficient efficient

Figure 1: Results with symmetric states

Contribution rate setting is always efficient with symmetric states, which means that the con-
tribution rate is equal to the probability to become unemployed. With decentralized unemploy-
ment insurance (scenarios 1.1 and 1.2), migrational responses to contribution rate determination
do not distort the governments’ decision-making neither with symmetric nor with asymmetric
states. Because migrational responses affect the employed and the unemployed equally, no dis-

tortions occur. In the two cases of centralized unemployment insurance (scenarios 2.1 and 2.2),
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contribution rate decision-making is efficient with symmetric states, too. The centralized gov-
ernment considers the whole state union and internalizes all migrational and fiscal responses.
Furthermore, in none of the four cases firms are directly affected by a change of the contribution
rate nor is the determination of the contribution rate dependent on the way of setting the mini-
mum wage. As a result for symmetric states, we show that in all four scenarios the contribution
rate can serve its single purpose, the insurance against the risk of becoming unemployed.
Different to the contribution rate the minimum wage serves to redistribute income between
firms and workers. Both groups are directly affected by an adjustment of the minimum wage
level. Accordingly, the wage setting governments weigh the different firms’ and workers’ mi-
grational responses against each other. Thereby, the group with a higher degree of immobility
has a relative advantage, because it is relatively less affected by the initiated migration or re-
location responses resulting from the minimum wage adjustment. Due to this advantage of
relative immobility wage setting is generically inefficient when decision-making is decentral-
ized (scenarios 1.1 and 2.1). Additionally, if unemployment insurance is organized centrally the
governments have an incentive to set excessively high local minimum wages due to the pool-
ing of the social security budget (scenario 2.1). These effects make decentral minimum wages
inefficient even with symmetric states.

In turn, with centralized minimum wages the migration responses are internalized directly be-
cause the centralized government considers the welfare of the whole state union at once and sets
a uniform minimum wage. No migration or relocation distortions arise with symmetric states
(scenarios 1.2 and 2.2). For the same reasoning no fiscal externality resulting from centralized
unemployment insurance can be exploited (scenario 2.2).

In summary, for symmetric states we find that (1) the centralized setting of minimum wages
is superior to the decentralized setting and that (2) decentralized unemployment insurance is
always efficient even with asymmetric regions. With decentralized unemployment insurance
the determination of the contribution rate appears to be immune against migrational welfare
effects. This is due to the intra-group character of social insurance. Unemployment insurance
redistributes income only between the workers’ two states of the world - being employed or un-
employed - and not between workers and firms (inter-group). This also affects decision-making
on minimum wages favourably, because no migration effects can translate to the government’s
decision-making.

The most favourable scenario is where unemployment insurance is organized decentrally and
the minimum wage centrally (scenario 1.2). No fiscal externalities occur and migration cannot
distort governmental decision-making on either level. Only with asymmetric states, centrality
cannot yield optimal results for two regions because only one instrument is available to redis-
tribute income between firms and workers in both regions.

The most unfavourable scenario is where contributions are organized centrally and minimum
wages decentrally (scenario 2.1). Here, even with symmetric states, the minimum wage setting

governments suffer from fiscal externalities under all circumstances except the special case of

17



full mobility. On one hand, with full mobility no efficiency distorting advantage of immobility
for firms or workers emerges. On the other hand, full worker mobility crowds out any local
advantage from exploiting the fiscal externality. Because workers can freely move, any welfare
benefit of a local minimum wage rise is diluted by the accompanying migration incentive to
move to the region that aimed for the higher minimum wage level. This trade-off is based
on the fact that in our model the common budget does not restrict the flow of revenue and
expenditures between regions while the mobility of individuals can be less than fully given.

As a general result of our paper we find that in a state union minimum wages should be orga-
nized centrally (redistribution) while unemployment benefits should be organized decentrally
(social insurance). This mixture of organizational structures appears to be superior in the case
that no common budget between regions exists. In turn, harmonization, e.g organizing each

decision-making centrally, is to be chosen if regions are interconnected by a common budget.

8 Appendix

Proof of Proposition 1

Maximizing the objective function (13) with respect to t4 yields the first-order-condition'#

dVa  OEUs | JEUsdNs | 0APydMy | 0 29
dra dta ONy dta  OM, diy '

The effects C%‘\“ and Ch% can be obtained from the implicit differentiation of workers’ and firms’

migration and relocation equilibra.!> These are given by!®

ZA - ZA ZAtAWA ZB - ZB ZBfBWB
—»_UA,e (WA) + 1— e UA,u = = = _,—UB7e (WB) + 1— el UBM = = (30)
Ny N Na—1La Ng Npg Ng—Lg
and
P, Py
= = = (31)
My Mg
14  OEUy _ Ly 9Upe 0w Ly | 9Uau dby OEU4 L La | 9Uau b,
e |1-fp| Bn s Lyl v + 1 | B
OAPy _ Py
oMy M3

15" As in Fenge and Friese (2022), firms expect that a certain share &' of profits is distributed to mobile firms.

Mobile firms relocate between the states until the profit per mobile firm is equalized. Only then &' = o'.
A similar reasoning holds for workers, where only in a migration equilibrium B’ = B’. Mobile individuals
expect that a certain share of demanded labor input is covered by mobile workers.

16 N;=PBiN;, L = BiLi, M; = a;M;, P. = GP.
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Assume B,- = B; and &; = o;. Implicit differentiation then yields

- JEU,
dNA _ 8tA
th o JEU4 1 JEUp 1

INa Ba JdNp Bp

(32)

and

dMy

dra (33)

Substituting (32) and (33) into (29) yields first-order-condition (19) for asymmetric states and

first-order-condition (20) for symmetric states. Rewriting (20) yields the fair contribution rate:

1\ [L aU, dw L1dU,db] 1
<1—ﬁ5) [NTW8_t+{1_N}8_b8_t} -0 GY
U, ( Liw \ : U,
= db (N—L) = W =1) 59)
1 N—L
& == (36)
which is always true for 1 > f8 > 0. [ |

Proof of Proposition 2

Maximizing the objective function (13) with respect to w, yields the first-order-condition!’

dVy  JEU, N OEUs dty  JEUsdNs  0APy  JAPydMy |

dwy owy oty dwy ONy dwy owa OMy dwy 37)
The migration and relocation equilibria of workers and firms are given by!'®

Ly - [ ZA- La(wa)ta(wa)wa

=Une(Wa)+ |1 === | Upu E )q( ) =

Ny | Na Na —La(wa)

L [ Ly Lgwpt

B U e (5) + |1 — =2 | U, | S22EE (38)
Np i Np | Np—Lp

JL
N, -
Jwy A dUs . Uy,
17 8EUA _ A [UA,e _ UA,u] + Ly A, aWA + |: LA:| A, |:abA dLy abA :| ,

aWA - Nﬁ Ny BWA aWA _m abA deA aWA

JEUy _ Ly 9Use iy _ Ly | 9Uauwdby JEUs _ _ Ly _ _ Ly | 9Uau 9by

aIA - Ny aWA 8YA + 1 Ny abA alA’ 8NA - Nﬁ I:UA’e UA'M] + 1 Ny 817A aNA’
IPy

aapy _ awMA aap, By

dwa T MAZ oMy T M3’

18 Nj=BiN;, L = BiLi. M; = o;M;., P = &P
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and

B, B
2= (39)
My Mg
Assume B,- = B; and &; = a;. The following implicit derivatives result:
- JEU, |, JEU, dt

dNA _ aWAA + &zAA ﬁ (40)
dWA - dEU4 i dEUp L

dNay B dNp fp
and
dMy _ BW: (41)
dWA o dAPy 1 dAPg 1 :

dMy OE_A dMp ap

Substituting (40) and (41) into (37) yields first-order-condition (21) for asymmetric states and

first-order-condition (22) for symmetric states. Rewriting (22) yields:

JdL

LJU,dw JU, dbJdL db| l—oc

dw : -2

U, —-U, 1-— —| = . 42

N{ ]+N8w8w+ 8b{ HaLavﬁaw] Ml—ﬁz (42)
1

For o = [3, - [3 = 1 such that equation (42) is equal to the social planners wage setting con-
2

dition (16). For o > [3 - /31 < 1 and the firms’ losses have a lower weight in the first-order-

condition such that the government sets a higher minimum wage than the social planner. Vice
1- oc2

1-B3
planner. u

versa, if o0 < B > 1 and the government sets a lower minimum wage than the social

Proof of Proposition 3

Maximizing the objective function (14) with respect to w yields the first-order-condition'”

dV., OJEU, N OEU, 0ty OEU4s Ny 0APy OAPy OMy
dw,  ow, dta dw, JINg dw, dw,  JM, Ow;
OEUg  JEUg dtg _ JEUg ONy  O0APy  JAPgdMs |

dw. " om ow. Ny ow, | ow.  oily ow (43)

oL
19  9EU; _ aw Ny, , L; ie oW; Uiy | Ib; IL;
. — [Uie = Uiu] + 5 o Gt + {1 - N,-:| 9b; | oL; owe T aw

: : Li | OUiu 0b; 9AP, _ aw L, AP, P
Uie = U] + {1—'} b N dw, —MT O oml,  ME




The effects ?1% and % can be obtained from the implicit differentiation of workers’ and firms’

migration and relocation equilibra. The equilibira are given by’

Z w - Z w - o

AE Z)UA,e(WA(Wz,tA(Wz)))+ 1— AE d Upu(ba(Na,La(wz),ta(w;),w;)) =
Ny i Ny |

Z w - [ Z w ] - o

B0%) 1 (s ) + | 1= 22| U (b (N L), 500, w2)
Np i Np |

and

BB

My Mg

Assume f3; = B; and &; = o. Implicit differentiation then yields

— JEU, JEU, dty ~ dEUpg  JEUg dtp
dNo — w. T 5 Ow. dw. i ow,
dw. 1 dEU4 |, 1 JEUg

‘ Bi dNi+ T Bs ONg

and

_ JAPy  JAPg
dMu _ dw, dw,
dw, T 0APy 1 4 0APg 1

IMy oy oMg ag
Substituting (46) and (47) into (43) yields first-order-condition

JAPy QAP

v, & OAR Guy ~ amy (8APA B 8APB) N i (8EUi N JEU; dt; )
dw, /= Jdw; OCLA_%?‘Z aLB%“TPf dw,  dw, S\ odw; at; dw;
JEUsy  OEUg

1 dEU, 1 dEUg o

_ ONy, ~ ONg (8EUA 8EUA atA B &EUB &EUB 8t3)
- Gh + 5 dw, dty dw,  Jdw, dtg dw,

for asymmetric states and first-order-condition (22) for symmetric states.
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Proof of Proposition 4

Maximizing the objective function (14) with respect to z, yields the first-order-condition?!

v, & 9Ev; (aEUA aEUB) ON, (8APA aAPB) oM, “9)

dr, & o, ONy  ON ) ot oM, Mg ) or,

Implicit differentiation of workers’ and firms’ migration and relocation equilibra yields the

effects % and %. The migration and relocation equilibria are given by??
ZA - [ ZA ] - =
=Use(Wa(t:)) + |1 = == | Uru(b:(Na,Np,t;)) =
Ny | N4
z ~ [ z - -
L Use (W5(t)) + | 1= =7 | Upa(b:(Na, Ny 1) (50)
Np | Np|
and
B B
Ak (51)
My Mg
Assume B,- = B; and &; = o;. Implicit differentiation then yields
o JEUy _ QEU,
dNy T oL (52
d, L OEUy | | JEUg )
Ba ONs ' Bg INg
and
dM,
=0 53
ar. (53)

Substituting (52) and (53) into (49) yields first-order-condition (24) for asymmetric states and
first-order-condition (25) for symmetric states.
[ |

T Ni| 9b > 9N, — N2
22 N;=BiN;, Li = BiLi, M; = auM;;, P, = &P

2 GEU _ Ly Wae diwy [ Ly | Uau b, 9EU, _ L, Uie— U], 248 — 0, 940 _ _ B,
Ml i aM,' Mz"

dot, — Ny dwy o, N2 ot,
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Proof of Proposition 5

Maximizing the objective function (13) with respect to w, yields the first-order-condition>?

Vo _ OEUs  OEUs 01, OEU, ONy | OAP, | AP, oMy | 0 54
dwy N 8wA 8tz 8wA 8NA aWA 8WA 8MA aWA N

The effects gNTf; and %—2 are derived from workers’ and firms’ migration and relocation equili-

bra. These are given by>*

La(w 3 I I,
MUM (Wa(wa,tz(wa))) + |1 = —=—"| U u(b:(Na, N, La(wa),t:(wa),wa)) =

Ny A

-

ZB LB

= Upe (Wp(t:(wa))) + | 1 = = | Upu(bz(Na,Ng,La(wa),t:(wa),wa)) (55)
Np NB_
and

By(La(wa),wa) _ Pp

7, =7 (56)
A B
Assume f; = f; and &; = o;. Implicit differentiation then yields?

- 8EUA + 8EUA o 8EUB 811 o 8EUB 8bz
dNy o dwy dr, or, dwy db, Jdwy 57
dwsy 1 JEUs , 1 JEUg (57)

Ba ONs ' Bp INp

and

. IAP,
dMm, Dwe

A — aWA (58)

dw 1 JAP, 1 JAPg
A o OMy o dMp

oL,
23 OEU, _ dw,la [UA o= Uy u] 4 La IUpe Iy { LA} IUp [abz Ly abz}

aWA - Ng Ny aWA m Ny abz mm aWA
JEUy _ LanUA,em_‘r Ly | 9Uau b, JEU; _ _Q[U' U ]
dt; — Ny dw, ot Ny db, dt.> IN; — le L,e Lul»
Py
9APy _ anMA gap. . 9B _ _ P
dwa M3 9 T oM, My
% N;=BiN;, L = BiLi, M; = auM;;, B, = &P
25 9EUp db: _ || _ Lp | 9Usu | 9b: dLy | 0b
8hz aWA - NB 8hz aLA 3wA aWA :
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Substituting (57) and (58) into (54) yields first-order-condition (26) for asymmetric states and
first-order-condition (27) for symmetric states.
Assume that 0 < o = 8 < 1. Divide first-order-condition (27) by 1 — [3% to get

JdL

- JoP
Ll o], Lo00s [, L|oU[aboL ob)
N[Ue U”}ﬂvaw w [1 N] b |aLow Tow| T m
V[ L)oUI[9bIL ab] 1-B
_[1_N}Tb§[ﬁ%+ﬁ]—1—ﬁ%' (5%)

For any value 0 < 8 < 1 the minimum wage set by the decentral government is higher than the
social planner’s, because the vertical fiscal externality on the right-hand-side of (59) is not fully
crowded out by the migrational externality. Only for @ = B = 1 equation (59) is equal to the

social planner’s decision (16). |
Proof of Proposition 6

Maximizing the objective function (14) with respect to w. yields the first-order-condition®®

v, & (IEU; N JEU; ot, N OAP; N JEUy 9EUg ONy
dw, =\ dw, dt, dw, dw, JdNy JdNp

JAPy  0APy\ OMy 1

oM,  JdMp

ow,

ow, (©0)

The effects % and % are derived from workers’ and firms’ migration and relocation equilibra
Z Z

which are given by?’

e 7w o
AV st w2))) + | 1= P2 b (R, N L ), L (), 1), w2)
Ny Ny
7ol 7w o

_ Lo p st (w))) 4 [ 1= ZEY | G (b (R, Nig L 02), L (w2 (w2 w,))
Np Np

(61)
and

Ba(La(w),w:) _ Pp(Lg(w:), w:) 62)

~

aL;

AL o -

26 JEU; __ 9wy Vi : : L; aUz,e Iw; i | Wi db; dLy db; dLp db;
T = T (Uie = Uiu] + 5 G5 Gt + {1 - Nt} 9b. | 9L, ow. T 3Lg aw. T aw. |

OEU; _ L; OUie dw; i | OViu db, JEU; _  L; [y7. :

o = N ow o {1 —N |96 o oN, — —Nj’z[Uue—Uuu]’
op,

AR, _ Jw i AR _ o OAR _ _ P

dw,  MZ o " om, | ME

77 Ni=BiN;, L = BiLi, Mi = oM, P, = @iP.
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Assume f; = B; and &; = o;. Implicit differentiation then yields®

— J0EU, (9EUA£ o JEUpg . 8EU3ﬁ
dNs _ “ow; a. dw.  dw. o, Iw,
dw. 1 JEUy |, 1 JEUs

¢ Ba ONs +ﬁB JNp
and

— aAPA . aAPB
dMy _ dw; aw;
dWZ o 1 0AP, 1 JAPg ’

o OMy ag dMp
Substituting (63) and (64) into (60) yields first-order-condition

AP,  JAPg

i OAP:; oMy IMy (8APA aAPB)

ow, LOARx | 1 0APs \ Jw, OJw
i=A < (o7 8MA op aMB < <

OEU;  IEU; 01, )

we Z ( dw. oL ow.

d
R (aEUA JEU, o1, OEUy OEUp (9tz>

_|_ —
e AR A R

for asymmetric states and first-order-condition (28) for symmetric states.
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