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Abstract

This paper analyzes welfare-state determinants of individual attitudes towards immigrants -
within and across countries - and their interaction with labor-market drivers of preferences.
We consider two different mechanisms through which a redistributive welfare system might
adjust as a result of immigration. Under the first scenario, immigration has a larger impact on
individuals at the top of the income distribution, while under the second one it is low-income
individuals who are most affected through this channel. Individua attitudes are consistent
with the first welfare-state scenario and with labor-market determinants of immigration
attitudes. In countries where natives are on average more skilled than immigrants, individual
income is negatively correlated with pro-immigration preferences, while individual skill is
positively correlated with them. These relationships have the opposite signs in economies
characterized by skilled migration (relative to the native population). Such results are
confirmed when we exploit international differences in the characteristics of destination
countries welfare state.
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“We must end welfare state subsidies for illegal immigrants... This alienates tazpayers and
breeds suspicion of immaigrants, even though the majority of them work very hard. Without
a welfare state, we would know that everyone coming to America wanted to work hard and

support himself.” Rep. Ron Paul, R-Texas.!

1 Introduction

No other facet of globalization has spurred as much public debate as the movement of
workers across national boundaries. Even within ideologically homogeneous groups often
contradictory positions emerge. U.S. labor unions, although now officially welcoming Latino
and immigrant members?, see their ranks and file oppose growing inflows of unskilled foreign
workers. Similarly, while Silicon Valley entrepreneurs trooped in front of Congress in 1998 to
obtain an increase in the number of H1-B visas, many conservative groups fear immigration
and have fiercely opposed the 2004 proposal of the Bush administration to grant illegal
immigrants legal status as guest workers.

A large portion of the discussion is fuelled by the income-distribution consequences of im-
migration. Native workers are concerned about new immigrants of similar skill levels because
they are wary of increasing competition®, inducing downward pressure on their incomes and
contributing to the growing feeling of uncertainty that accompanies globalization.* On the
other hand, native workers welcome immigrants who complement them in the labor market.
A second and not less important dimension of the debate is represented by the welfare state
channel. In fact, the very existence in many destination countries of redistributive social
insurance programs is likely to have a magnetic effect on large numbers of immigrants, in-
terested not only in new job opportunities, but also in the benefits that come in the form of
subsidized health care, unemployment compensation or provisions concerning dependants.®
While this type of labor flows has the potential to represent a net burden for the public fi-
nances of the destination countries, the same young immigrants have been portrayed by some

as the answer to the deteriorating conditions of the welfare state in destination countries

ICited from US Fed News, August 8, 2005.

2See Watts (2002).

3For instance, the threatening “Polish plumber” has been often mentioned as heavily conditioning the
French vote against the new European constitution.

4See for instance Rodrik (1997).

°See Borjas (1999a), and Boeri, Hanson, and McCormick (2002).



with aging populations.

Regardless of whether immigration represents a net cost or benefit for the welfare system,
adjustments in the redistribution carried out by the welfare state are unavoidable. Impor-
tantly, this paper shows that the type of response carried out by the welfare state matters
in assessing the effect of immigration on various subgroups of the population. As a con-
sequence, individual opinions about migration - which reflect the combination of its effects
through various channels - will be influenced not only by the labor market consequences of
population inflows: They will also be shaped by the type of response to immigration adopted
by the welfare state. To shed light on these issues, we develop a theoretical framework of
individual attitudes towards migration in which the labor market and welfare state interact
with each other as drivers of opinions.

The analysis of the labor-market channel follows the previous literature.® We focus on
two factors of production, skilled and unskilled labor, and assume that migrants can be
either complements or substitutes for native workers. We show that the probability that an
individual is pro-immigration is an increasing (decreasing) function of her skill in countries
where the relative skill composition of natives to immigrants is high (low). The intuition is
that, when immigrants are unskilled, they reduce the relative supply of skilled to unskilled
labor in the economy, thus increasing the skilled wage and reducing the unskilled wage. The
opposite is true when immigrants are more skilled than natives.

More importantly, in our model we consider two alternative adjustment mechanisms
through which the welfare state of the host country can respond to an inflow of immigrants.
For each welfare state scenario, we analyze the effect of an inflow of either unskilled or skilled
foreign workers. While the former represent a net cost for the welfare state, the latter are
likely” to make a positive net contribution to the system. In the first welfare-state sce-
nario we assume that, following immigration, the value of per capita benefits is unaffected,
while welfare costs (tax rates) adjust in order to balance the government’s budget. Assum-
ing a redistributive fiscal system, we find that high-income individuals are more negatively
affected by unskilled immigration than low-income individuals - as they bear most of the
additional cost to the welfare system. However, they are more positively affected than low-

income individuals by skilled immigration. In general, under the first scenario, immigration

6See Borjas (1999b), Scheve and Slaughter (2001), Mayda (2005), O’Rourke and Sinnott (2004).

"As it will become clearer in section 3, skilled migrant workers are not necessarily going to be net
contributors to the welfare state, because differently from their native counterparts, they are endowed only
with labor-related assets.



has a larger impact on individuals at the top of the income distribution. Under the second
welfare—state scenario, we assume instead that the adjustment induced by immigration oc-
curs through changes in per capita welfare benefits, as tax rates are kept constant. Under
these assumptions, if immigrants are unskilled relative to natives, the burden of the worsened
fiscal position of the welfare state falls relatively more on individuals at the bottom of the
income distribution. In other words, unskilled immigration negatively affects low-income
households to a greater extent than their high-income counterparts. The intuition for this
result is that, in this case, low-income natives will be competing with immigrants for access
to public services. If immigration is instead skilled - and is thus likely to relax the gov-
ernment’s budget constraint - it will lead to an improvement in the position of low-income
workers through the welfare state channel that is greater than for high-income individuals.
In general, under the second scenario, it is low-income individuals who are most affected
by immigration. To summarize, under the first welfare-state scenario we expect individ-
ual income to be negatively correlated with pro-immigration preferences in countries where
the skill composition of natives relative to immigrants is high (unskilled immigration), and
positively correlated otherwise (skilled immigration). Under the second one, we expect the
opposite type of cross-country pattern.®

Our empirical analysis, carried out using the 1995 National Identity Module of the In-
ternational Social Survey Program, finds strong support for the model: It both provides
new cross-country evidence for the role of welfare-state considerations and reinforces the
results in the literature on labor-market determinants. In particular, using a direct and
indirect measure of the relative skill mix of natives to immigrants, we find evidence that
is consistent with the first public-finance scenario (according to which it is high-income in-
dividuals who are most affected through the welfare-state channel) and with labor-market
determinants of immigration attitudes. Our results show that, in countries where natives
are on average more skilled than immigrants, individual income is negatively correlated with
pro-immigration preferences, while individual skill is positively correlated with them. These
relationships have the opposite signs in destinations characterized by skilled migration. We
confirm the robustness of these results using an alternative data set, the European Social

Survey, carried out in 2002-2003 on a different sample of countries.

81n order to simplify the analysis, we only consider two extreme cases in terms of the adjustment of the
welfare state. However, it is possible to extend this framework and consider intermediate cases, where both
tax rates and per capita benefits adjust. In that case what will matter is whether the adjustment takes place
relatively more along one dimension, as opposed to the other.
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A growing literature in economics focuses on individual preferences®, as they represent a
primary determinant of final policy outcomes (Rodrik 1995). In this paper we study welfare-
state determinants of migration opinions, for two main reasons. First, public-finance issues
have played a key role in the historical debate on immigration. However there are only few
papers in the literature that investigate welfare-state determinants of individual attitudes'®
and they either focus on a single country or do not exploit the variation in the data across
countries.In our analysis, instead, we investigate cross-country heterogeneity in the impact
of individual-level variables by taking advantage of the variation in the data both at the indi-
vidual and at the country levels. The second reason for this paper is methodological. In the
existing literature, the correlation between individual skill and pro-immigration attitudes is
interpreted as evidence in support of a labor-market competition story.'! For example, in the
United States and other countries receiving unskilled migration, the estimated correlation is
positive, which is consistent with the labor-market hypothesis. However, given that individ-
ual skill and income are positively correlated, the same pattern would be observed in the data
under the second scenario of our welfare-state model. In other words, it might well be that
skilled individuals are less opposed to unskilled immigration because they also enjoy high in-
comes and, under the second welfare-state scenario, are not in competition with immigrants
for public services. As a result, it is difficult to separate the effect of the two channels on
individual attitudes. In general, any other determinant of pro-immigration attitudes which
is correlated with individual skill will give rise to a similar problem of omitted variable bias.
In order to isolate the labor-market channel, previous studies (Scheve and Slaughter 2001
and Mayda 2005) compare the correlation between skill and pro-immigration preferences
in the labor-force vs. out-of-labor-force subsamples. Any correlation should disappear for
individuals out of the labor force if the labor-market hypothesis is what is driving the result,
which is in fact what the previous literature finds. In this paper we tackle the problem in a
different way. By explicitly considering welfare-state drivers, our analysis provides a new and
more direct approach to differentiate between labor-market and public-finance determinants.

The outline of the paper is as follows. Section 2 surveys the literature related to this

9See, for example, Luttmer (2001), Alesina and La Ferrara (2005), Blanchflower and Oswald (2004),
Caplan (2002) and the literature surveyed below.

10See Dustmann and Preston (2004a), Dustmann and Preston (2004b), Hanson (2005), Hanson, Scheve,
and Slaughter (2005a) and Hanson, Scheve, and Slaughter (2005b).

1See Scheve and Slaughter (2001), Kessler (2001), Mayda (2005) and O’Rourke and Sinnott (2004). See
Espenshade and Hempstead (1996) and Hainmueller and Hiscox (2005) for an alternative interpretation of
the empirical evidence.



paper, while Section 3 presents the theoretical model. In Section 4 we describe the data
used in the empirical analysis, whose results are described in Section 5. Finally, Section 6

concludes.

2 Literature

Our paper is related to different strands of the literature. The first investigates the impact
of immigration on the welfare state, and has shaped the debate about immigration policy
in the United States, Europe and other destination countries. Borjas and Hilton (1996)
and Borjas (1999b), for instance, have extensively documented how immigrant households
that have relocated to the United States during the eighties and nineties are more likely
to receive welfare benefits than the native population. While most of the existing gap in
participation rates can be explained by observable characteristics, this is evidence of the
growing pressure put on state and federal budgets by “New Americans”.!? Boeri, Hanson,
and McCormick (2002), considering a large sample of EU countries, point out instead a
substantial dispersion in the immigrant’s participation in the welfare state. Furthermore,
they show that while immigrants are on average more likely than natives to be on the
receiving end of unemployment and family benefits, this turn out not to be the case for old
age pension benefits.!3

Razin, Sadka, and Swagel (2002) analyze the extent to which, in the long run, immigration
affects the redistribution carried out by the welfare state. In a very elegant theoretical model
the paper shows how — somewhat surprisingly — the presence of a fiscal leakage from the native
to the foreign born population is likely to play against redistribution towards the less skilled.
The intuition for this result is that, as the number of migrants grows, a larger proportion of
the fiscal revenues ends up in the hands of unskilled immigrants, which implies that native
taxpayers — among whom the median voter will most likely be counted — will opt for lower
taxes. While in our paper the mechanism of welfare-state adjustment to immigration is taken

14

as given,'* we are going to exploit some features of Razin, Sadka and Swagell’s (2002) model

12For an analysis of the long run effects of immigration in the US, see also Smith and Edmonston (1997).

13See Table 3.2, page 74. This argument has been used by many policy makers in Europe to highlight the
potential role of immigration policy as a tool to deal with the difficulties created by pay as you go social
security systems in the presence of an ageing population. For a formal analysis, see Razin and Sadka (1999),
while Storesletten (2000) has studied how migration policy can be used to sustain the existing welfare system
in the United States. See also Haupt and Peters (2003) and Casarico and Devillanova (2003).

141n particular, we assume that individuals take as given one of the two scenarios of welfare-state adjust-



to develop the framework with which we analyze individual preferences in the presence of
redistribution.

The second set of papers related to our work looks, more specifically, at how welfare-state
considerations affect individual perceptions of immigration. Dustmann and Preston (2004b)
empirically analyze attitudes towards immigrants in Great Britain using seven consecutive
waves of an individual-level panel data set, the British Social Attitudes Survey. This pa-
per offers a new approach to isolating the separate effects of three major determinants of
attitudes: racial feelings, labor-market concerns, and welfare-system considerations. The au-
thors develop a structural multiple-factor model which uses responses to various questions on
racial, labor-market, and welfare issues to estimate the direct impact of the underlying three
factors on immigration attitudes. The paper finds that racist feelings have the strongest
effect on people’s views about immigration. Using a similar structural multiple-factor model
on data from the 2002-2003 wave of the European Social Survey, Dustmann and Preston
(2004a) focus on economic variables and analyze three alternative channels through which
individual attitudes towards immigrants are affected: labor market competition, public bur-
den, and efficiency considerations. The main result of the paper is that, out of the three sets
of economic determinants, fears about public finance have the strongest impact on immigra-
tion attitudes. Besides the methodological approach, these works differ from our paper since
the analysis focuses on a single country (Dustmann and Preston 2004b) or does not explore
the cross-country heterogeneity in the effect of individual-level variables (Dustmann and
Preston 2004a). In addition, the welfare state is implicitly assumed to adjust to immigration
through changes in the tax levels (as in the first welfare-state scenario in our model).

More recently, Hanson, Scheve, and Slaughter (2005a) investigate the impact of both
public-finance and labor-market variables on individual preferences over globalization - in-
ternational migration and trade in goods and services - in the U.S. in 1992 and 2000. Their
empirical analysis shows that, while the pre-tax cleavages in individual attitudes - working
through the labor-market channel - are similar for immigration and trade, the post-tax cleav-
ages in opinions - working through the public-finance channel - are different. The authors
conclude that welfare-state considerations are therefore important in explaining differences in

individual attitudes towards alternative globalization strategies. The role of the welfare state

ment, that is respondents do not perceive the adjustment type as endogenous to immigration. Therefore,
ours is not a political-economy model, and it is best suited for a short-run analysis. See also Ortega (2005)
for a long-run political-economy model of migration and the welfare state.



channel in explaining attitudes towards immigration is also highlighted in Hanson (2005),
where a ‘rights—based” immigration policy is proposed to limit the burden put by unskilled
immigrants on the welfare state.!®

From a methodological point of view, Hanson, Scheve, and Slaughter (2005a) is the paper
in the literature closest to ours. However, while their paper focuses on the United States and
exploits the across-states variation in the data, our analysis is a cross-country one. From
a theoretical point of view, Hanson, Scheve, and Slaughter (2005a) differs from our work
in that it does not consider the two public-finance scenarios we instead analyze, implicitly
assuming that the first one holds. Our analysis of the two scenarios is indeed motivated by
their account of the different experience of California and Texas, two states that during the
eighties and nineties were the destination of large inflows of mostly unskilled immigrants.
Both states faced serious fiscal difficulties as a result of the 1990-1991 recession but their
two Republican governors reacted very differently to the new challenges. Pete Wilson in
California backed Proposition 187, aimed at excluding illegal immigrants from some welfare-
state benefits. George W. Bush in Texas promised, instead, never to adopt a measure of this
type. We think that the difference between the policies carried out in California and Texas
can be interpreted in terms of the two scenarios we investigate in this paper. California has
a progressive income tax system, while Texas has instead no state income tax. Therefore, in
California high-income individuals were probably the ones mostly hit by immigration through
the welfare-state channel (first scenario), while in Texas this was the case for low-income
natives (second scenario). Since high-income voters are important Republican constituents
in both states, the two Republican governors had an incentive to implement completely
different policies. California’s response to the growing fiscal pressure created by immigration
was a reduction in transfers to immigrants - which relaxed the state’s budget constraint - a
move that high-income Republican constituents largely supported. Texas, on the other hand,
did not need to adopt an anti-immigration stance - by reducing immigrants’ access to public
services - as immigration was mostly hurting low-income voters through this channel. Finally,
from an empirical point of view, the main innovation of our analysis relative to theirs is to
incorporate data on the relative skill mix of natives to immigrants, which varies considerably

across countries and affects whether immigrants represent a net burden or benefit for the

3 The basic idea is to differentiate the level of entitlement to public benefits, depending on how long the
immigrants have been in the host country. The immediate effect of this policy would be a reduction in the
benefits available to immigrants through the welfare state.



welfare state.!©

Finally, our paper is also related to analyses of immigration preferences which focus on
the labor-market competition hypothesis. Using data on the United States, both Scheve
and Slaughter (2001) and Kessler (2001) find that more educated individuals are more likely
to be pro-immigration, which is consistent with a labor-market story, as immigrants to the
United States are less skilled than natives on average. Mayda (2005) and O’Rourke and
Sinnott (2004) extend the analysis to a multi-country framework. Both papers find that a
key variable determining the sign of country-specific correlations, between individual skill
and attitudes, is the relative skill composition of natives to immigrants. Using both a direct
and an indirect measure, individual skill is estimated to be positively (negatively) correlated
with pro-immigration preferences if the relative skill composition of natives to immigrants
is high (low). Our paper finds the same results but in a broader framework, where the labor

market interacts with the welfare state.

3 Theoretical Framework

To analyze the effects of immigration on individual attitudes we consider a simple two—
factors HO model with and without diversification in production, and we augment it by
incorporating a redistributive welfare system. If production is diversified, two goods are
produced. Alternatively, if the economy is not diversified, only one good is produced. We
can think of the two production factors as unskilled (L) and skilled labor (Lg). They are
combined using a constant returns to scale technology y; = fi(Ly, Ls) to produce output
1 € 1,2. We will assume good 1 to be the numéraire, so that its price will be normalized to 1,
while p will be the price of good 2. The economy is populated by a set of N natives, indexed
by n, and by M immigrants, indexed by m. Each native is endowed with one unit of labor
(either skilled or unskilled) and with an amount e € {e’, e/} of the numéraire good, where

efl > el Immigrants are only endowed with either one unit of skilled or unskilled labor.!”

6 Hanson, Scheve, and Slaughter (2005b) use across-states variation in the skill composition of immigrants
to the U.S.. This paper estimates the impact of the latter variable on skill cleavages in U.S. immigration
opinions, but not separately for the labor-market vs. welfare-state channel.

1"For a similar assumption, see Razin and Sadka (1999).



The total endowment of the numéraire good in the economy is thus given by
Sen

while the total supply of each skill is given by
Lj=¢;N+¢;M je{U, S} (1)

where ¢; and 1; respectively are the share of workers of skill profile j in the native and
immigrant populations, and . ¢; = >_;¢; = 1. The key variable in our analysis of the
effect of immigration is the migrants to native ratio, which is defined as # = M /N and which,
for simplicity, we will assume to be equal to zero in the initial equilibrium. Furthermore, the
number of natives will be held constant throughout the analysis. A change in the immigrants

to natives ratio will impact the domestic availability of the two types of skills in the following

way:
Li _ Y
2-Y_p 2)
where IA/j = % etc. Let w; be the (before tax) prevailing wage rate, with wg > wy. Let
J

¢i(wy, wg) be the unit cost function for good i. Wages and outputs are determined by two
sets of equilibrium conditions. Firstly, equilibrium in the factor market requires supply to

be equal to demand,

a 1 U, S a D U,
[ Y ) 1

Secondly, perfect competition implies that firms earn non-positive profits in equilibrium, i.e.

1

IA

c1(wy, ws) (5)

p < c(wy,ws) (6)

Assume that the government intends to levy an egalitarian income tax. The literature has
suggested (Mirrlees 1971) that the best egalitarian income tax can be approximated by a

linear tax. As a result, we consider an income tax with a flat rate 7, accompanied by a lump
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sum rebate b. The cash grant may be thought of as capturing the provision of free public
services, and for simplicity we are assuming that migrants are entitled to all public programs
available in the destination country. Thus, by design, our tax system is redistributive. The

government budget constraint can be written as
T(wy Ly + wsLs + E) = b(N + M) (7)

Immigration affects the well being of the current residents through three possible channels:
the effect on the prevailing tax rates, the effect on the per capita transfers'® and the labor

market (wage) effect. The net income of a native n of skill level j is given by
I =(1-7)G5 +0b, (8)
where G} = w; + e". The effect of immigration on his net income can then be measured by

J dm
dr Iy o

fi _ (1 —T)wj% B TGP L % ©)
The first term represents the labor market effect, the second is the effect through the ad-
justment in the tax level and the third term represents the adjustment induced in the gov-
ernment’s transfers to the residents. We will now consider the effect of immigration on the
utility of current residents under two different hypotheses. First, we will assume that the
economy is initially diversified and continues to be so even after immigration has occurred.
Under standard assumptions'® this implies that the prevailing returns on skilled and un-
skilled labor will not be affected and we label this the ‘no labor market effect’ case. Next, we
will consider the effect of immigration in an economy that to begin with is not diversified,

so that factor returns will be affected by changes in endowments.

18The first two channels work through the welfare state. In our model, we assume that the government’s
budget constraint must be satisfied in each year. In practice, immigration might also affect the welfare state
through its impact on the accumulation of public debt. While explicitly modeling this scenario would render
the analysis more complicated, allowing for the accumulation of debt would only shift into the future the
choice between changing taxes or benefits to accommodate immigration.

9Tn particular, if no factor intensity reversal occurs.
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3.1 No labor market effect

To gain some intuition on the importance of the type of welfare state response to immigra-
tion in shaping individual attitudes, we consider a simplified setting in which one of two
alternative scenarios are possible. Under the first scenario, we assume that the per capita
transfer is held constant, and study how taxes should adjust. In the second, we will assume
that the tax structure is not altered, and study how the per capita transfer has to adjust to
maintain the government’s budget in equilibrium.We start by analyzing the first scenario.

Totally differentiating equation (7), after a few manipulations we obtain

J

where n; = > wili _ for j = U, S is the share of labor of skill level j in total domestic

income, and ng = 1 —ny —ng is the share of the initial endowment in total domestic income.

The effect of immigration on the tax rate is given by

(v —m)By—1) | ne(l— )
dr A—ou) | 1oy (11)

where ¢y — ny is the difference between the share of the unskilled in the initial population
and their share in the initial GDP. Since wy < wg, it follows immediately that ¢y > ny.
Consider equation (11) and to begin with, assume that the share of initial endowment in
national income is nil, i.e. that ng = 0. If the native and migrant skill compositions are
identical, i.e. if fy = 1, an inflow of immigrants will not alter the current tax level. If
instead immigrants are less skilled on average than natives, i.e. if By > 1, their presence
will lead to an increase in the tax rate. This is intuitive since in order to maintain the same
per capita transfer, a reduction in the per capita pre-tax income will require an increase in
the tax rate. If the share of the initial endowment in national income is instead positive, i.e.
ng > 0, the increase in the tax rate needed to maintain a given demogrant in the presence
of unskilled immigration will be even higher. As immigrants in our model are assumed not
to own other assets besides labor, even if they are as skilled as natives (i.e. fy = 1), they
represent a net burden for the welfare state and this will require an increase in the tax rate

to maintain the demogrant unchanged.?’ The following proposition then holds

20A similar ‘fiscal leakage’ effect has been modeled by Razin, Sadka, and Swagel (2002). Notice also
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Proposition 1 Holding the demogrant unchanged, an inflow of unskilled immigrants is less
desirable for an individual the higher her pre-tax income. To the contrary, an inflow of
skilled immaigrants is more desirable for an individual the higher her pre-tax income as long

as ng < Ny, where Ny = %

Proof. Notice that absent labor market effects and holding the demogrant constant

equation (9) implies

I_ o |7
dr b+ G(1—71) |dr

To assess the effect of different individual income levels, notice that

3(%) R

oG _%{[HG?I—T)P}'

()

oG
immigration is skilled, from equation (11) we know that % < 0aslong as ng <

()

and, as a result, —=

< 0. On the other hand, if

(A-Bu)(dvu—nu)
(I—vv)

> 0. O
Proposition 1 tells us that, if the demogrant is held fixed, the redistributive nature of

If immigration is unskilled, which implies % > (, then

the existing fiscal system implies that the cost of an inflow of unskilled immigrants will fall
disproportionately more on higher income natives. Similarly, if immigration is skilled in
nature, the higher income natives will be the largest beneficiaries since they will enjoy a
disproportionately large decrease in their net tax burden. To see how the relationship is
affected by a change in the extent of redistribution carried out by the welfare state, we need

to calculate the following derivative:

(i)
(%) L ae

dr C drb+ GA -7

(12)

which is negative as long as immigration is unskilled since % > 0. In other words, the

negative relationship between individual income and pro-immigration preferences (under

the first welfare-state scenario, given unskilled migration) becomes more pronounced the

more redistributive the welfare system is, as illustrated in Figure 1.

that, the more unskilled immigrants are, the higher the tax increase required to maintain the demogrant

. . o= — — .
unchanged. To see this, notice that {SZ’;) = ¢U¢($(17’_E$U)"U > 0 since ¢y > —1¥

nu+ns’
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Figure 1: First Welfare-State Scenario

Finally remember that, among natives, we can distinguish four different types of in-
dividuals, based on their skill levels and asset holdings. Skilled individuals with a large
initial wealth endowment are the top income earners, while the low skilled with a low initial
wealth endowment will lie at the bottom of the income distribution. Agents with limited
initial endowment but highly skilled and low skilled agents with abundant assets occupy
instead the middle of the income distribution: Either one of the latter two groups could