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INTRODUCTION

Decreasing transports costs and an increasing share of the industrial sector
characterized by economies of scale lead to geographic concentration of
activities. On that ground, a very enlightening model 1s P. Krugman's one!.
Remember that in this model there are two regions (a big one and a small one)
and two sectors in each region: an immobile one with constant returns to scale
an a mobile one with increasing returns to scale. When transportation costs
become low enough or when the share of the industrial sector with scale
economies becomes large enough, workers leave the smaller region for the
larger one. In that model there is no transport cost for agricultural goods and
no negative consequence of concentration per se, such as congestion or increase
in land prices, that could counteract this tendency to concentration, if correctly
internalized by the market. It is possible that these negative consequences are
too weak or too poorly internalized to play a role in determining equilibrium
The questions we analyze here are the following:

- a preliminary one: if we consider this model, with the given charactenstics
(particularly no negative consequences of concentration per se), when
concentration occurs, is the resulting equilibrium a social optimum and is it
possible to compare it with the initial one?

- the central one: are decentralized governments able, by means of transfers
between groups within the same region, to modify this final equilibrium? For
instance, are they able to break the tendency to concentration or to reverse this
tendency from one region to the other?. In a first part we identify why
governments may choose to intervene: we apply Krugman's basic model to
answer our iminary question regarding the 1y of welfare with
concentration. We show that, when migration occurs, the welfare in the
“departure region" decreases. Therefore we assume that, in such regions, the
government wants to stop migration and we describe the implementation of a
taxation policy using a sequential game approach.

In a second part we define the possible equilibria, the agent's behaviour
and the political constraints since, in a democratic region, the decisions depend
on which group of agents is holding the political majority.

In a third part, we emphasize the strategies chosen by government
according to the political constraints and agent's behaviour.

! See Krugman, 19912 and 1991b,

2 Of course, a federal government is able, by means of transfers from one region to the other, to
stop migrations. One could analyze also the case of international transfers initiated by one of the
regions (see for instance Burbridge an Myers, 1994). But this case is irrelevant here because there
is no negative effect of immigration and no incentive to set transfers in order o stop it
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1. THE NECESSITY OF REGIONAL GOVERNMENTS' INTERVENTION
1.1. The Basic Model
LL1. A Reminder of Basic Assumptions and Results

There are two regions, i = 1,2 and two categories of consumers, workers
and farmers, in each region. The two regions differ only in one respect: the
number L, of workers. Let us assume that the total number of agents is 1, the
overall number of workers is # and assume that L, = fu and L, =(1 - f)u with
0,5< f<1 and so that the first region is the "big" one. Farmers and workers
have different activities and therefore different incomes. They, otherwise, have
identical preferences. Each consumer has the same utility function

s=ctci* ()
C, is consumption of the homogeneous agricultural good, C,, is
p of an of n goods and is defined by
o
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6> 1 is the elasticity of sut among the goods.

Then, each consumer devotes a share g of this total expenditures to
manufactured goods and the remaining share |- g to the agricultural  (3)
good

)i
There are (T“J immobile farmers in each region. Each farmer produces one

unit of agri good, and therefore each region p the same quantity
of that good:
I-p
Fa =X ® - “)

The agricultural good can be costlessly transported from one region to
the other3, therefore the price of that good is the same in the two regions.

3 Calmette and Le Pottier (1995) discuss the case where the agricultural good is costly to
transport
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2.2.1. Myopic Agents

Myopic agents don't know what could happen concerning prices and
incomes when migration occurs. They don't know how real wages change with f.

Myopic workers make decisions on the basis of the current observed
difference between utilities in the two regions

1) If the present difference between the two regions' real wages is not
counterbalanced by a transfer policy. then workers migrate at the end of the
first period from the low utility region to the high utility region. Suppose that

we start with f = /(l > f>.5) without transfers, i =0, workers in region two see

that they are poorer than workers in the big region: they migrate, and the result
in period 2 is a natural long term location equilibrium characterized by
f=f"=1 (concentration in Region One).

2) If, during the first period, region two government gives an allocation to his
workers_such that they get the same real wage as workers in region one
(5, = S, with £ >0), then, they stay at home.

Starting with f=7(1>f>5) this population distribution can be
sustained only as long as transfers continue to equalize the utility of workers
across regions. This implies, ceteris paribus, that for all period f=f'=f with
the same transfer than in period one 7 =1, in order to obtain §';=5',=5,=5;.

Since farmers can't leave their region, when they are myopic, they

perceives taxes only as current burdens. They completely discount any future
benefits of retaining workers. Therefore, myopic farmers prefer 1 = 0.

2.2.2. Far-Sighted Agents

In contrast, far-sighted agents are well informed of how their satisfaction
envolves from the first to the second period, if migration occurs. They make
their decisions on the basis of a comparison of the expected satisfactions in both
periods: workers know that migration will improve their satisfaction, because
they know that worker's is i when oceurs.
Then, they all flee at the end of period 1, even if a transfer just equalize S, with
§, during the first period. The only case for which far-sighted workers stay in
Region Two is when they get a transfer from farmers such that §, > §; and
such that migration occurs in the opposite direction, from Region One to
Region Two, so that their own region becomes the "large” region. In particular
they must also know that Region One does not react. The result is /=0 and
=1Ly,




