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 Any opinions expressed here are those of the 
author(s) and not those of the institute. Research disseminated by IZA may include views on 
policy, but the institute itself takes no institutional policy positions. 
 
The Institute for the Study of Labor (IZA) in Bonn is a local and virtual international research 
center and a place of communication between science, politics and business. IZA is an 
independent, nonprofit limited liability company (Gesellschaft mit beschränkter Haftung) 
supported by the Deutsche Post AG. The center is associated with the University of Bonn and 
offers a stimulating research environment through its research networks, research support, and 
visitors and doctoral programs. IZA engages in (i) original and internationally competitive 
research in all fields of labor economics, (ii) development of policy concepts, and (iii) 
dissemination of research results and concepts to the interested public. The current research 
program deals with (1) mobility and flexibility of labor markets, (2) internationalization of labor 
markets and European integration, (3) the welfare state and labor markets, (4) labor markets in 
transition, (5) the future of work, (6) project evaluation and (7) general labor economics. 
 
IZA Discussion Papers often represent preliminary work and are circulated to encourage 
discussion. Citation of such a paper should account for its provisional character. 
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How will international integration affect welfare policies? This paper considers the possibilities of 
financing public sector activities (public consumption and social security expenses) by general 
(wage) taxation in an economy which becomes more integrated in international product markets. 
Even if labour is internationally immobile, the increased mobility of products and hence jobs 
implies a change in the distortions arising from taxes and social security contributions levied on 
labour income. Since financing of social security via general taxation involves a negative 
externality the effects of international integration depend critically on the institutional structure of 
the labour market. This paper shows that increased international integration inducing more 
product market competition implies that it becomes more costly to maintain welfare systems 
financed by general taxation. 
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4Wkh lvvxh ri lqwhjudwlrq dqg ulvn lv dgguhvvhg lq Dqghuvhq +5333d,1
5 Lq HX0frxqwulhv wkh uhyhqxhv udlvhg iurp wd{dwlrq ri frusrudwlrqv lv ohvv wkdq 6( ri JGS

lq 4<<:/ dqg wd{dwlrq ri fdslwdo lqfrph ri ydulrxv irupv |lhogv hyhq ohvv uhyhqxh/ vhh HX
+5333,1

6Reylrxvo|/ wd{hv ohylhg rq vrph irup ri frqvxpswlrq pd| eh wkuhdwkhqhg1 Krzhyhu/ li
oderxu lv lppreloh wklv fdq eh frxqwhudfwhg e| fkdqjlqj iurp frqvxpswlrq wr lqfrph wd{dwlrq1

7 Lpsruwdqw h{dpsohv lqfoxgh wkh suhvvxuh rq lqgluhfw wd{hv gxh wr erughu wudglqj dqg
h0frpphufh1
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8D glvwlqfwlrq lv riwhq pdgh ehzhhq Vfdqglqdyldq frxqwulhv zklfk duh wdnhq wr eh pruh
xqlyhuvdo lq wkhlu zhoiduh duudqwhphqwv dv rssrvhg wr wkh frqwlqhqwdo prgho zklfk lv wdnhq
wr uho| pruh rq sulydwh lqvxudqfh duudqjhphqwv1 Krzhyhu/ wkh gl�huhqfh ehwzhhq wkh wzr
v|vwhpv lv pruh qrplqho wkdq uhdo vlqfh wkh lqvxudqfh prgho uholhv rq pdqgdwru| lqvxudqfh
duudqjhphqwv zlwk d froohwlyh hohphqw lq �qdqflqj/ lh frqwulexwlrqv duh xvxvdoo| d  dw udwh
gh�qhg rq vrph lqfrph phdvxuh1 Wklv grhv qrw suhfoxgh wkdw wkhuh duh vxevwdqwldo gl�hu0
hqfhv dfurvv frxqwulhv lq whupv ri hj uhsodfhphqwv udwlr dqg wkh glvwulexwlrqdo sur�oh ri wkh
duudqjhphqwv1

9Vhh hj Kroghq dqg Uddxp +4<<4,/ Kropoxqg +4<<6, Mdfnpdq +4<<3,1 Iru vxuyh|v rq wkh
uroh ri fhqwudol}dwlrq vhh Fdopiruv +4<;6, dqg Prhqh/ Zdoohuvwhlq dqg Krho +4<<6,1
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:Doorzlqj iru h{solflw wudgh iulfwlrq pdnhv lw srvvleoh wr hqgrjhqhrxvo| ghwhuplqh zklfk
jrrgv ehfrph wudghdeohv dqg zklfk ehfrph qrq0wudghdeohv/ dqg dovr wr dgguhvv h{solflwo| wkh
frqvhtxhqfhv ri uhgxfhg wudgh iulfwlrqv dv wkh fdxvh ri wljkwhu lqwhuqdwlrqdo lqwhjudwlrq/ vhh
hj Dqghuvhq +5333e,1 Krzhyhu/ wkh txdolwdwlyh lpsolfdwlrqv duh wkh vdph dv wkrvh fdswxuhg
e| wkh pruh vlpsoh zd| ri prghoolqj lqwhuqdwlrqdo lqwhjudwlrq xvhg khuh1 Vhh Kdx +4<<;, iru
d vlplodu dssurdfk wr wkh prghoolqj ri lqwhujudwlrq ri surgxfw pdunhwv1

:
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