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ABSTRACT

Globalization and Human Capital Formation

This Paper compares education investment in closed and open economies
without government and with a benevolent government. Closed economies
suffer from a hold-up problem of excessive redistribution and governments
use education policy as a second-best tool. Globalization that increases
labour mobility reduces governments’ incentives to provide subsidized
education and increases private individuals’ incentives for investment in their
human capital. Globalization can improve welfare and even restore full
efficiency. Governments’ scope for redistribution – which is a substitute for
private income insurance – is reduced, and whether efficiency is restored
depends on how private insurance markets react to the change in
redistribution policy.
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NON-TECHNICAL SUMMARY

The Paper starts with two empirical observations and a theoretical explanation
of these facts: empirically, there is a high marginal tax burden on human
capital returns in most OECD countries, and OECD countries’ governments
spend a considerable share of their budgets on subsidized public provision of
education. Boadway, Marceau and Marchand (1996) made a theoretical
argument as to why these two facts are closely related and that they are
symptoms of a government failure in a closed economy: governments tax the
returns from human capital investment heavily because this tax base is rather
inelastic at the time when the tax rate is chosen. At the time when individuals
choose their human capital investment, they anticipate the (time-consistent)
high tax burden on the returns of such investment, and this prevents them
from investing much. Governments would like to commit to choosing tax rates
on the returns from human capital in the future that are much lower than what
they actually choose when the future situation actually arises, because this
would yield better private investment incentives. This commitment is, however,
difficult to achieve: when the returns from the investments accrue 30 years
after they have been made, these investments cannot be reversed, and it is
too tempting to tax them heavily. The government is, however, aware of this
(hold-up) problem that leads to under-investment in human capital. A possible
way out is to provide educational subsidies. Hence education policy can be
seen as a second-best tool by which the government overcomes the problem
which it generates by its own time-consistent tax policy.

In this Paper we consider the effects of globalization on this problem. We
show that the opening up of borders for migration of the skilled removes the
hold-up problem of excessive taxation. In line with the literature that has
claimed that tax competition is a way to overcome the problem of time-
consistent taxation of returns from investment, the problem of excessive
taxation disappears if workers can migrate freely and if governments choose
their taxes independently; the private disincentives for private investment
disappear with the disappearing excessive taxation. Yet given the fact that
globalization reinstalls correct private incentives for human capital investment,
no corrective governmental education policy is needed. Hence there should
be less government subsidies on education goods in a world in which the
highly educated individuals are fully mobile.

A further result in the Paper is on the role of income insurance. Returns from
human capital investment are risky. Therefore governmental redistribution has
properties similar to insurance for these risks. Hence the massive
redistribution that is chosen by a benevolent government in a closed economy
crowds out private insurance markets for risky human capital investment.
Moreover, the time-consistent amount of income redistribution provides more
insurance than is desirable given the negative incentive effects of this



insurance. In a globalized economy the amount of income redistribution is
limited by the forces of tax competition. There is thus less insurance provided
by the government. We may therefore observe the emergence of private risk
markets. We show that globalization is strictly welfare-increasing under these
circumstances. Intuitively, globalization reduces the time consistency problem.
The government can still provide an efficient amount of education subsidies
and private insurance takes care of providing the desirable amount of income
insurance. In fact, private insurance can even correct for the uneven tax
burden that is generated by the fact that governmental subsidies must be
financed by taxes that must be paid by those individuals who are immobile.

It is also noted in the Paper that the consequences of globalization are quite
different if private income insurance does not exist. In that case those
individuals whose investments in education fail will end up in a dire situation
since there is neither public nor private redistribution. Moreover, any education
policy is paid for by those individuals whose investments fail and the trade-off
facing governments between encouraging education investment and
maintaining some extent of redistribution becomes very difficult.

Thus the Paper indicates that the welfare effects of globalization depend very
strongly on the extent to which market substitutes exist for governmentally-
provided insurance.
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