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This study investigates how a rise in the urban pollution tax rate may affect urban unemployment and
welfare in a small open Harris—Todaro (HT) model with intersectoral capital mobility. First, by
formulating urban pollution as a dirty input in manufacturing, we find that an increase in the urban
pollution tax rate can increase the level of urban unemployment even with intersectoral capital
mobility. That is, the optimistic finding by Rapanos (2007) that environmental protection policy
reduces urban unemployment in the long run does not always hold. Second, we derive the
(sub)optimal pollution tax rate under urban unemployment. We find that the optimal urban pollution
tax rate in an open HT economy should be higher than the Pigouvian tax rate (the marginal damage of
pollution). This result opposes that of Beladi and Chao (2006) for a closed HT economy.

As an important related study, | have examined when rural and urban wage subsidies for correcting
urban unemployment decrease urban pollution and improve welfare in a dual developing economy. In
a specific-factor model of a small open Harris-Todaro economy with polluting urban manufacture,
urban wage subsidy may decrease pollution in a realistically relevant situation when a dirty input is
complementary to capital. GDP is likely to increase if urban population ratio is high and if rural
technology exhibits strong diminishing returns to labor. Welfare improves if, in addition, consumers
enhance a preference for clean (rural) good as pollution increases. Urban wage subsidy could be
consistent with environmental protection in improving manufacturing employment and urban
unemployment while they work in opposite directions in improving welfare. The optimal labor market
policy under a given pollution tax is uniform urban and rural wage subsidies.




