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1. Introduction

How important is regional labor reallocation - the net flow of workers across regions - for the labor market? Do housing
markets affect the labor market through their impact on regional reallocation? The recent U.S. recession and its aftermath
have caused renewed interest in these questions.

When a region falls in a deep recession the net worker flow out of that region should serve as adjustment that dampens
the labor market effects of the shock (Blanchard and Katz, 1992). However, as population flows out, local housing costs
decline, which compensates the workers that remain for the adverse labor market conditions. This equilibrium compensating
effect impacts regional labor reallocation, and through that channel, both the local and aggregate labor markets.

This paper studies the importance of regional reallocation for the labor market and of the compensating effect of housing
markets on reallocation. Both of these depend on the structure of individual migration decisions. If moving decisions respond
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strongly (weakly) to a deterioration in local labor market conditions, and moves are directed towards better performing
labor markets (untargeted - with many moves to under-performing labor markets), then reallocation is large (small) and
populations adjust quickly (sluggishly). In that case the importance of regional reallocation for unemployment is significant
(limited), and housing markets exert a large (small) compensating effect.

If individual moves respond weakly and are untargeted, then moving outcomes arise as if driven by a frictional migration
process. However, this paper argues that this is the empirically relevant case, since such a frictional process is important for
understanding key features of gross migration flows and housing markets.

I show this in a spatial equilibrium model that includes an interaction between local labor market conditions, housing
markets and migration flows. The model economy I consider consists of a continuum of islands (locations) in the spirit
of Lucas and Prescott (1974). Local labor markets are characterized by search and matching frictions, which give rise to
unemployment within islands, while island-specific labor market shocks drive local business cycles. Each region is endowed
with a fixed supply of durable housing that workers value for its housing services and rent in a competitive rental mar-
ket. A downward sloping demand for housing services by workers leads to differences in equilibrium rental prices across
locations with different populations.

Workers migrate out in response to local labor and housing market conditions. However, they also move for idiosyncratic
reasons due to preference shocks for their current location. Their migration decision is a combination of directed and
undirected (random) migration, that is, workers either migrate to regions offering the most favorable labor and housing
market conditions or alternatively, to any region of the economy.

This individual migration process allows the model to generate the comovements of unemployment and house prices
(or rental prices) with gross migration flows observed in a panel of U.S. cities. Specifically, the unemployment rate in a city
correlates positively with migration out of that city and negatively with migration into it, controlling for housing prices.
More importantly, housing prices correlate positively with out-migration and negatively with in-migration, controlling for
unemployment.

The individual migration process in the model leads to sluggish labor reallocation in response to local labor market dif-
ferences. This slow reallocation creates a rich equilibrium distribution of regional populations and a dependence of regional
house prices on the history of labor market shocks. For example, a region whose labor market is depressed for a longer
time has a lower population, and hence, house prices, compared to a region which has experienced a negative shock more
recently. This “history dependence” drives the positive comovement between out-migration and house prices, controlling
for unemployment, since regions with lower house prices, other things equal, are more attractive to potential emigrant
workers. Combined with partially directed migration, the history dependence also drives the negative comovement between
in-migration and house prices, controlling for unemployment.

[ use the magnitudes of the observed comovements in the data to estimate the individual migration process using an
indirect inference procedure. The migration parameters of interest are the probability of directed migration, a mobility
cost for unemployed workers (combining moving costs and a preference for staying in a region), and the dispersion in
idiosyncratic regional preferences.

The model can match well the moments used in the estimation and also performs well against a large set of non-targeted
moments. It fits particularly well the variability in rental prices observed in the data and also features persistence in house
price growth rates. Both of these are hard to generate in models with frictionless mobility, which tend to predict either a
counterfactually high dispersion in rental prices (Davis and Ortalo-Magne, 2011) or no persistence in house price growth
(Glaeser et al., 2014).? The reason why this model produces a lower rental price variability and persistence in price growth
is the slow reallocation due to the mobility cost, idiosyncratic regional preferences, and the partially directed migration. The
slow reallocation compresses the equilibrium distribution of populations, which leads to a decreased variability in equilib-
rium rental prices. Also, the smooth out- and in-migration flows lead to persistence in house price growth. Additionally,
I directly show that the history dependence in prices and populations in the model is consistent with the observed data.

The estimation reveals a low probability of directed migration and a high mobility cost for unemployed workers, which
contribute to a low regional reallocation rate. In particular, the model predicts that around 50% of net flows across U.S.
cities are driven by local labor market disparities. The low probability of directed migration is particularly important for the
low reallocation rate. Specifically, at the estimated parameters, a small change in the probability of directed migration has a
large impact on reallocation.

Next, I consider a set of counterfactual experiments to establish the role of housing for reallocation and the importance
of reallocation for unemployment. By comparing the cases with and without a compensating effect of the housing market,
I show that, at the estimated parameters, housing has a limited effect on labor reallocation. The reason for this small
effect is that with slow reallocation the equilibrium distribution of regional populations is compressed, so housing market
differences play a small role in migration decisions. In contrast, whenever there is more reallocation, particularly, due to a
higher probability of directed migration, the housing market also exerts a substantial effect. In that case, the equilibrium
distribution of populations across regions is more dispersed, so rental prices differences matter more.

2 In recent work, Head et al. (2014) study a model with housing markets characterized by search frictions, which features persistence in house price
growth rates.
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