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CHAPTER 1

Political Institutions and Varieties 
of Capitalism

A strong correlation exists between political regime and the liberal market 
economy (LME) and coordinated market economy (CME) dichotomy 
posed by the varieties of capitalism (VOC) framework (Gourevitch, 2003). 
However, debate continues regarding the connection between political 
institutions and VOC. The purpose of this book is to open the proverbial 
“black box” and identify the causal mechanisms linking political institu-
tions and variation in capitalist systems.

Capitalism

Adam Smith’s The Wealth of Nations is perhaps the most widely cited study 
of capitalism to be published in the past 240 years (1991 [1776]). Smith’s 
conception of capitalism is characterized by privately held property and the 
unrestricted accumulation of additional wealth. Human beings, driven by 
self-interest, are motivated to maximize personal profit through the pro-
ductive use of accumulated property (Sargent, 1999, p. 80). The inborn 
desire to pursue and maximize individual interest is the driving force of 
the capitalist system.

For Smith, competition is structured within a system of free markets in 
which buyers and sellers enter commercial transactions free from coercion 
and government interference. The system of competition regulates the 
types and quantities of goods produced and the prices at which they are 
sold. The quantities of goods and services are then efficiently produced 
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with accompanying competitive prices established by the laws of supply 
and demand. As such, the market serves as a self-regulating mechanism 
whereby individual profit motive is transformed into socially and econom-
ically efficient outcomes (Heilbroner, 1986, p.  57). In brief, the logic 
of Smithian laissez-faire capitalism posits that under a system character-
ized by freedom of exchange and unrestrained competition, economic 
efficiency and optimal resource allocation occur, and subsequently, the 
“wealth of nations” grows.

Although influencing political and economic thought for the past 
240 years, the question becomes, how relevant are Smith’s ideas of capi-
talism to the study of political economy today? A major advancement in 
the field of comparative political economy is the general consensus that 
there is no one form of capitalist economy (Howell, 2003). Rather, capi-
talist systems vary. The “cowboy capitalism” of the United States remains 
distinctly different from the social democratic and christican democratic 
systems of continental Europe (Gersemann, 2005).

Diversity in Capitalist systems

Smith’s conception of individual rationality, the “invisible hand,” and his 
confidence in the autonomy of market forces serve as one ideal type along 
a continuum of modern capitalist systems (Crouch, 2005). At one pole 
lie the LMEs of Anglo-Saxon countries.1 Such systems are based largely 
on the neoliberal principles of minimal state involvement in business and 
social policies, deregulated labor markets, weak unions, strong competi-
tion between political and economic actors, and “free market solutions to 
economic problems” (Campbell & Pedersen, 2001, p. 5).

At the other pole lie the social democratic and corporatist arrangements 
of continental Europe. Such CMEs are characterized by compromise and 
coordination between business, labor, and government; higher levels of 
social welfare expenditures; and a greater degree of government involve-
ment in nonmarket coordination mechanisms (Hall & Soskice, 2001; 
Katzenstein, 1985; Streeck & Yamamura, 2001).

Explanations of Capitalist Diversity

Although there is a general consensus regarding the existence of capital-
ist variation, a pressing issue for comparative political economists “has 
been how to explain the absence of convergence upon a common form of 
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industrial policy, and the continued distinctiveness of national capitalisms” 
(Howell, 2007, p. 241).

In the mid-1960s, Shonfield’s Modern Capitalism served as one of the 
earliest systematic comparative studies of capitalist political economies. 
Specifically, Shonfield differentiates between the etatist French economy, 
the laissez-faire British model, and the corporatist German system (1965). 
For Shonfield, a major factor leading to the various types of capitalism was 
the degree of state intervention in the economy (Howell, 2007; Schmidt, 
2009; Shonfield, 1965).

In the 1970s, advanced political economies were essentially divided 
between neocorporatist and neoliberal systems. The neocorporatist con-
ceptions of capitalism tended to focus on the strength of labor, and the 
role of unions in shaping economic and social policy (Schmidt, 2007). In 
systems where labor and business interests were organized into “singular, 
noncompetitive, hierarchically ordered representative ‘corporations’” a 
system of consensus and cooperation would emerge between the compet-
ing interests and would prove conducive to a more coordinated capitalist 
economy (Schmitter, 1979). On the other hand, the Anglo-Saxon states, 
characterized by weak labor organizations, a multitude of interest group 
organizations, and a “hands-off” state, created an environment of “com-
petitive interaction” between various actors and a more liberal market 
economy emerged.

In the 1980s, neocorporatist ideas began to decline, and were replaced 
by a neoliberal ideology which seemed to permeate the international 
economy. The rise of neoliberalism was in part due to changes in the 
global economy—increased globalization, increased international trade, 
the internationalization of capital, and greater global competition—which 
led to strong moves toward market liberalization (Coffey & Thornley, 
2009; Hooghe & Marks, 1999; Simmons, 1999).

Many of the traditional neocorporatist states, like the Netherlands and 
Sweden, seemed to be experiencing a breakdown in neocorporatist coop-
erative arrangements (Schmidt, 2007). It was argued that these changes to 
the global economy would ultimately lead advanced industrial societies to 
converge toward a neoliberal model in order to remain competitive in the 
new economic reality. Others argued that differences in state structures 
would create variation in responses to global neoliberalism (Katzenstein, 
1985; Swank, 2001, 2002). Ultimately, convergence around neoliberal 
ideals did not occur, and even with advancement in regional integration, 
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a significant degree of capitalist variation remained (Thelen, 2001; Wood, 
2001).

The early 2000s ushered in the ascendance of the firm in studies of 
comparative political economy (Schmidt, 2007, p. 2). The VOC frame-
work is perhaps the most notable firm-centered approach. The VOC 
framework contends that capitalist production regimes can be classified 
into two forms: coordinated market economies (CMEs) and liberal mar-
ket economies (LMEs). According to the VOC approach, variation in pro-
duction regimes stems from institutional structures which either promote 
or impede cooperation and competition between industry-specific firms 
(Soskice, 1999, p. 109). The VOC approach tends to view the state and 
state institutions as playing a minimal role. Schmidt writes that VOC theo-
rists assume “that the state has little role to play beyond that of creating a 
positive regulatory environment in a global economy dominated by firms” 
(2009, p. 519).

Although an increasingly popular explanation of variation in capitalist 
economies, the VOC framework is not without its limitations. The follow-
ing sections examine in greater depth the benefits of the VOC approach, 
and draw special attention to some of its limitations.

Benefits and Limitations of the VOC Framework

The VOC literature has brought a number of advancements to the study 
of comparative political economy (Deeg & Jackson, 2007; Howell, 2003). 
First, the VOC framework has brought greater attention to the behavior 
of firms and how the strategic behavior of firms affects the variation of 
capitalist systems. Instead of focusing on the ways that institutions allocate 
power and govern behavior, the VOC framework focuses on the ways 
that institutions, “facilitate the flow or deliberation of information among 
actors, permit ‘decentralized cooperation,’ and solve familiar collective 
action problems” (Howell, 2003, pp.  105–106). That is, firms must 
interact with many different actors—banks, other firms, customers, labor, 
stakeholders, shareholders, and others—in order to optimize productiv-
ity. Such interactions largely occur within five arenas: industrial relations, 
vocational training and education, corporate governance, inter-firm rela-
tions, and employee–labor relations (Hall & Soskice, 2001). Actors oper-
ating within these arenas often face various coordination problems. Firms 
then develop institutions to limit uncertainty and address coordination 
problems in order to ensure greater efficiency. “The relationships firms 
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develop to resolve these problems condition their own competencies and 
the characteristics of an economy’s production regimes” (Hall & Soskice, 
2001, p. 7).

Secondly, the VOC framework has illustrated the ways that institutional 
complementarities and, subsequently, comparative institutional advantage 
lead to variation in capitalist economies. The idea of institutional comple-
mentarities implies that an increase in the efficiency of one institution will 
lead to an increase of efficiency in other, complimentary institutions (Hall 
& Soskice, 2001, p. 17). Institutional complementarities then form com-
parative institutional advantages for some firms and sectors, while disin-
centivizing others.

In short, the concept of institutional complementarity, and subse-
quently comparative institutional advantage, illustrates that

Economic ‘models’ should not be considered just as a collection of more 
or less random institutional forms, but also a set of complimentary relations 
between these institutions, which form the basis of coherence between the 
specific institutional forms of each model. (Amable, 2003, p. 6)

By identifying the “institutional forms of each model,” states can then be 
“clustered” into specific capitalism types (Howell, 2003).

For all its intellectual contributions, the VOC approach faces a num-
ber of criticisms. In Hancké’s review of the VOC literature, critiques 
are grouped around three broad themes: those who question capitalist 
variation itself, those who recognize variation between capitalist systems 
but are critical of the “constituent elements” of the approach, and lastly, 
those who recognize capitalist diversity, but call for “conceptually richer, 
approaches to capitalist diversity” (Hancké, 2009, p. 6).

The first cluster of critiques rejects the basic premise of capitalist diver-
gence. Such scholars contend that capitalism continues along a historical 
path of convergence toward liberal market institutions. Scholars often cite 
changes in the international economy—specifically globalization, increased 
competition from newly industrialized countries, and European integra-
tion—that led to a retrenchment of “institutions that had previously made 
workers less dependent on markets” and subsequently strengthened the 
bargaining position of capital holders (Hancké, 2009, p. 6; Pierson, 2001; 
Simmons, 1999).

The second cluster recognizes capitalist diversity, but questions the 
duality of liberal market and coordinated market economies posed by the 
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VOC framework. Scholars here view the dichotomy of CMEs and LMEs 
as overly simplified. For example, Shonfield (1965) identifies three types 
of capitalism, Amable (2003) identifies five institutionally similar capital-
ism models, while Crouch (2005) contends that nearly any number of 
capitalist models are theoretically possible.

The third cluster recognizes variation in capitalist economies but 
remains skeptical of the underpinnings of causal logic. Whereas the VOC 
approach focuses largely on the strategic behavior of the firm, scholars 
operating within this camp “look for the sources of diversity elsewhere—
in politics, history, or culture rather than in the micro-structure of mar-
kets” (Hancké, 2009, p. 8). Wood falls squarely in this camp in arguing 
that “Governments may face strong pressure to deliver policies that are 
congruent with production regimes and company strategies, but they are 
also prone to a variety of other pressures—ideological, political, and elec-
toral—that compete for attention” (2001, p. 248).

This book falls within the third group of critics. Although recogniz-
ing the dichotomy of liberal market and coordinated market economies, 
I question the lack of emphasis on institutional genesis and, most impor-
tantly, the failure to fully explore the function of politics and political 
institutions on variation in capitalist systems. Such weaknesses are only 
recently being addressed in the comparative political economy literature. 
As such this book builds on an emerging and rapidly developing research 
program (Amable, 2003; Amable & Palombarini, 2009; Deeg & Jackson, 
2007; Schmidt, 2009; Wood, 2001).

The absence of an emphasis on political variables is largely the result of 
the VOC framework’s overemphasis on the strategic behavior and coordi-
nation problems of firms. The strategic behavior of firms does not occur 
in a political or social vacuum. Rather, I contend that the behaviors of 
political and economic actors are shaped and constrained by the political 
institutional environment within which they occur. As Wood points out, 
“Economic activity is not only situated within distinctive constitutional 
and political contexts, but depends upon the legislative and regulatory 
activities of governments for its viability” (2001, p. 247).

As such, greater emphasis on the role of politics and political institu-
tions is imperative to explaining variation between capitalist systems. As 
North illustrates, the state and those controlling the state apparatus play a 
central role in structuring the “rules of the game” in a political economy 
(1981, 1990). North contends that institutions specify “the fundamental 
rules of competition and cooperation which will provide a structure of 
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property rights” and subsequently the structure of the economic system 
(1981, p. 24).

This book expands on the current VOC literature by lending greater 
emphasis to competing interests and the formal political institutions that 
shape and structure cooperation and competition between interests.

a new theoretiCal approaCh

In proposing a theory explaining capitalist variation, I begin with the 
assumption that the political economy of advanced industrial societies is 
largely divided between two competing groups: capital holders and labor. 
The assumption proves useful in that the proposed labor-capital cleavage 
is a characteristic of all developed economies (Lijphart, 1984; Manow, 
2009).

I argue that power asymmetries between these rival groups lead to insti-
tutional configurations designed to overcome collective action problems 
and maximize the utility of the dominant group (Knight, 1992; Olson, 
1965). In part, power asymmetries take the form of competing configu-
rations of political institutions. As such, this book follows on the recent 
investigations of Cusack, Iverson, and Soskice (2007) and Martin and 
Swank (2008) who explore the formation of political institutions as the 
result of competing interests between capital and labor.

Political institutions in turn shape the bargaining power of rival groups. 
The political institutions under investigation fall under the majoritarian/
consensus dichotomy as proposed by Lijphart (1994). Specifically, I exam-
ine electoral and party systems, the number and type of constitutional 
constraints, coalition structures, and partisan control of government and 
policy legacies.

Majoritarian political regimes create an environment of intense com-
petition between political and economic actors and subsequent policy 
instability throughout the political economy. This in turn makes cred-
ible commitment to nonmarket coordination mechanisms difficult. This, 
coupled by the propensity of majoritarian systems to be governed by the 
center-right (Iversen & Soskice, 2006), lead majoritarian systems to sup-
port the LME model.

Consensus systems, on the other hand, create a political environment 
conducive to cooperation between political and economic actors. Due 
to the high numbers of political and economic actors with access to the 
political and policy process—and the resulting institutional checks on the 
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autonomous interest group action—an environment of cooperation and 
credible commitment to nonmarket coordination mechanisms emerge. 
This, coupled by the greater power of the center-left in consensus systems, 
can lead to a more coordinated market economy.

Broadly, this study seeks to explain the relationship between politi-
cal institutions and economic structures of CMEs and LMEs. Within 
the CME/LME systems, the economic institutions to be explained (the 
dependent variables) include corporate governance, industrial relations, 
inter-firm relations, education and training systems, and employee struc-
tures. These economic institutions compose the core structures of produc-
tion regime as illustrated by the VOC framework (Hall & Soskice, 2001). 
The emergent complementarity configuration between political regimes 
and economic institutions supports a specific variety of capitalism, either 
a CME or an LME.

The logic of the proposed causal model draws heavily on compara-
tive political economy studies exploring the relationship between VOC 
and the welfare state (Estevez-Abe, Iversen, & Soskice, 2001; Huber 
& Stephens, 2001; Iversen & Stevens, 2008; Mares, 2001, 2003; 
Soskice, 2007). Whereas much of the scholarship on the welfare state 
uses government expenditures, social security transfers, government 
employment, or pension spending as dependent variables in order to 
capture variation in welfare states, a similar model can be applied where 
industrial relations, inter-firm relations, skill system, and corporate gov-
ernance serve as dependent variables which will capture variation in pro-
duction regime.

ConClusion

In conclusion, the role of political institutional configurations in shap-
ing variation in the political economies of advanced industrial societies 
should not be understated. The correlations between political regime and 
VOC are strong. However, correlation does not explain causation. Still, 
the strength of the relationship allows us to disregard the argument that 
political institutions and capitalist variation are in fact independent of one 
another (Gourevitch, 2003; Roe, 2003).

Although a relationship between political and economic institutions 
exists, theories regarding causal mechanisms—processes that link causal 
relationships between independent and dependent variables—remain 
abstract at best and contradictory at worst. The purpose of this book is to 
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open the proverbial “black box” and identify the causal mechanisms link-
ing political institutions and capitalist variation.

This book adds to the comparative political economy literature in that 
it will lend greater insight into the role of politics on variation in the 
capitalist economies of advanced industrial societies. As such this book 
contributes to a substantial and current academic debate (Amable, 2003; 
Amable & Palombarini, 2009; Berman, 2006; Schmidt, 2007, 2009).

Chapter 2 will consist of a comprehensive review of the literature rel-
evant to the VOC debate. First, I chronologically review and critically 
analyze the academic lineage of the VOC framework. I begin with a dis-
cussion of neocorporatist theories of capitalism and the limitations of the 
neocorporatist approach. I then discuss the rise of neoliberalism in the 
1980s, and the subsequent convergence and divergence theories of the 
1990s. The review ends with the rise of the VOC framework and the ways 
by which an emphasis on the firm has shaped recent conceptions of capi-
talism variation.

Next, I identify common critiques of the VOC paradigm. I discuss the 
paradigm’s failure to adequately explain the causes of capitalist divergence, 
and the framework’s overly functionalist nature. Next, I address questions 
of an oversimplified dichotomous typology. Specifically, I defend the coor-
dinated and liberal market dichotomy in the face of pressures to develop 
an increasingly complex, and differentiated system of categorization of 
capitalist types. Lastly, I focus on the VOC’s lack of emphasis on the role 
of politics and role of political institutions as possible causal variables on 
capitalist variants.

Third, I review and critically analyze the emerging research program 
attempting to create a more systematic understanding of the role politics 
and political institutions play on capitalist divergence. I begin by focus-
ing on the identified correlation between capitalist systems and political 
regime, and examine the causal logic proposed to explain such correla-
tion. Next, I explore the relationships between the component institu-
tions of majoritarian and consensus political regimes and the ways such 
component parts affect the structure of capitalist economies. I ground my 
proposed relationships between political institutions—particularly those 
associated with the majoritarian and consensus dichotomy—and the eco-
nomic arenas proposed by the VOC framework within the broader com-
parative political institutions literature.

Chapter 3 will discuss the methodology to be employed in this book, 
as well as explain and defend the mixed-method approach. I cover major 
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research questions, relevant variables, hypotheses, and predicted out-
comes. I draw attention to other studies applying similar techniques, 
specifically those using panel-corrected standard errors (PCSE) analysis 
supplemented by process-tracing case studies. Lastly, I discuss the delimi-
tations of the book and defend the time frame and case selection.

Chapter 4 will provide quantitative analyses exploring the relation-
ship between political institutions and capitalist variation for 18 OECD 
countries, spanning the years 1960–2006. Data will be drawn from two 
sources: the Comparative Welfare State (CWS) Dataset (Huber, Ragin, 
Stephens, Brady, & Beckfield, 2004) and the Comparative Political 
Data Set I 1960–2006 (CPDSI) (Armingeon, Gerber, Leimgruber, & 
Beyeler, 2008). Analyses will apply both cross-sectional and time-series 
techniques.

The analyses begin with a series of ordinary least squares (OLS), cross- 
sectional investigations of the relationship between political regimes and 
VOC. This section of the study will establish the strength and direction of 
the relationship between political regime and capitalist type. Additionally, 
this section will identify what political institutions are related to varia-
tion in capitalist systems, “distinguish between the systematic component 
from the nonsystematic component of the phenomena we study,” and 
assist in identifying the crucial variables to be explored further in the study 
(G. King, Keohane, & Verba, 1994, p. 86).

I then apply a time-series cross-sectional (TSCS) OLS regression with 
PCSE. This technique is selected to correct for issues of serial and spatial 
correlation and heteroskedasticity which characterize panel data (N. Beck 
& Katz, 1995). A similar strategy is common in studies of compara-
tive political economy as illustrated by Manow (2009), and Huber and 
Stephens (2000, 2001), in their work on partisan governance and the 
welfare state.

This section will establish which political institutions serve as the stron-
gest indicator of capitalist variation, assist in estimating causal effects, and 
lend further support to the proposed causal theory. Lastly, the analysis 
will explain the relationships between specific political institutions and 
the economic institutions—corporate governance, internal firm structure, 
industrial relations and training systems, and inter-firm relations—which 
compose the coordinated market and liberal market dichotomy. By exam-
ining the effects of various configurations of political institutions on the 
disaggregated arenas of LMEs and CMEs, it is hoped that multiple causal 
processes, if evident, will be revealed.

 M.P. ARSENAULT

http://dx.doi.org/10.1007/978-3-319-50892-4_4


 11

The quantitative analyses will be supplemented by three case stud-
ies (Chaps. 5 and 6). The case studies seek to build upon, and are in 
part guided by, the quantitative findings of Chap. 4. Inherently, statisti-
cal models possess degrees of uncertainty, have difficulty in identifying 
“equifinality,” and lack an emphasis on “sequential interactions between 
individual agents” (George & Bennett, 2005, pp. 12–13). As such, the 
case studies are designed to add validity and reliability to the quantitative 
assumptions by examining the proposed mechanisms linking proposed 
cause and effect.

Through process-tracing methods, the case studies will largely serve 
as a “test” of the quantitative results and either confirm or call into ques-
tion the proposed hypotheses (Lijphart, 1971). As such, the qualitative 
chapters seek to answer three broad questions. First, do the proposed 
causal relationships between political and economic institutions identi-
fied in the quantitative analysis exist in real-world cases? Second, how do 
the political institutions affect economic structures? Third, what alterna-
tive or intervening variables become apparent through the qualitative 
research?

Using “purposive modes of sampling” as suggested by Seawright and 
Gerring (2008), I examine the cases of Britain and Germany in greater 
detail. A general consensus exists, and purposive sampling confirms, 
that Britain represents an ideal LME, while Germany represents CMEs 
(Ahlquist, 2010; Hall & Soskice, 2001; Howell, 2007; Schmidt, 2009; 
Wood, 2001).

Chapter 5 will focus on the behavior of relevant political and economic 
actors in the United Kingdom and Germany during the 1980s in the face 
of major global pressures to adopt more neoliberal economic policies 
(Katzenstein, 1985; Kitschelt, Lange, Marks, & Stephens, 1999; Schmidt, 
2007, 2009). Although both countries faced similar and significant pres-
sures, the outcomes differed. Britain made drastic moves toward greater 
market deregulation, a severe weakening of labor, and other neoliberal 
reforms (Hall, 1986). While facing similar pressures, Germany ultimately 
made much less far-reaching adjustments (Schmidt, 2007).

As such, the question posed and addressed by the quantitative chap-
ters is why a convergence toward neoliberal policies failed to occur. As 
my causal process suggests, I contend the variation in political institu-
tions between Britain and Germany served as a constraint on the relevant 
political and economic actors, and subsequently constrained or furthered 
reform.
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In addition to the British and German cases, Chap. 6 will examine the 
effects of institutional change on the economic structures of New Zealand. 
New Zealand, having undertaken a rare change from a first-past-the-post 
(FPP) electoral system to a mixed-member proportional (MMP) system, 
will prove a useful “natural experiment” to test the hypotheses suggesting 
that political institutions shape the political economy of advanced indus-
trial democracies.

In the 1980s, under FPP, New Zealand underwent the most drastic 
neoliberal reforms of any OECD country with the exception of England 
(Castles, Gerritsen, & Vowles, 1996a). I contend that the reason that the 
New Zealand government was able to pass such sweeping reforms was due 
to the majoritarian nature of the New Zealand political system (Castles, 
Gerritsen, & Vowles, 1996b; Huber & Stephens, 2001; Palmer & Palmer, 
1997). In 1996, New Zealand held its first election under MMP rules. 
Implementation of MMP saw an increase in the number of political parties 
represented in legislature, more consensually focused coalition structures, 
and increased numbers of constitutional veto points. My causal argument 
and the hypotheses to be tested suggest that the institutional changes which 
occurred in New Zealand should be accompanied by movement away from, 
or the retrenchment of, the neoliberal policies adopted in the 1980s.

Chapter 7 will synthesize the findings of the quantitative and qualita-
tive analyses. Here, I reiterate the insights gleaned from the quantitative 
analyses, and illustrate the ways by which the case studies either support 
or call into question the proposed causal relationships. Furthermore, I 
discuss the degree of certainty with which the findings can be accepted, 
the generalizability of the results to advanced industrial societies, and lastly 
suggest avenues for further research.

note

 1. The Anglo-Saxon differentiation is drawn from Crouch (2005, 
p. 45) and includes the United Kingdom, Ireland, the United States, 
Canada, Australia, and New Zealand.
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CHAPTER 2

A Political Approach to Explaining Variation 
in Capitalist Systems

Following the collapse of the Soviet Union, democratic capitalism has 
risen to be the dominant political-economic system of advanced indus-
trial societies (Fukuyama, 2006). However, it would be erroneous to 
classify all capitalist economies under one overarching typology. It is 
readily apparent, to even the casual observer, that capitalist economies 
differ. The continental European states, emphasizing “big employer con-
federations, big unions, and monopolistic banks,” often appear in direct 
opposition to Anglo-Saxon systems characterized by laissez-faire transac-
tions, competition between firms, and weak labor movements (Phelps, 
2006, p. A14).

The study of capitalism has a robust and extensive academic history. 
However, the study of variation between modern democratic capitalist 
economies has a much younger intellectual tradition.

AcAdemic LineAge

The study of modern comparative capitalism emerged after World War 
II. The Second World War left much of the globe in political and eco-
nomic ruin. A return to political and economic stability proved a long 
and arduous process. It was not until the late 1950s to the early 1960s 
that a degree of autonomous economic and political stability returned to 
Europe (Judt, 2005). Over the course of rebuilding, states adopted vary-
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ing strategies to cope with emerging challenges (Hall, 2007). One of the 
earliest systematic studies of the emerging political-economic systems was 
Shonfield’s Modern Capitalism (1965).

In 1965, Andrew Shonfield’s Modern Capitalism attempted to explain 
the resurgence of capitalist economies from the “cataclysmic failure” of 
the 1930s and 1940s into the “great engine of prosperity of the postwar 
Western world” (1965, p.  3). He hypothesized that such a revival was 
largely the result of a “rebalancing” of public and private power. Such 
rebalancing ultimately led to greater governmental influence in eco-
nomic planning and led to an increased growth and prosperity through-
out Western economies. However, as Shonfield illustrated, not all states 
adopted the same postwar strategies.

Shonfield differentiates between the etatist French economy, the 
laissez- faire British model, and the corporatist German system. Shonfield 
contends that ideological control of government largely shaped the varia-
tions in economic planning (and capitalism more generally) of different 
countries (1965, p.  151). That is, Shonfield concentrates on variations 
in culture and history as shaping, in part, the structure of the economic 
system. For example, Shonfield explains that strong French governmen-
tal intervention largely stems from the historical traditions of centralized 
political control and a well-entrenched bureaucracy. On the other hand, he 
explains the British laissez-faire approach as stemming from “the underly-
ing view of the limited role of the state, which was shared in large measure 
by the Labour and Conservative leadership” (1965, p. 91).

In short, Shonfield explained divergence between capitalist systems 
largely through the degree to which states—driven by tradition, ideol-
ogy, and path dependence—intervened in the economy. However, in the 
1970s, with the rise of neocorporatism, such an emphasis on the state fell 
from favor.

Neocorporatism

In the 1970s to the early 1980s, neocorporatism proved the main theo-
retical avenue for the study of European political economy (Gerber, 1995; 
Schmidt, 2007). The rise of neocorporatist frameworks found compara-
tive political economists focusing largely on the ways by which interests 
were mediated, and how such interest mediation shaped economic poli-
cymaking (Schmitter & Lehmbruch, 1979). From the neocorporatist per-
spective, the advanced industrial economies were largely divided between 
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pluralist and corporatist arrangements (Gerber, 1995; Korpi, 1983; 
Schmitter, 1979a).

Unlike Shonfield (1965), neocorporatist scholars deemphasized the role 
of the state. Rather, prominence was given to the role of labor and other 
interests operating between the government and society. In Schmitter’s 
conception of societal corporatism, “the legitimacy and functioning of the 
state is primarily or exclusively dependent on the activity of singular, non-
competitive, hierarchically ordered representative ‘corporations’” (1979b, 
p. 20). According to neocorporatist accounts, such “corporations” proved 
to be the major players and catalysts in policymaking, and under such 
arrangements, the political economy is characterized by a “culture of com-
promise” in which interest groups enter into cooperative arrangements 
(Katzenstein, 1985; Lehmbruch, 1979). As Schmidt writes, “in demo-
cratically neocorporatist countries, the social partners—with or without 
the government—would solve the problems of economy cooperatively” 
(2007, p. 5).

Whereas corporatism is characterized by “organized capitalism,” 
pluralism is characterized by “classical liberal-competitive capitalism” 
(Lehmbruch, 1979). As Schmitter points out, pluralist systems are com-
posed of much more decentralized bargaining structures between interest 
groups “in which the constituent units are organized into an unspeci-
fied number of multiple, voluntary, competitive, nonhierarchal ordered 
and self-determined (as to type or scope of interest) categories” (1979b, 
p. 15). As such, competing interests enter the political and economic arena 
with only limited institutional structures in place to promote cooperation, 
and subsequently rely on more neoliberal, market-oriented mechanisms to 
set policy (Katzenstein, 1985).

“Bringing the State Back In”

By the 1980s, the popularity of neocorporatist ideas began to decline. 
The focus on the role of labor, specifically labor power, began to fall 
from favor. A shift in the global economy led to significant moves toward 
neoliberal ideologies. Scholars argued that such a shift was the result of 
increased globalization, increased international trade, the international-
ization of capital, and increased global competition (Coffey & Thornley, 
2009; Hooghe & Marks, 1999; Kitschelt, Lange, Marks, & Stephens, 
1999; Simmons, 1999). Such changes, according to corporatist scholars, 
would ultimately lead to a convergence toward neoliberal policies, and a 
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subsequent weakening of the state in the face of the rising power of capital 
holders (Hall & Soskice, 2001, p. 56). However, a convergence toward 
neoliberal models did not occur. Schmidt writes:

Importantly, governments that in the 1960s and 1970s may have sought to 
coordinate policymaking with labor and business began in the 1980s to act 
more autonomously in the face of crisis. But different countries took differ-
ent paths even as they all sought to loosen labor markets, liberalize financial 
markets, and deregulate business. (Schmidt, 2007, p. 5)

Paralleling Shonfield (1965), scholars explained the lack of convergence 
to the degree of state involvement in the economy. That is, “the state 
came ‘back in’ as governments began increasingly making decisions on 
their own, with or without the acquiescence or event participation of labor 
or business” (Schmidt, 2007, p. 5). Examples of state autonomous deci-
sion making include the deregulation policies of Britain under Margaret 
Thatcher, the move toward a more centralized system of market regula-
tion in Germany, and the move away from governmental interference in 
labor relations in France (Hall, 1986, 2007; Schmidt, 2009).

The Rise of Global Business

In the 1990s, emphasis on state influence in comparative political econ-
omy was once more in decline. Scholars argued that changes in the 
international economy, especially the increasing liberalization of capital 
markets, increased the power of global business and weakened the power 
of the state (Schmidt, 2009; Simmons, 1999). The argument suggests 
that changes to the international economy, especially the liberalization of 
capital, altered the strategies of firms.

Under such conditions, it was argued that firms have a strong exit 
option which then weakens the bargaining position of labor, as well as 
weakens government influence over business. That is, big firms could 
invest in liquid assets with a higher short-term payoff instead of long-term 
investments in increased productivity, which in turn limits government 
autonomy in regard to shaping policy, thus leading to a more neoliberal 
policy regime (Boix, 2003; Coffey & Thornley, 2009; Hirschman, 1970).

Ultimately, democratic capitalist systems once again failed to converge 
on one type of capitalism. Rather, systems still “clustered” around either 
a neoliberal model or a coordinated model. However, the 1990s did 

 M.P. ARSENAULT



 21

offer an invaluable insight to the study of comparative capitalism, that 
is,  scholars began to focus on the influence and behavior of the firm on 
capitalist diversity.

Europeanization

Other scholars contend that Europeanization will lead to the convergence 
toward liberal market economies (LMEs). However, Europeanization 
should not be viewed as a power capable of superseding domestic insti-
tutions. Hooghe and Marks contend that changes in European econo-
mies—integration of capital markets, decline of traditional industry, 
high unemployment, and so on—has led to contentious debate regard-
ing authority structures and decision-making processes in Europe at the 
national, sub-national, and supra-national levels (1999). These structures 
have changed from technocratic decision making of various elites [based 
on mutual agreement] to a much more contentious and politicized pro-
cess. For example, many more groups—interest groups, labor movements, 
corporations, public interest groups, regional governments, and so on—
have mobilized to pressure political elites to represent the strategic inter-
ests of the various groups.

Hooghe and Marks contend that the debate between competing politi-
cal actors can be divided into two “political designs or ‘projects’.” The 
neoliberal projects “seeks to insulate markets from political interferences,” 
and limit an overarching democratic structure allowing the EU to regulate 
markets, and promote competition between states (1999, p. 75).

On the other hand, the “project for regulated capitalism” seeks greater 
EU economic cooperation regarding a social democratic approach, 
increased regulatory powers of the EU over economic policies, and a 
strengthening of the EU parliament (Hooghe & Marks, 1999). These 
two projects illustrate two contested dimensions in the EU, supra-
nationalism versus nationalism, and the classic left–right spectrum. The 
neoliberal project falls closest to nationalism and right government, while the 
project of regulated capitalism falls closest to left government and supra- 
nationalism. As such, when political actors—national, sub-national, and 
supra-national—come into negotiations, they bring with them their 
beliefs regarding these dimensions and decisions become hotly contested. 
Not only is this contention at the EU level, but within nations, and even 
disaggregated down to parties, and so on.
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As such, the political elites making EU decisions are not isolated, but 
rather face domestic political pressures, not the least of which is reelection. 
Hooghe and Marks write, “The sheer fact that cross-border transactions 
are increasing within Europe does not mean that further integration will 
be the outcome. To understand European integration one must under-
stand its irreducible political character” (1999, p. 97). I contend that the 
“irreducible political character” is largely constrained by the existing polit-
ical institutions within a given state.

In part, this logic is based on Swank (2001, 2002) who contends that 
the variation in domestic political institutions will address globalization 
or, here, regional integration, in different ways. That is, domestic political 
institutions can allow for the continued domestic “variety of capitalism” 
despite international pressures.

Varieties of Capitalism

The varieties of capitalism (VOC) framework contends that capitalist 
production regimes can be classified into two forms: coordinated market 
economies (CME) and liberal market economies (LME). The CME pro-
duction regimes are typified by cooperation, that is, cooperation between 
industry-specific firms (especially on issues like wage determination), coop-
eration between the labor force and firms, and cooperation between the 
companies and capital holders (Soskice, 1999, p. 106). Under the CME 
production regime, the government serves to collectively negotiate with 
companies. This allows for the development of a framework within which 
all companies operate. CME production regimes include long-term firm 
financing, “cooperative industrial relations” between labor and the firm, 
specialized skills, and technology transfer and “standard setting” between 
sector-specific firms (Soskice, 1999, p. 107). Soskice argues that the insti-
tutional structure of the CME production regime leads to unique “prod-
uct market strategies.” For example, nations with CME regimes tend to 
“produce complex products, involving complex production processes and 
after-sales service with close customer links” (Soskice, 1999, p. 113).

Where the CME production regime is characterized by cooperation, 
the LME regime is typified by strong competition. Under an LME regime, 
the economic actors have only a limited ability to coordinate their actions. 
The actors’ “inability to act collectively means that they cannot combine 
to negotiate discretionary framework solutions with the state” (Soskice, 
1999, p.  110). LME production regimes include short-term financial 
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time-frames, “deregulated labor markets,” an emphasis on general skills 
in the workforce, and fierce competition between firms (Soskice, 1999, 
p. 110). The LME framework leads to a far different “product market 
strategy” than its CME counterpart. LME production regimes tend to 
produce “highly innovative products (often in purely intellectual patented 
form) developed in venture capital start-ups in new high-technology 
areas”(Soskice, 1999, p. 117).

The VOC literature contends that the key causal difference between 
production regimes is the “strategic interaction central to the behavior 
of economic actors,” particularly the coordination capacity between firms 
(Hall & Soskice, 2001, p. 5). Hall and Soskice contend that issues of coor-
dination between economic actors usually occur within five arenas.

The first arena addresses industrial relations which include negotia-
tion between the firm and labor, as well as the firm and other employers. 
The authors suggest that negotiations usually revolve around coordinated 
wages, working conditions, and output. The second arena includes voca-
tional training and education, as well as the creation and maintenance of 
a suitable labor force for companies, including employment security for 
workers. Corporate governance composes the third sphere and includes a 
company’s access to financial resources and guarantees on investor capital. 
Fourth, the VOC approach looks at coordination between corporations. 
This includes issues like competition between firms versus sector-wide 
cooperation. Lastly, issues of coordination capacity occur between the 
corporation and employees. Issues include the relations between workers 
and management regarding corporate structure, as well as negotiations 
regarding information exchange (Hall & Soskice, 2001).

“The relationships firms develop to resolve these problems condition 
their own competencies and the character of an economy’s production 
regimes” (Hall & Soskice 2001, p. 7). In other words, firms will pursue 
production policies shaped by the existing institutional structures: particu-
larly financial, industrial relations, education, and inter-company relations 
systems. Where interactions within the above arenas are governed by insti-
tutions favoring competition and other neoclassical economic principles, 
we will see an LME production regime emerge. In cases where the above 
arenas are governed by institutions promoting cooperation, collaboration, 
exchange of information, sanctions for defection, and so on, we will find 
the emergence of CME production regimes.

So, institutions, to a greater or lesser extent, shape the behavior of the 
firm. The strategy of the firm does not shape the institution. The insti-
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tutions provide the firm with a set of opportunities and the firms then 
develop product market and innovation strategies that take best advantage 
of those opportunities. As such, complementarity exists between institu-
tions and the corporate strategies of firms. Complementarity draws on the 
economists’ conception of the production function (Crouch, 2005). That 
is, the presence of one institution will increase the efficiency of another.

The VOC framework contends that coordination in one arena of the 
economy will likely lead to the development of complementary institu-
tions in another (Crouch, 2005; Hall & Soskice, 2001). As such:

institutional practices of various types should not be distributed randomly 
across nations. Instead, we should see some clustering along the dimensions 
that divide liberal from coordinated market economies, as nations converge 
on complementary practices across different spheres [specifically, CME and 
LME production regimes]. (Hall & Soskice, 2001, p. 18)

critiques of the VArieties of cApitALism frAmework

The VOC approach faces a number of valid criticisms which must be 
addressed. In Hancké’s review of the VOC literature, critiques are grouped 
around three broad themes: those who question capitalist variation itself, 
those who recognize variation between capitalist systems but are critical 
of the “reductionist” CME/LME dichotomy, and those who recognize 
capitalist diversity, but question the causal logic of the VOC approach and 
call for “conceptually richer, approaches to capitalist diversity” (Hancké, 
2009, p. 6).

The first cluster of critiques rejects the basic premise of capitalist diver-
gence. Drawing heavily on Marxist theory, such scholars contend that 
capitalism continues along a historical path of convergence toward liberal 
market institutions. Scholars often cite changes in the international econ-
omy—specifically globalization, increased competition from newly indus-
trialized countries, and European integration—that led to a retrenchment 
of “institutions that had previously made workers less dependent on mar-
kets” and subsequently strengthened the bargaining position of capital 
holders (Hancké, 2009, p. 6; Pierson, 2001; Simmons, 1999).

However, convergence, toward either a liberal market model or a coor-
dinated market model has failed to occur. Rather, globalization, instead 
of forcing a convergence toward one model, has actually pushed capital-
ism apart (Hancké, 2009; Katzenstein, 1985). As the VOC framework 
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suggests, various political-economic models offer comparative institu-
tional advantage for states and firms to adopt one production regime over 
another (Hall & Soskice, 2001; Hancké, 2009). As Hancké writes, com-
parative institutional advantage:

refers to the idea that national institutional frameworks impose a relatively 
narrow set of choices on the competitive strategies of firms in them adopt, 
and that different countries therefore specialize in particular export activities 
… when deciding on where to locate particular activities in the value chain, 
multinational corporations will arbitrage between different institutional 
environments. (2009, p. 10)

Questioning a Binary Dichotomy

The second cluster recognizes capitalist diversity, but questions the reduc-
tion of capitalist economies into two types: CMEs and LMEs (Crouch, 
2005; Molina & Rhodes, 2007; Schmidt, 2009). Here, the dichotomy of 
CMEs and LMEs is viewed as overly simplified. For example, Shonfield 
(1965) identifies three types of capitalism, Amable (2003) identifies five 
institutionally different capitalist models, while Crouch (2005) contends 
that nearly any number of capitalist models are theoretically possible. 
Some have argued that a number of advanced industrial economies do not 
fall cleanly into either camp (Hancké, 2009). Possible additional catego-
ries include “mixed market economies” represented by etatist countries 
like France and Japan (Hall & Gingerich, 2004; Katzenstein, 1985), a 
Mediterranean model including Italy and Spain (Molina & Rhodes, 2007), 
and a social democratic Scandinavian model (Crouch, 2005). However:

One of the problems with such expanding typologies is that ultimately one 
could claim that every capitalist country has produced its own ‘variety,’ in 
which at least one institution or combination of institutions is historically 
specific, and therefore different from other related types. (Hancké, 2009, 
p. 15)

Such a debate illustrates a continuous dilemma of social science research. 
That is, social scientists are faced with the dilemma of balancing parsi-
mony, generality, and accuracy (Przeworski & Tenue, 1970). A problem 
with expanding the VOC’s binary typology to include a third, fourth, 
or any number of additional type of capitalism stems from “conceptual 
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stretching” and the subsequent possibility of “empirical vaporization” 
(Sartori, 1970, p. 1043).

For the sake of parsimony, and overall generalizability, this study will 
retain the CME and LME dichotomy as posed by Hall and Soskice (2001), 
but recognizes that that these are ideal types. Cases categorized as CME 
or LME may not have identical characteristics. However, the purpose of 
this concept is to simplify the world around us while allowing for a degree 
of generalization to the population at large.

As such, the CME and LME dichotomy is a “family resemblance” cat-
egory. That is, the various cases are similar, but not identical. These cases, 
however, will still fall under the same “family,” CME or LME (Collier & 
Mahon, 1993). As such, the LME and CME dichotomy falls into Sartori’s 
medium level of categorization (1970).

Questioning the Cause of Capitalist Diversity

The third cluster recognizes variation in capitalist economies but remains 
skeptical of the underpinnings of the proposed causal logic. Whereas 
the VOC approach focuses largely on the strategic behavior of the firm, 
scholars operating within this camp “look for the sources of diversity else-
where—in politics, history, or culture rather than in the micro-structure of 
markets” (Hancké, 2009, p. 8).

This book falls squarely within this third group of criticisms. I question 
the lack of emphasis on the genesis of the economic arenas which structure 
the LME and CME dichotomy. I contend that a promising avenue lies 
in a closer examination of political institutions. Greater emphasis on the 
role of politics and political institutions is imperative to explaining differ-
ences between capitalist systems. As North illustrates, the state (and state 
structures) plays a central role in structuring the “rules of the game” in a 
political economy (1981, 1990). North contends that institutions specify 
“the fundamental rules of competition and cooperation which will provide 
a structure of property rights” and subsequently the structure of the eco-
nomic system (1981, p. 24).

A call for greater emphasis on political institutions is only recently 
being posed. Deeg and Jackson (2007) argue that a greater understand-
ing of state structures and political institutions is an imperative challenge 
to the comparative capitalism literature. They call on scholars to focus on 
the ways in which political institutions and other “formal rule-making sys-
tems” shape the processes by which VOC are structured (Deeg & Jackson, 
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2007, p. 169). Amable and Palombarini (2009) call for greater emphasis 
on the ways in which states affect firm behavior. Specifically, they focus on 
the ways that state and political institutions constrain the behavior of actors 
operating within the political economy, or the ability of those controlling 
the state to autonomously institute changes in the institutional structures 
(Amable & Palombarini, 2009, pp. 126–129). Similarly, Hancké et al. call 
into question the VOC assumption that the state lacks the autonomy to 
implement policies capable of shaping the economic environment, espe-
cially in the presence of powerful business interests (Hancké, Rhodes, & 
Thatcher, 2007).

poLiticAL regimes And VArieties of cApitALism

Scholars are in the early stages of developing a research program exploring 
the relationships between political institutions and capitalist structures. 
This section seeks to briefly illustrate some of the major studies conducted 
within the research program, examining the role political institutions play 
in shaping aspects of capitalist economies.

I begin with early studies of the effects of electoral system on degrees 
market coordination (Birchfield & Crepaz, 1998; Katzenstein, 1985; 
Lijphart & Crepaz, 1991). I then move on to examine the ways that politi-
cal institutions affect the LME/CME dichotomy as posed by the VOC 
framework (Amable, 2003; Cusack, Iversen, & Soskice, 2007; Iversen & 
Soskice, 2006; Korpi, 2006; Martin & Swank, 2008).

Katzenstein (1985) finds that democratic corporatism is related to 
political parties and the party system. First, small states overwhelmingly 
have proportional representation (PR) systems and often minority gov-
ernments. Both features promote coordination. Party unification is often 
weak in small states, resulting in coalition governments. This makes poli-
ticians less able to adopt zero-sum strategies. Furthermore, the PR sys-
tem, coupled with a divided right, often leads to minority governments. 
Minority governments help ensure conciliation and compromise between 
actors. The sub-groups do not have a good chance of winning an outright 
majority. Many actors have influence over policy and there is much greater 
coordination, and corporatist arrangements emerge.

Similarly, Lijphart and Crepaz (1991) have examined the impact of 
consensus democracy on corporatism. Lijphart and Crepaz found that 
as the degree of consensus (as measured by macro-political institutions) 
increases, the level of corporatism increases. They define corporatism in 
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a similar manner as Soskice defines CME production regimes; that is, 
CME production regimes are illustrated by cooperation between firms 
 (monopolistic peak organization), industry-specific cooperation (special-
ization), and a national framework created by government (1999). As 
such, their research is of particular relevance in supporting the feasibility 
of the theory that institutions posed by the VOC literature are constrained 
by broader political institutions.

Birchfield and Crepaz (1998) find that consensus systems are related to 
lower levels of income inequalities while majoritarian systems are related 
to higher levels of income inequalities. The collective veto points found 
in consensus systems—PR systems, multi-party legislatures, multi-party 
governments, and parliamentary regimes—tend to promote compromise 
and negotiation. The consensus institutions themselves “not only pro-
vide access to political interests but also tend to include these interests in 
multi-party executive cabinets ‘fused’ to the legislature, ensuring repre-
sentativeness on the one hand, and effectiveness on the other” (Birchfield 
& Crepaz, 1998, p. 179).

Amable examines the role of sociopolitical groups—the powerful coali-
tion—and their preferences in shaping the economic institutions (2003). 
According to this logic, social groups are political actors operating “within 
[a] structured formal political process (e.g. majoritarianism)” and through 
their interaction are able to shape economic institutions in order to better 
pursue the interest of the relevant socioeconomic group (Deeg & Jackson, 
2007, p. 160).

Iversen and Soskice (2006) examine the relationship between electoral 
and party systems on redistributive policies. The authors contend that 
electoral system type is associated with specific party systems. The party 
system, in turn, shapes the structure of class coalitions. They illustrate 
how such logic can be applied to capitalist divergence. They contend that 
“there exists a strategic complementarity between such insurance [stem-
ming from redistributive policies] and individuals’ decisions to invest in 
particular types of skills” (Iversen & Soskice, 2006). This suggests that 
different electoral systems can help shape at least one of the five arenas 
(labor relations) within which firms and labor interact.

Similarly, Cusack, Iversen, and Soskice attempt to explain “the close 
association between the current varieties of capitalism and electoral insti-
tutions” (2007, p. 373). In situations where production requires specific 
skills, the political right will accept PR, and consensual bargaining with the 
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left in order to promote specific skill development. In nations with “adver-
sarial industrial relations,” the right will seek power over the left through 
majoritarian institutions. The authors suggest that once the PR system was 
adopted, “stable regulatory frameworks developed” which created incen-
tives for asset-specific skills, which, through institutional complimentarily, 
led to the emergence of CME regimes.

Martin and Swank (2008) illustrate why some countries developed plu-
ralist peak associations while others developed more corporatist employer 
associations. Martin and Swank (2008) contend that party systems and the 
structure of the state shape the type of business associations. In particular, 
they examine the effects of two-party versus multi-party systems on the 
structure of employer organizations. They find that PR and multi-party 
systems will lead to corporatist peak associations while two-party systems 
will lead to pluralist associations.

Similarly, Korpi (2006)—building on the power resources approach—
argues that partisan politics, based on class divisions, are central to the 
divergence of production regimes. His explanatory variables include elec-
toral institutions, state-corporatist structures, and the party orientation of 
cabinets. Korpi contends that PR systems are conducive to strong, left-
ist parties, while majoritarian systems tend to favor “secular center-right” 
parties. In short, the logic holds that states characterized by a combination 
of PR systems, state-corporatist structures, and “confessional party” coali-
tions are likely to promote CME production regimes, while states with an 
absence of such institutions are likely to have LME systems (Korpi, 2006).

Brady and Leicht (2007) contend that right-party power, as measured 
by long-term cabinet tenure, plays a significant role in increasing inequal-
ity in advanced industrial democracies. Specifically, the authors suggest 
that governments characterized by long-term right-party power seek 
smaller government, progressive taxation policies, and a retrenchment 
of the welfare state through three ways: legislative action, administrative 
office holding, and ideological influence (2007, pp. 7–9).

This book will expand on the current VOC literature by lending greater 
emphasis to competing interests, and the formal political institutions that 
shape and structure such competition. In doing so, this study will draw, in 
part, from power resources theory (PRT) to explain capitalist divergence. 
The power resources approach concentrates on the balance of power 
between classes—labor/left and capital/right—and the effects that the 
distribution of power has on economic policy. Although PRT has primar-
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ily been used in analyses of the welfare state, the concept will prove useful 
in discussing competing interests and variation between capitalist systems. 
Here I discuss current studies applying PRT to explain various political- 
economic outcomes.

Huber and Stephens write that the power resources approach:

identifies the distribution of organizational power between labor and left- 
wing parties on the one hand, and center and right-wing parties on the 
other hand, as primary determinants of differences in welfare state develop-
ment across countries and over time. (2000, p. 325)

Huber and Stephens (2000) find that social democratic governments—
characterized by strong labor movements—have proved to be powerful 
political allies to women participating in the workforce, and subsequently 
have led to increases in social funding and the delivery of services in 
contrast to Christian democratic governments. The PRT approach sug-
gests that disadvantaged classes will overcome collective action problems 
and mobilize politically—into political parties—and begin to demand 
welfare state development to modify the market-oriented distribution 
process.

Korpi (2006) has applied PRT to claim that divergence in capitalist 
systems is in part driven by the dispersion of power between competing 
classes. Korpi examines VOC and power resources explanations of capital-
ist divergence. The two approaches disagree on the causal factors leading 
to the divergence of production regimes. The VOC approach views varia-
tion in production regime as a result of employers’ needs for either asset- 
specific skills or general skills (Estevez-Abe, Iversen, & Soskice, 2001; 
Mares, 2001, 2003).

Similarly, Swank illustrates that political institutions affect the ability 
of competing classes to pursue their interests (Swank, 2001, 2002). He 
argues that variation in the political institutions of developed democracies 
address global capital mobility, and subsequently welfare state pressures, in 
different ways. Swank argues that the consensus-oriented institutions are 
able to “blunt” the internationalization pressures, while the institutional 
structures of more liberal states will correspond with greater retrench-
ment. The main argument is that the impacts of the internationalization of 
capital will differ between nations based on presence of social corporatism 
versus pluralism, electoral interest representation, diverse versus concen-
trated power, and the structure of the welfare state.
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For example, social corporatism and its corresponding political institu-
tions grant power to those interests most negatively affected by the inter-
nationalization of capital. Corporatism grants labor interests veto power 
over policy changes, political power to leftist parties, and “cultivates a 
distinct constellation of norms and values that shape actor’s behavior and 
the character of the policy process” (Swank, 2002, p. 43).

Furthermore, PR electoral systems and multi-party systems lend greater 
power to those adversely affected by globalization. They gain some con-
trol of institutional mechanisms with which to resist retrenchment policies. 
For example, greater inclusiveness will allow representation for ideological 
interests opposed to globalization, and liberal market policies.

Peter Hall has also recognized the role of politics in explaining varia-
tion in capitalist systems (1999, 2007). Hall contends that the ability of 
political economies to adjust to changes in the global economy is largely 
contingent upon political institutions and the dispersion of power within 
the system. Because adjustments affect people as well as firms, structural 
adjustments are political as well as economic. Hall writes:

socioeconomic developments at the international or domestic level will 
tend to rearrange the social coalitions that divide the electorate or producer 
groups by shifting their underlying material interests. However, the extent 
of that arrangement and its impact on policy or organization of the political 
economy will be affected by the institutional structure of both the political 
economy and the polity. (1999, p. 159)

Hall contends that institutional structures affect adjustment paths through 
(a) a “power dimension” which provides disproportionate power to one 
group over another, and (b) through the emergence of collective action 
problems within groups. The effects of political institutions on adjustment 
paths are illustrated by the ability of Britain to rapidly pursue deregulation 
policies under the strong executive Margret Thatcher, while during the 
same time, the diffused power structure of Germany limited adjustment 
(Hall, 1986, 1999).

In conclusion, power, politics, and political institutions partly explain 
the divergence of economic structures, but the causal linkages must be 
examined further. For example, debate continues over the direction of 
causality between political institutions and economic institutions. The fol-
lowing section illustrates recent scholarship engaging in this debate, and 
suggests how this book will help address this question.
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Debating the Causal Arrow

This section provides examples of the continuing debate within the VOC 
literature regarding the causal direction between political and economic 
institutions. Cusack et al. (2007) argue that economic institutions shape 
political structures, while Martin and Swank (2008) contend that political 
institutions shape economic structures.

Cusack, Iversen, and Soskice argue that economic interests drive the 
emergence of electoral systems (2007). They attempt to explain “the close 
association between the current varieties of capitalism and electoral insti-
tutions” (2007, p. 373). They contend that in situations of production 
which require asset-specific skills, the political right will accept PR systems, 
and subsequently form consensual agreements with labor and left parties, 
in order to guarantee the formation of the required skills. However, in 
countries where general, more transferable skills are required, the right 
will seek to maintain control over the left through majoritarian institu-
tions. In short, the authors argue that in the early days of industrialization, 
in nations where cooperation developed between center and right par-
ties versus the unions/left parties, “the benefits from the adoption of PR 
of consensual regulatory politics outweighed the cost of exclusion from 
minimum winning coalitions in redistributive politics” (2007, p.  306). 
However, in states where cooperation was weak, we see the emergence 
of minimal winning coalitions of center and right parties which form in 
opposition to the left. As such, the center and right will seek a majoritarian 
system to protect their interests against the left. The authors suggest that 
once the PR system was adopted “stable regulatory frameworks devel-
oped” which created incentives for asset-specific skills, which through 
institutional complementarity led to the emergence of CME regimes. 
Once such a framework was in place, a path dependency developed and 
created a disincentive to pursue majoritarian systems.

On the other hand, Martin and Swank contend that party systems 
and the structure of the state can shape the type of economic structures 
(2008). In particular, they examine the effects of two-party versus multi- 
party systems on the structure of employer organizations. They find that 
PR and multi-party systems will lead to corporatist peak associations while 
two-party systems will lead to pluralist/competitive associations. The logic 
contends that in PR/multi-party systems, we will find parties sympathetic 
to business interests. This results in cooperation between like-minded 
groups, and the formation of coalitions to support business interests. 
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Because it is unlikely that employer associations will gain majority control, 
they will seek other sources of influence outside of government. This can 
lead to more organized and centralized (coordinated) employer associa-
tions. In two-party systems, with two large “umbrella parties” business  
interests are dispersed. These big parties cross-cut class divides. “Employers 
have a harder time coming together, and have fewer reasons to negotiate 
with labor politically” (2008, p. 182).

As stated, within the VOC literature, the causal direction between 
political institutions and economic institutions remains unclear. This book 
seeks to lend clarity to the causal debate, and to further the understand-
ing of how politics affects the formation of VOC. The following section 
describes the proposed causal explanation linking political institutional 
configurations and different types of capitalist economies.

A proposed cAusAL process

In proposing a theory explaining capitalist variation, I begin with the 
assumption that the political economy of advanced industrial societies is 
largely divided between two competing groups: capital holders and labor. 
The assumption proves useful in that the proposed labor-capital cleavage 
is a characteristic of all developed economies (Lijphart, 1984; Manow, 
2009).1 Within the political arena, groups will pursue the maximization 
of benefits through the formation of “social collectives” or “groups of 
individuals or families, who are tied to one another by virtue of shared 
traditions or because of their common interest and their common perspec-
tive” (Toennies, 1961, p. 49). This section illustrates the ways in which 
such “social collectives” have emerged into political vehicles in modern 
democratic capitalist economies. Specifically, I examine partisanship, polit-
ical parties, electoral systems, and the organization of class competition 
and cooperation. I then discuss the ways that political institutions affect 
the political economy of a given state, namely, through a “power dimen-
sion” and through the facilitation of cooperation, or the propagation of 
competition.

Lipset and Rokkan contend that political parties and party systems 
develop over time. The authors find that party systems and parties 
develop from conflicting associations and cleavage groups in society seek-
ing to promote their political agenda (1967a, 1967b). Whether or not 
social cleavages will develop into political parties depends on the thresh-
old to be overcome in order to gain a representative voice. Depending 
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on threshold levels, differing party systems emerge, that is, parliamen-
tary multi-party systems, two-party or one-party systems, and so on. 
Thresholds are set by previous decision-making traditions, the channels 
by which political expression and mobilization occur, the payoffs and 
costs of various alliances, and the possibilities of majoritarian rule (1967a, 
1967b, p. 29).

In electoral systems with high thresholds, it is difficult for new parties 
to break into the political arena unless they join forces with other, more 
established parties. For example, in systems where the capital holder class 
was cohesive, and confronted by a diffused labor class—communist versus 
social democratic—the capital holding class was able to use their exist-
ing political power to maintain control through majoritarian institutions. 
In general, systems with high thresholds are conducive to majoritarian 
government while lower thresholds will be more proportional (Lijphart, 
1994; Seymour Lipset & Stein Rokkan, 1967a, 1967b, p. 29).

When demands for greater representation emerge among cleavage 
groups, we often see a move toward greater proportionality in the electoral 
system. Some have argued that as suffrage is extended, the newly enfran-
chised groups make greater demands for representation in the political 
system. That is, when class conflict and political struggle emerge over rep-
resentation and the provision of social and economic rights we often see 
a move toward greater proportionality in the electoral system (Seymour 
Lipset & Stein Rokkan, 1967a, 1967b; Marshall, 1964; Orloff, 1993). 
On the one hand, the capital holder and managerial class has a great deal 
of power stemming from its strong position in the market, and will fight 
to limit the political and social rights of labor, as capital holders will bear 
disproportionate costs. On the other hand, workers are more numerous 
and can use their numbers to form political pressure groups and force the 
adoptions of political and social rights, thus weakening the power of the 
capitalists (Korpi, 1983).

In democratic systems, political parties based along the socioeconomic 
cleavage maintain power through a competitive electoral process. As such, 
according to Partisan Theory, parties have electoral incentives to pursue 
policies favorable to their constituent base. Quinn and Shapiro write, “At 
the root of the partisanship thesis is the idea that parties draw on differ-
ent social bases of support and that the power of contending groups will 
fluctuate with the fortunes of their allied parties” (1991, p. 853).

The core constituency of the right is composed of capital holders, the 
managerial class, and others higher on the socioeconomic scale. The core 
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constituency of the left is composed of those with commodified labor; that 
is, “their economic well-being depends almost entirely on earnings from 
labor” (Hibbs Jr., 1992, p. 362). Governments led by right parties often 
pursue policies conducive to the increased utility maximization of the core 
constituents, while governments led by parties of the left often pursue 
policies conducive to the interests of those in lower socioeconomic groups 
(Boix, 1998; Downs, 1957; Hibbs Jr., 1977, 1992).

In short, political parties are a major medium for the expression of class 
interest in advanced industrial democracies. Political parties largely tend 
to cluster around two categories: parties which generally represent the 
interests of the capital holder/managerial class, and parties generally rep-
resenting the interests of the labor/lower class (Lijphart, 1984; Seymour 
Lipset & Stein Rokkan, 1967a, 1967b; Manow, 2009).

Capital interests can be classified as an exclusive group. In exclusive 
groups, the quantity of a collective good is finite. As such, the exclusive 
group maintains a minimum number of members so that each can attain 
a larger portion of the limited collective good. In this case, business will 
seek to exclude the interests of labor from the political process in order 
to achieve profit maximization for the oligopolistic business elite (Olson, 
1965). Similarly, in their discussion on the sources of business power, 
Quinn and Shapiro write, “Other aspects of class (i.e. capitalist) organiza-
tion might allow business to mobilize political resources. Interlinking cor-
porate directorates, shared social ties, and shared ideology provide a basis 
for joint corporate activity and for overcoming collective action problems” 
(1991, p. 854). As such, by remaining exclusive, the capitalist class is able 
to lessen the need to address the concerns of labor.

Labor, on the other hand, will be considered an inclusive organiza-
tion. An inclusive organization seeks to lower the costs of attaining a col-
lective benefit by dispersing outlays across a larger number of actors. As 
such, labor will seek political mechanisms to check the power of business, 
and force business to contribute to the collective good of labor interests 
(Olson, 1965).

Here in lies the potential for inter-group class conflict. Each group com-
petes for relative gains. In an environment where business is strong, the 
collective benefits of labor will decrease, and vice versa. The argument is 
illustrated by Orloff’s discussion of class conflict and political struggle over 
social rights (1993). The “social citizenship perspectives emphasize the 
potential of social provision in democratic states, secured largely through 
the political struggles of citizens and others” (Orloff, 1993, p. 305).
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On the one hand, capital has a great deal of power in the market and 
will fight to limit social rights as the capital holders will largely bear the 
costs. On the other hand, the workers are more numerous and can use 
their numerical superiority to use political pressure to force the adoptions 
of social rights and increased social policies.2

The difficulty of satisfying the “contradictory demands” of conflict-
ing interests stems in part from asymmetries of power between groups. 
By power, I refer to what Dowding has described as “power over,” that 
is, “the ability of an actor deliberately to change the incentive structure 
of another actor or actors to bring about or help bring about outcomes” 
(1996, p.  5). That is, groups with greater access to resources will find 
themselves in a stronger bargaining position than the rival, weaker group. 
The following section explores the role of power asymmetries within insti-
tutions in greater depth, and attempts to tie the concept to economic poli-
cymaking. This book assumes that social institutions emerge as a result of 
conflict between actors with differing interests and asymmetries of power 
(Knight, 1992; Knight & Sened, 1995). As such, the gains from interac-
tion between players are not equitably distributed. According to Knight, 
social institutions are a way for “some to constrain the actions of others 
with whom they interact” (Knight, 1992, p. 19). Institutional develop-
ment stems from the ongoing conflict between actors with competing 
interests. Korpi writes, “Social institutions and arrangements related to 
processes of distribution and decision-making can thus be seen as out-
comes of recurrent conflicts of interests, where the parties concerned have 
invested their power resources in order to secure favorable outcomes” 
(1983, p. 19).3

In addition to institutional genesis, power asymmetries theory has been 
used to explain institutional change. Pontusson recognizes that institu-
tional arrangements are designed to benefit one group at the expense of 
another. As a result, “institutional realignments occur when the interest 
and/or the power of relevant actors change” (Pontusson, 1995, p. 137). 
Such was the case in much of Europe with the expansion of suffrage, 
as well as the much more recent case of New Zealand and the subse-
quent move toward a more proportional electoral system (Mulgan, 1997; 
Vowles, 1995).

Huber and Stephens have also illustrated the role power asymmetries 
play on institutional development in regard to welfare state development. 
They contend that policy options are constrained by “power constella-
tions,” between business and labor (Huber & Stephens, 2001). As such, 
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the group in power is able to constrain the feasibility of policy alternatives. 
In situations where labor is weak in the face of business, we are unlikely to 
see the expansion of welfare policies. However, changes in the balance of 
power will lead to changes in the ability of competing interests to shape 
policy.

Political institutions affect the structure of a given political economy 
in two main ways. First, political institutions contain a “power dimen-
sion” in which the institutional structures affect the dispersion of power 
between competing groups (Hall, 1986; Iversen & Soskice, 2006, 2009; 
Korpi, 1983, 2006). Second, within a political economy, coordination and 
collective action problems emerge between competing economic actors. 
Some political institutions are more conducive to an environment based 
on cooperation and creditable commitments, while others are more con-
ducive to creating an environment of competition (Huber & Stephens, 
2000; Iversen & Stevens, 2008; Manow, 2001a; Martin & Swank, 2008).

For example, majoritarian regimes create an intense competition 
between political and economic actors. Additionally, majoritarian regimes 
are characterized by a great deal of policy instability throughout the 
political economy. This in turn makes credible commitment to nonmar-
ket coordination mechanisms difficult. This, coupled by the propensity 
of majoritarian systems to be governed by the right (Iversen & Soskice, 
2006), leads majoritarian systems to adhere to the LME model. On the 
other hand, consensus-oriented political regimes create a political environ-
ment conducive to cooperation between political and economic actors. 
Due to the high numbers of political and economic actors granted access 
to the political and policy process—and the resulting institutional checks 
on the actions of competing interest groups—an environment of coopera-
tion and credible commitment to nonmarket coordination mechanisms 
emerge. This, coupled by greater power of the left in consensus systems, is 
more conducive to a CME.

The main institutions by which political regimes (majoritarian or con-
sensus) affect the dispersion of power and the ability of actors to cooperate 
or compete are political parties and the party system, the electoral system, 
the structure of governing cabinets, the number and type of constitutional 
constraints, and, subsequently, the partisanship and policy legacies of a 
given government. Broadly, this study seeks to explain the relationship 
between CMEs and LMEs and variation in political institutions. Within 
the CME/LME systems, the economic institutions to be explained—the 
dependent variables—include corporate governance, industrial  relations, 
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inter-firm relations, education and training systems, and employee struc-
tures. These economic institutions compose the core structures of pro-
duction regime as illustrated by the VOC framework. The emergent 
complementarity configuration between economic institutions leads to a 
variety of capitalism: CMEs or LMEs. Table 2.1 provides a simplified illus-
tration of the proposed logic.

The logic of the proposed causal model draws heavily on compara-
tive political economy studies exploring the relationship between VOC 
and the welfare state. Soskice has illustrated complementarities between 
production regime, political system, and the welfare state (2007). Estevez- 
Abe et  al. have illustrated complementarities between generous welfare 
states and asset-specific skill formation (2001). Mares examines the com-
parative institutional advantage of certain welfare policies for firms (2003). 
Iversen and Stephens find that education spending is largely the result of 
the partisan control of government (2008). Huber and Stephens have 
gone so far as to suggest that configurations of welfare states and produc-
tion regimes can be categorized as particular “welfare regimes” (2001, 
p. 112). Nevertheless, as Soskice points out, only limited attention has 
been granted to understanding how production regimes and welfare states 
“tie into political systems” (2007, p. 92).

The major difference between the welfare state studies and my pro-
posed model lies in the operationalization of the dependent variables. 
Whereas much of the scholarship on the welfare state uses government 
expenditures, social security transfers, government employment, or pen-

Table 2.1 The causal logic

Interests Power asymmetries Political 
institutions

Economic institutions VOC

Capital Right controlling 
resources

• Majoritarian
• SMD
• Center/right
• Two-party
• Right legacy

• Stakeholder
• General skills
• General education
• Market coordination
• Firm wage bargaining

LME

Labor Left controlling 
resources

• Consensus
• PR
• Center/left
• Multi-party
• Left legacy

• Shareholder
• Specific skills
• Vocational education
• Strategic coordination
• Central wage bargaining

CME
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sion spending as dependent variables in order to capture variation in 
welfare states, a similar model can be applied where industrial relations, 
inter-firm relations, skill system, and corporate governance serve as depen-
dent variables which will capture variation in production regime.

independent VAriAbLes And hypotheses

The following section illustrates the political variables under investiga-
tion: partisanship and policy legacies, effective number of political parties, 
majoritarian cabinets, electoral systems, and constitutional structures. I 
also propose hypotheses regarding the causal relationships between politi-
cal institutions and VOC.  Capitalist variation is examined through an 
overarching dependent variable designed to measure market coordination 
over time. I then examine the economic arenas of the VOC framework: 
corporate governance, industrial relations, inter-firm relations, and educa-
tion and training.

Partisanship and Policy Legacies

Partisanship and policy legacies matter in regard to shaping varia-
tion in capitalist economies. I hypothesize that where government is 
largely controlled by the interests of the right, the country’s economic 
structures will likewise promote the interests of capital holders and 
the managerial class. In situations where labor parties control govern-
ments, economic structures will be more conducive to the interests 
of the lower classes (Esping-Andersen, 1990; Rothstein, Samanni, & 
Teorell, 2010). As such, long-term partisan policy legacies will affect 
variation in capitalist systems. By policy legacies I refer to long-term 
partisan control of the political process (Huber & Stephens, 2001). 
The importance of including measures of policy legacies is well illus-
trated in numerous studies of the welfare state, and is quite transferable 
to the current book.

Esping-Andersen has found policy legacies to play a significant role in 
the development of variation in welfare regimes (1990). In particular, he 
finds that policy legacies are important in that they establish the strength 
and weakness of class structures. Likewise, Hicks and Swank show that 
policy legacies—liberal, Christian democratic, or social democratic—can 
either maintain or minimize class “rigidities” and in turn affect welfare 
state policies, in this case variation in welfare state spending (1992). The 

A POLITICAL APPROACH TO EXPLAINING VARIATION IN CAPITALIST SYSTEMS 



40 

logic is furthered by Huber and Stephens, who argue that long-term parti-
san governance is able to shape the ideology of the masses (2001). That is, 
ideology and policy preferences are the result of long-term class struggles. 
“Actors’ intentions and desires are not self-generating but are products 
of social and political struggles over decades or even centuries” (Huber 
& Stephens, 2001, p. 30). Furthermore, left-leaning parties and govern-
ments tend to “bypass” or otherwise move away from market forces, while 
right-wing parties and governments tend to maintain a hands-off position, 
and rely heavily on the market (Huber, Ragin, & Stephens, 1993; Korpi, 
1983, 2006).

In regard to variation in capitalist systems, I argue that where exist-
ing policies have been favorable to one interest over the other, changes 
to the status quo will be difficult at best. In part, this stems from the 
“ratchet effect” in which it becomes difficult to retrench or adjust policies 
once they are in place (Pierson, 1994). Furthermore, over a longer time 
span, not only will economic structures become more deeply entrenched, 
but they will represent stronger liberal market or coordinated market 
institutions.

In testing the impact of partisanship and policy legacies, I rely on 
Huber and Stephens’s cumulative cabinet share index (2001). The cabinet 
variables measure the number of cabinet seats held by a political party as 
a proportion of all seats for each year. The proportions are then summed 
from 1946 to the year of the observation. The value of this measure lies 
in its ability to capture not only the partisan composition of the cabinet 
at a given year but also the effects of long-term partisan control of the 
cabinet. Huber and Stephens have pointed out that such effects should be 
included in the analysis because economic policies (for them, welfare state 
programs) have “long maturation periods” (2000, p. 329).

Long-term cabinet tenure and subsequent policy legacies of left- leaning 
governments are likely to be associated with (1) greater overall market 
coordination, (2) stakeholder models of corporate governance, (3) coop-
erative industrial relations policies, (4) greater investment in vocational 
training and education, (5) and greater degrees of cooperation between 
firms. In contrast, right-leaning governments are more likely to be asso-
ciated with (1) limited market coordination, (2) shareholder models of 
corporate governance, (3) competitive industrial relations policies, (4) 
limited investment in vocational training and education, and lastly (5) 
limited cooperation between firms.
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Effective Number of Political Parties

The number of political parties serves as an important variable in analyz-
ing production regimes. Political parties affect the dispersion of political 
power, and the ways in which various parties interact. This, in turn, shapes 
the coordination capacities between players.

Following Lipset and Rokkan (1967a, 1967b), and Huber, Ragin, and 
Stephens (1993), I separate political parties from the overall state struc-
ture. Rather, political parties are “a product of the interaction between 
state structure and the underlying social cleavages” (Huber et al., 1993, 
p. 719). As stated previously, political parties vary along a socioeconomic 
spectrum (Lijphart, 1994). However, where a system is characterized by 
a higher number of political parties—at least greater than two—higher 
numbers of “interaction streams” emerge and subsequently increase the 
degree to which parties must cooperate in order to enact policy (Sartori, 
1976).

The logic is further supported by Iversen and Stephens (2008), who 
found that cross-class bargaining and cooperation are furthered by the 
multiple political parties resulting from proportional electoral systems. 
The authors write that cross-class bargaining “is enabled by PR, because 
all major interests are represented through well-organized political par-
ties, and because regulatory policies … have to pass through committee 
systems typically based on PR and consensus bargaining” (2008, p. 606).

I argue that greater numbers of effective political parties will equate 
with a higher number of interests, and subsequently relevant players. 
In order for policy to be implemented, these various groups must com-
promise (Lijphart, 1999; Tsebelis, 1995). As such, multi-party systems 
are more likely to encourage cooperation and coordination, and subse-
quently lead to CMEs, while two-party systems create greater competi-
tion between interests and are likely to promote LMEs.4 The number of 
effective parties in the legislature variable is drawn from the Comparative 
Politics Dataset I (CPDSI) data set (Armingeon, Gerber, Leimgruber, & 
Beyeler, 2008). Similar variables have been included in explanatory stud-
ies of welfare development (Iversen & Soskice, 2006; Martin & Swank, 
2008). The effective number of political parties variable is an interval vari-
able ranging from a low of 1.5 to 9.0 effective political parties.

I hypothesize that the existence of multiple political parties will be con-
ducive to greater cooperation, and this cooperation will be represented by 
greater coordination across economic arenas. As such, we are likely to find 
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(1) greater degrees of market coordination, (2) a more cooperative share-
holder model of corporate governance, (3) cooperative industrial relations 
policies, (4) greater emphasis on vocational training and education, and 
(5) greater cooperation between firms.

Cabinet Structures

Manow illustrates that electoral systems may reinforce asymmetries of 
power between competing socioeconomic groups (2009). In general, 
two-party systems are controlled by center-right governments, while 
multi-party systems are characterized by center-left dominance. He sup-
ports his claim by illustrating the strong correlation between majoritarian 
systems and liberal welfare states, and consensus systems and social demo-
cratic or Christian democratic welfare states.

Building on Iversen and Soskice (2006), Manow claims that the causal 
mechanism lies in the formation of class coalitions. The type of govern-
ing coalition largely structures the degree to which power is either con-
centrated or dispersed, who controls government and, subsequently, the 
policy arena. For example, rarely is the left-labor interest group capable of 
instituting policy alone. Rather, they must enter into coalitions with other 
groups (Huber & Stephens, 2000). As such, the majoritarian/consen-
sus dichotomy deeply affects coalition formation and structures. Lijphart 
writes:

The Westminster model concentrates executive power in a government sup-
ported by a relatively narrow parliamentary majority, whereas the consensus 
model favors broad coalitions in which all significant political parties and 
representatives of the major groups in society shape executive power. (1984, 
p. 46)

Iversen and Soskice’s (2006) work empirically examines Lijphart’s assump-
tions. Iversen and Soskice begin with the assumption of three classes: 
lower, middle, and upper, and either a proportional or plurality electoral 
system (2006). As Duverger has established, majoritarian systems lead to 
two parties, while proportional systems lead to multiple parties (1954). 
In a two-party system, composed of center-left and center-right parties, 
upper classes will support the center-right, while lower classes will support 
the center-left. The question emerges, however, as to the voting behavior 
of the middle class.
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Assuming a system of regressive taxation, Iversen and Soskice contend 
that in two-party majoritarian systems, the middle class will align itself 
with the center-right (2006). Manow illustrates the logic clearly:

If the left governs, the middle class has to fear that a left government will 
tax both the upper and middle classes for the exclusive benefit of the lower 
classes. If the right party governs, redistribution will be marginal, and the 
middle class hardly will be taxed. (2009, p. 104)

However, in a proportional system, the options of the middle class are less 
constrained. Because the left is unlikely to be able to govern by itself, it 
will seek to align with the middle class. Due to the necessity of maintain-
ing the coalition, “both can agree and credibly commit to taxing the rich 
and sharing the revenue” (2009, p. 104). As such, center-right coalitions 
will likely support liberal market institutions, while center-left coalitions 
will likely support coordinated market institutions.

Furthermore, I draw on Riker’s (1962) assumption of minimal winning 
coalitions, and subsequently Axelrod’s (1970) theory of minimal con-
nected winning coalitions (Lijphart, 1984). Riker’s theory predicts that 
parties will enter into coalition in order to maximize their power in the 
form of holding cabinet positions. As such, they will seek to form a coali-
tion in order to win the minimum number of parliamentary seats neces-
sary to control the majority.

However, as Lijphart (1984) points out, Riker’s theory is weakened 
by its lack of emphasis on the policy preferences of the parties. As such, 
Riker’s theory must be supplemented by Axelrod’s theory of minimal con-
nected winning coalitions. Axelrod’s theory contends that policy prefer-
ences matter in the formation of coalitions; that is, “coalitions will form 
that are both ‘connected’—that is, composed of parties that are adjacent 
on the policy scale—and devoid of unnecessary partners” (Lijphart, 1984, 
p. 50).

As the majority of political parties are largely divided along socioeco-
nomic lines (Seymour Lipset & Stein Rokkan, 1967a, 1967b), it is likely 
that the coalitions forming under Axelrod’s assumption will also consist 
of similar socioeconomic interests, and subsequently possess similar eco-
nomic policy preferences. Under conditions where the coalition takes the 
form of either single-party government, or minimal winning coalition, the 
dominant party will possess a greater concentration of power and thus 
be able to pursue their own policy aims. Under consensually oriented 
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 coalitions, namely, surplus coalitions or minority governments, power will 
be more dispersed, leading to greater agreement on the implemented poli-
cies. The cabinet structures measure is a dichotomous variable coded 0 
and 1. A score of 1 indicates a single-party majority cabinet or a minimal 
winning coalition cabinet. A score of 0 indicates a minimal winning coali-
tion, a surplus coalition, a single-party minority government, or multi- 
party government.

I hypothesize that majoritarian cabinet structures will represent the 
competition between the interests of capital and labor, while consensus 
cabinet structures will lead to a cooperation between capital and labor 
interests. As such, majoritarian cabinets are more likely to be associated 
with (1) limited market coordination, (2) shareholder models of corpo-
rate governance, (3) competitive industrial relations policies, (4) limited 
investment in vocational training and education, and lastly (5) limited 
cooperation between firms.

Electoral Systems

Following many comparative political economists, I contend that elec-
toral systems matter in shaping economic structures (Cusack et al., 2007; 
Iversen & Soskice, 2006; Iversen & Stevens, 2008; Katzenstein, 1985; 
Korpi, 2006; Martin & Swank, 2008). Iversen and Soskice have illustrated 
that majoritarian systems are often governed by parties of the center-right, 
while proportional systems are governed by the center-left (2006). This 
is due largely in part to the middle class allying itself with the upper class 
in majoritarian systems, subsequently proving disadvantageous to parties 
of the left. The opposite bias holds true in proportional systems. Iversen 
and Stephens have illustrated how electoral system can shift power asym-
metries through their discussion of the 1996 electoral changes in New 
Zealand (2008, p. 604).

First, adoption of the MMP system expanded the number of relevant 
political parties. Prior to the popular referendum of 1993, New Zealand 
politics was essentially a two-party system composed of the rightist National 
Party and the leftist Labour Party. However, as Duverger predicted, the 
move to a more proportional system brought additional parties into the 
political arena. For example, in 1993, the New Zealand Parliament added 
two additional parties: New Zealand First and Alliance.

Second, and partially a symptom of the new multi-party system, there 
is a much greater chance of coalition governments. Mulgan writes, “With 
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MMP, however, the chances that a single political party will secure a 
majority party have been greatly reduced” (1997, p. 102). As such, the 
electoral changes of 1996 correspond to an increasing number of left- 
led coalitions, and subsequent decline in governments led by the right 
(Iversen & Stevens, 2008).

In short, the New Zealand case shows that majoritarian electoral sys-
tems often favor interests of the political right, which may ultimately lead 
to LME systems, while proportional systems may prove conducive to the 
interests of the left, subsequently leading to CME systems.

The electoral systems data is drawn from the Comparative Welfare State 
(CWS) database (Huber, Ragin, Stephens, Brady, & Beckfield, 2004, 
p. 21). I examine proportional, mixed systems, and plurality systems. I 
create two dichotomous variables. The single-member district (SMD) 
variable is coded 0 and 1. A score of 1 indicates an SMD electoral system, 
while a score of 0 captures other electoral rules (PR or mixed). The PR 
variable is likewise coded 0 and 1. A score of 1 indicates PR rules, while 
0 indicates other electoral rules (SMD or mixed). As such, the reference 
group will represent mixed electoral systems.

Constitutional Structures

Veto points can shape access to the political process. The logic posits that 
systems which are more encompassing of various interests, that is, those 
which provide greater power to the political process, will likely see com-
peting interests use their political access to pursue utility maximization, 
through either negative power (halting change) or positive power (chang-
ing the status quo). Manow cites a growing literature which explains 
welfare state development as largely the result of veto point structures. 
This approach views “the institutional set-up of the political system as the 
decisive framework that constrains, supports, and shapes current welfare 
state reform” (Manow, 2001b, p. 13). I contend that a similar approach 
will prove conducive to explanations of economic policy preferences more 
broadly.

Tsebelis (1995) identifies two categories of veto players: partisan veto 
players and institutional veto players. Institutional veto players are those 
“specified by the Constitution” (Tsebelis, 1995, p.  302). Specifically, I 
examine federalism, bicameralism, presidentialism, the use of referenda, 
judicial review, and central bank independence. In political systems with 
multiple institutional veto players, policy change is difficult, while systems 
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characterized by fewer institutional veto players tend to experience policy 
instability. I hypothesize that policy stability is an important indicator of 
production regime. Systems with high numbers of institutional veto play-
ers will likely produce a CME. Under such conditions actors must behave 
in a cooperative manner in order to address coordination problems. If 
actors’ policy preference strays too far from the status quo, other actors 
with competing preferences will enact their veto power and the current 
state of affairs will remain.

Policy stability will lead to a decrease in the uncertainty that accompa-
nies exchange, particularly in regard to exchange of information within 
the sector, corporate governance (particularly regarding investor secu-
rity), and education and training systems (limiting the ability of firms to 
“poach” workers) (Hall & Soskice, 2001; North, 1990; Tsebelis, 1995). 
With the transaction costs of cooperation lowered through the existence 
of high numbers of institutional veto players, the interests of the economic 
actors to compromise and cooperate are increased. It is my contention 
that systems with large numbers of institutional veto players are likely to 
be more stable, and subsequently characterized by CMEs.

The opposite holds true for systems with few institutional veto points. 
Limited numbers of institutional veto points lead to policy instability 
which can promote increased pluralism and competition between interest 
groups participating in the political and economic arenas. Additionally, 
because of the fact that the system is based upon such deep-rooted com-
petition, drastic changes in policy are likely, leading to instability. This 
instability makes competition and innovation necessary components to 
the functioning of the liberal market production regime.

Measures of constitutional constraints, or institutional veto points, are 
drawn from the Comparative Political Data Set I 1960–2006 (Armingeon 
et  al., 2008). Specifically, I develop an additive index of constitutional 
structures. The measure consists of degrees of federalism, presidential ver-
sus parliamentary government, strength of bicameralism, the frequency of 
referenda, and degree of judicial review. The measure is coded 0–5. Lower 
scores indicate minimal constitutional constraints, while higher scores 
indicate increasing numbers of constitutional constraints.

dependent VAriAbLes

This study broadly seeks to explain the relationship between political 
institutions and VOC. I hypothesize that political institutions shape eco-
nomic structures. The VOC framework hypothesizes that variation in 
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capitalist economies stems from institutional configurations which govern 
inter-firm relations. The logic posits that firms must interact with many 
different political and economic actors. Their ability to do so is largely 
constrained by institutional structures within four arenas: corporate gov-
ernance, industrial relations, vocational training and education, and inter- 
firm relations (Hall & Soskice, 2001). Variation within these spheres will 
in turn lead to variation in the product market and innovation strategies 
of the firms operating within a given country. This analysis examines the 
effects of political institutions on these four spheres in order to better cap-
ture the effects of politics on capitalist variation.

Overarching Measures of Market Coordination

Broadly, this study seeks to identify the mechanisms linking political insti-
tutions to divergence between LMEs and CMEs. As such, the analysis 
begins with the examination of a dependent variable designed to measure 
variation between CMEs and LMEs over time. This measure will capture 
variation in the major arenas posed by the VOC framework, that is, cor-
porate governance, internal firm structure, industrial relations, education 
and training systems, and inter-firm relations (Hall & Soskice, 2001). The 
variable is drawn from the CWS data set.

The variables composing the measure include the use of multi-divi-
sional teams in firm structures, teamwork arrangements, employment 
security, competition between firms and suppliers, structure of firm 
ownership, corporatism as a function of the political system, levels of 
cooperation between government and interest groups, wage coordi-
nation, and the degree of business centralization. This is an interval 
variable coded 0–1. Higher scores indicate CME systems, while lower 
scores indicate LME systems. Such a measure improves upon existing 
measures of corporatism in regard to capitalist variation and produc-
tion regime by including a number of firm-specific variables, as well as 
being applicable to panel data analysis (Hicks & Swank, 1992; Lijphart 
& Crepaz, 1991).

Following a similar strategy posed by Huber, Ragin, and Stephens’s 
(1993) work on welfare state development, I move away from relying 
on one sole measure of capitalist variation. Rather, in addition to one 
overarching measure, I use a number of different indicators designed to 
capture the various aspects of VOC. The purpose here is to identify the 
possibility of differing causal processes affecting the component aspects of 
the overarching variety of capitalism. That is, it is possible that the political 
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variables under investigation may cause different outcomes on the various 
aspects of VOC.

Economic Arenas of Varieties of Capitalism

The purpose of this book is to identify the relationship between political 
institutions and variation in capitalist systems or variation in production 
regimes. Soskice defines production regimes as:

the organization of production through markets and market-related insti-
tutions. It analyzes the ways in which the microagents of capitalist sys-
tems—companies, customers, employees, owners of capital—organize and 
structure their interrelationships, within a framework of incentives and con-
straints or ‘rules of the game’ set by a range of market-related institutions 
within which the microagents are embedded. (1999, pp. 101–102)

Production regimes can be divided into two types: CMEs and LMEs. The 
VOC framework argues that differences between production regime stem 
from institutional variation within economic arenas: corporate governance, 
industrial relations, inter-firm relations, and education and training. This 
study tests the effects of the political institutions under investigation on 
the economic arenas. The purpose here is to identify the causal processes 
between political institutions and the individual economic arenas of coor-
dinated and market economies.

Corporate Governance

By corporate governance, I refer to the ways by which firms garner financ-
ing, and how capital is “guaranteed” to investors. Corporate governance 
can largely be divided into two types: the shareholder model and the stake-
holder model (Borsch, 2007; Hall & Soskice, 2001; Roe, 2003; Vitols, 
2001). The shareholder model is characterized by individuals investing 
capital into a firm with the intent to reap profits through the maximiza-
tion of the value of the share, usually in the short term. The stakeholder 
model, on the other hand, includes numerous actors, including workers, 
the government, and large shareholders (enterprises), who, in addition to 
financial goals, pursue strategic, long-term interests.

Vitols contends that the systems of corporate governance shape the 
product market and innovation strategies of political economies, thus 
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leading to LME or CME regimes (2001). For example, ensuring share-
holder value is crucial in LMEs. Investors demand high, rapid returns on 
capital, or will exit, and reinvest capital in more profitable enterprises. As 
such, CEOs of firms demand high levels of autonomy in order to make 
rapid, innovative decisions (e.g. job cuts, abandoning declining indus-
tries) in order to remain profitable in a highly competitive environment 
for attaining capital. In CMEs, on the other hand, pressures to produce 
rapid profits at higher risk are not as great as in LMEs. Dominant stake-
holders, like labor, banks, and government, may demand more conserva-
tive profits in order to protect long-term strategic interests. As such, rapid 
changes to the status quo are difficult at best. Rather, shareholder systems 
will often pursue incremental improvements to existing product market 
strategies.

The variable capturing corporate governance is drawn from the CWS, 
and seeks to measure the “long-term voiced-based relationships between 
firms and their investors. 1 =  large investors hold significant ownership 
shares for long periods; 0.5  =  relatively decentralized ownership but 
with only moderate investor turnover; 0 = decentralized ownership with 
a high turnover rate” (Huber et al., 2004, p. 8). As such, lower scores 
will represent shareholder-focused LMEs, while higher scores represent 
stakeholder- focused CMEs.

Industrial Relations

Variation in industrial relations is an imperative aspect of the differentia-
tion between CMEs and LMEs. Industrial relations refer to the ability of 
firms to “coordinate bargaining over wages and working-conditions with 
their labor force, the organization, the organizations that represent labor, 
and other employers” (Hall & Soskice, 2001, p. 7). CMEs are catego-
rized by strong unions, which allow for “cooperative industrial relations 
with the company and coordinated wage bargaining across companies,” 
(Soskice, 1999, p. 110). On the other hand, LMEs have less regulated 
labor markets, that is, a great deal of freedom to hire and fire employees, 
which leads to weaker unions and subsequently greater control of manage-
ment over employees.

I hypothesize that countries with majoritarian political institutions are 
likely to have weaker labor coordination, less governmental involvement 
in labor relations, and subsequently LME political economies (Soskice, 
2007). In measuring variation in industrial relations, I draw on the CWS 
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data set variable measuring cooperation between government and interest 
groups, specifically labor and business. The measure is coded “1 = rela-
tively cooperative interaction between cohesive government agencies 
and coordinated business and labor organizations; 0.5 = moderate coop-
eration; 0 = relatively combative, conflictual relationships between frag-
mented state agencies and interest group organizations” (Huber et  al., 
2004, p. 9). Higher scores indicate more cooperative industrial relations, 
while lower scores indicate more competitive industrial relations.

Vocational Training and Education

The vocational training and education arena examines coordination prob-
lems between firms and the workforce. That is, “firms face the problem of 
securing a workforce with suitable skills while workers face the problem of 
deciding how much to invest in what skills” (Hall & Soskice, 2001, p. 7).

Various types of skills are required by different product market strate-
gies. Workers, acting rationally, will only invest in those required skills 
if there is a long-term guarantee in employment and wages. In order to 
ensure that workers invest in the necessary skill types—industry specific, 
firm specific, or general—there must be institutions in place that protect 
workers’ skill investment in the face of uncertainty (Estevez-Abe et  al., 
2001).

In capturing employment protection I draw on a variable designed to 
measure “long-term employment security guaranteed by firms: 1 = long- 
term (in some cases lifetime) employment security common in large firms; 
0.5 = some firms provide medium- or long-term security (facilitated by a 
relatively low unemployment rate); 0 = unemployment security relatively 
uncommon” (Huber et al., 2004).

Inter-Firm Relations

As Hall and Soskice point out, “inter-firm relations” is “a term we use 
to cover the relationships a company forms with other enterprises, and 
notably its suppliers or clients” (2001, p.  7). The variable, business 
 confederation, is designed to capture the degree to which business con-
federations are centralized.

As Hicks and Kenworthy (1998) point out, under conditions in which 
business interests are highly decentralized, the potential of individual firms 
to pursue a strategy of “rent-seeking” is especially high. The authors write, 
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“The greater the fragmentation among firms and individual industry asso-
ciations, the more likely it is that each will seek benefits only for itself 
rather than society as a whole” (Hicks & Kenworthy, 1998, p.  1636). 
Under such conditions, business interests largely operate as an exclusive 
group seeking to maintain a minimum number of members in order to 
attain a larger portion of finite collective goods (Olson, 1965).

However, where centralized business confederations are encouraged—
possibly through institutional mechanisms—a larger share of society is 
represented in the overarching organization. The organization, here a 
centralized business confederation, is more representative of Olson’s 
inclusive group (Olson, 1965). Hicks and Kenworthy write, “The more 
encompassing the organization—the larger the share of society that it rep-
resents—the greater its incentive to try to increase the size of its social 
product, since redistributive gains can be taken only at the expense of its 
own members (Olson 1982)” (1998, p. 1636).

In short, countries with high degrees of centralized business confed-
erations are likely be associated with the more cooperative CMEs. Where 
business is largely decentralized, we are likely to find more competitive 
LMEs.

The inter-firm relations variable is designed to capture the degree to 
which business confederations are centralized. “1 = central business con-
federation with substantial authority over members and weakly contested 
by competing confederations, in some cases with government involve-
ment; 0.5 central confederation with moderate authority and/or mod-
erately contested by competitors; 0  =  fragmentation among business 
federations and/or central federation with little authority over members” 
(Huber et al., 2004, p. 9). As such, higher scores represent CMEs, while 
low scores represent LMEs.

concLusion

Since at least the 1960s, “The central question for comparative political 
economy … has been how to explain the absence of convergence upon 
a common form of industrial society, and the continued distinctiveness 
of national capitalisms” (Howell, 2003, p. 241). One of the most recent 
and popular explanations of capitalist variation is the varieties of capital-
ist paradigm. This approach contends that variation within five economic 
institutional arenas shapes the behavior of firms and subsequently leads to 
either CMEs or LMEs.

A POLITICAL APPROACH TO EXPLAINING VARIATION IN CAPITALIST SYSTEMS 
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I find this explanation lacking. The behavior of the firm does not occur 
in a political vacuum. Rather, behaviors are still constrained, or otherwise 
shaped, by the political institutions present in a country (Korpi, 1983). 
As such, I contend that capitalist diversity largely stems from variation 
between the macro-political institutions that characterize different coun-
tries. Specifically, I contend that political institutions shape and constrain 
the political and economic actors participating in a given political econ-
omy, and subsequently develop a specific capitalist economy.

Chapter 3 will explain my proposed methodology to be used to test 
the linkages between political institutions and capitalist economies. I will 
establish independent and dependent variables, proposed relationships, 
and illustrate the techniques—qualitative and quantitative—designed to 
test the proposed causal process.

notes

 1. I recognize that in the post-industrial era, the relationship between 
left and right and class divisions have become somewhat blurred. 
Esping-Andersen (1999) has argued that new types of cleavage 
structures are emerging in the post-industrial era. Specifically he 
cites cleavages between private and public sector employees, and 
between the privileged employed and the “other.” Such cleavages 
may ultimately form what Esping-Andersen refers to as a “proto- 
class.” However, I argue that such proto-classes remain largely 
divided between right and left, albeit with the right moving slightly 
left in order to protect their reputations in the face of necessary aus-
terity programs in order to maintain a winning constituency.

 2. Although the capital-labor dichotomy is useful, it is important to 
clarify my rejection of Marxian normative bias favoring labor. I 
adhere to a more empirical conception of competing interests. As 
such, I adopt a neorealist approach to class distinction. The neoreal-
ist conception of political economy is well illustrated by Amable and 
Palombarini (2009, p. 129).

 3. However, we should not consider power asymmetries as committing 
solely zero-sum outcomes between rival groups. Rather, situations 
may arise during which cooperation between actors occurs, or at a 
minimum, actors are willing to adopt second-order preferences. 
Such was the case of the “historical compromise” between labor and 
employers in Sweden. (Korpi, 2006). It is important to note that 
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such a “historical compromise” was in part the result of the consen-
sus of the political regime creating an environment conducive to 
coordination and cooperation between competing interests.

 4. I recognize that multi-party systems have not always been equated 
with cooperation and compromise, that is, the French Fourth 
Republic and Weimar Germany. However, over the past 60 years, 
due in part to the adoption of voting thresholds following World 
War II, multi-party systems have proved much less polarized and 
more consensual and, thus, have largely avoided a replay of either 
the French or German experiences of the early twentieth century.
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CHAPTER 3

A Mixed-Method Approach to Capitalist 
Variation

This chapter will lay out the methodology to be used in testing the pro-
posed relationships between political institutions and variation in capitalist 
systems. I begin by discussing the values of a mixed-method approach 
by illustrating the pros and cons of quantitative and qualitative research 
techniques. I then illustrate the added value of applying a combination of 
the two.

I then discuss the quantitative model to be used, and the subsequent 
research questions to be answered. These are: what political institutions 
are related to variation in capitalist systems, what political institutions 
serve as the strongest indicators of coordinated market or liberal mar-
ket economies, and, what are the effects of specific political institutions 
on the characteristic arenas of the political economy which structure 
the CME and LME dichotomy. Additionally, I address quantitative case 
selection specifically focusing on members of Organisation for Economic 
Co-operation and Development (OECD). I then address the time frame 
under quantitative investigation, 1960 through 2006.

Next, I discuss the qualitative case studies which supplement the quan-
titative analyses. The qualitative approach is designed to answer three 
questions. First, do the proposed causal relationships between political 
institutions and varieties of capitalism exist in real-world cases? Second, 
how do the political institutions affect economic structures in reality? 
Third, what alternative or intervening variables become apparent through 
the qualitative research? I then move on to qualitative delimitations.
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Mixed-Methods

Inference is an imperative goal of social science research. The purpose 
of inference is to explain complex events. In doing so, inference can be 
divided into two categories: descriptive and causal. Descriptive infer-
ence refers to establishing generalizations from observed phenomena to 
a broader set of cases. Causal inference refers to the “process of reaching 
conclusions about causation on the basis of observed data” (H. E. Brady 
& Collier, 2004, p. 276). Generally speaking, well-structured social sci-
ence research should not isolate descriptive and causal inference. Rather, 
all social science “involves the dual goals of describing and explaining” 
(G. King, Keohane, & Verba 1994, p. 34).

However, not all research methodologies are able to “describe 
and explain” social phenomena equally. Scholars must recognize that 
“strengths and weakness are to be found in both qualitative and quan-
titative methods” (H. E. Brady & Collier, 2004, p. 6). As such, I apply 
a mixed-method approach to analyze the relationship between political 
institutions and capitalist variation. A triangulation of methods will pro-
vide greater leverage over the phenomena under investigation (G. King 
et al., 1994; Tarrow, 1995). Quantitative techniques will be used to estab-
lish descriptive and causal inference, while case studies and process-tracing 
procedures will be applied to illustrate causal mechanisms, and further test 
theoretical propositions.

Quantitative analysis

Quantitative analyses will be applied to establish which political variables 
shape variation in capitalist systems, ascertain the causal weight of the pro-
posed variables, and, lastly, capture the effects of the proposed variables on 
the specific strategies of the firms in the various capitalist economies. The 
answers to these important questions will identify relevant causal variables, 
and thus structure the subsequent qualitative case studies designed to test 
the proposed causal processes.

Quantitative techniques prove useful in establishing causal and descrip-
tive inference. Causally, quantitative analysis will prove constructive in 
establishing the effects of the political institution variables on the eco-
nomic structures under investigation. Here, independent variables include 
partisanship and policy legacies, electoral system, the effective number 
of political parties, coalition structure, and constitutional constraints. 
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Dependent variables include overall degree of market coordination, as well 
as the arenas that characterize variation in production regime: corporate 
governance, internal firm structure, industrial relations, education and 
training, and inter-firm relations (Hall & Soskice, 2001). Subsequently, 
based on the constant effect assumption, the value of the dependent vari-
able should fluctuate with changing values of the independent variable, 
lending credence to the proposed causal theory.

Descriptively, statistical techniques are used to establish that the pro-
posed relationships exist across a broad number of observations. By trans-
ferring knowledge about a specific case or observation to the broader 
population, researchers develop a better understanding of unobserved 
cases, and add validity and reliability to the proposed theory.1

As stated previously, the main purpose of this study is to explore the 
relationships linking political institutions to variation in capitalist economic 
systems. However, the establishment “of causality is logically prior to the 
identification of causal mechanisms” (G. King et al., 1994, p. 86). In order 
to establish causality, the quantitative analysis seeks to answer three questions.

First, what political institutions are related to variation in capitalist sys-
tems? In answering this question, the analysis will “distinguish between 
the systematic component from the nonsystematic component of the 
phenomena we study” and assist in identifying the crucial independent 
variables with which to frame the qualitative case studies (G. King et al., 
1994, p. 56).

Second, I seek to establish which political institutions serve as the stron-
gest indicator of capitalist variation. The purpose is to assist in estimating 
causal effects and lend support to the causal theory.

Lastly, the analysis seeks to discover the relationship between specific 
political institutions, and the economic institutional arenas—corporate 
governance, internal firm structure, industrial relations, education and 
training systems, and inter-firm relations—which compose the CME/
LME dichotomy. By examining the effects of political institutions on the 
disaggregated arenas of LMEs and CMEs, it is hoped that multiple causal 
processes, if evident, will be revealed.

Modeling Strategy

The analysis uses time-series cross-sectional (TSCS) data for 18 advanced 
industrial societies covering the years 1960–2000. The data are drawn 
from multiple sources: the Comparative Welfare Dataset (CWD) (Huber, 
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Ragin, Stephens, Brady, & Beckfield, 2004), the Database of Political 
Institutions (DPI) (T. Beck, Clarke, Groff, Keefer, & Walsh, 2001), and 
the Comparative Political Data Set I 1960–2000 (CPDSI) (Armingeon, 
Gerber, Leimgruber, & Beyeler, 2008). Table 3.1 illustrates the variables 
and sources to be used in the analysis.

 Quantitative Case Selection and Time Frame

World War II left much of the globe in political and economic ruin. A 
return to political and economic stability proved a long and arduous 

Table 3.1 Independent and dependent variables

Variables Source

Dependent variables
  Neocorporatism scale based on 11 measures of business, 

labor, and government relations
Huber et al., 2004

  Firm ownership capturing centralized or decentralized 
ownership and investment type

Huber et al., 2004

  Wage coordination capturing centralized or firm-level wage 
negotiation

Huber et al., 2004

  Job security capturing long-term versus short-term job 
security guarantees

Huber et al., 2004

  Government cooperation with business and labor interest 
groups

Huber et al., 2004

Political variables
  Left cabinet as a cumulative measure of left seats in cabinet 

from 1946 to observed year
Huber et al., 2004

  Center cabinet (see Left cabinet) Huber et al., 2004
  Right cabinet (see Left cabinet) Huber et al., 2004
  Proportional representation electoral system Huber et al., 2004
  Mixed electoral system Huber et al., 2004
  Single-member district/plurality Huber et al., 2004
  Effective number of parties in the legislature Armingeon et al., 2008
  Coalition structure Armingeon et al., 2008
  Constitutional structures/veto points Armingeon et al., 2008
Controls
  Gross domestic product per capita Huber et al., 2004
  Unemployment as percentage of civilian labor force Armingeon et al., 2008
  Inflation as measured in annual percentage change in 

consumer price index
Huber et al., 2004

  Gross public expenditures as a percentage of GDP Huber et al., 2004
  Economic openness as measured by sum of imports and 

exports as percentage of GDP
Armingeon et al., 2008
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 process. It was not until the late 1950s to early 1960s that Europe and 
Japan regained a large degree of political and economic independence 
and stability, coupled with a solidification of democratic governance (Hall, 
2007; Judt, 2005). Due to the political and economic turmoil that char-
acterized the early post-war years, the quantitative analyses focus on the 
years 1960 through 2006. It was in this era, specifically in the earlier years, 
that the advanced industrial societies began to adopt modern and distinc-
tive economic policy strategies and production regimes, or specific variet-
ies of capitalism (Hall, 2007; Shonfield, 1965).

In exploring the advanced industrial societies, I focus on the 18 mem-
ber states of the OECD.2 The OECD, established in December 1960 (the 
starting point of this book), ushered in a new era of capitalism in the West. 
Countries moved away from the neomercantilist and protection policies of 
the past and adopted a greater system of economic liberalism designed to 
promote the goals of “economic growth, trade liberalization and develop-
ment” (G. Evans & Newnham, 1998, p. 405). As such, the emergence of 
the OECD serves as a useful starting point in the development of modern 
capitalist systems. By concentrating on this era, this book can explain what 
led to the emergence of our current system, and suggest predictions for 
future behaviors.

Limitations of Quantitative Methods

Quantitative techniques are not without limitations. Specifically, statisti-
cal analyses are characterized by a degree of uncertainty in results, limited 
identification of complex causal processes, an imperfect understanding of 
the role of path dependency, and a lack of emphasis on “sequential interac-
tions between individual agents” (George & Bennett, 2005, pp. 12–13).

A significant problem of establishing causal inference from quantita-
tive analysis is that “We will never know a causal inference for certain” 
(G. King et al., 1994, p. 79). Uncertainty stems from a number of limi-
tations of statistical approaches. Most importantly, quantitative analyses 
assume perfect model specificity, that is, all independent variables affecting 
the outcome are included in the model. The exclusion of relevant vari-
ables—omitted variable bias—can severely skew the inference proposed 
in the analysis. Second, quantitative methods are limited in the ability to 
recognize multiple causation, or “equifinality” (George & Bennett, 2005, 
p. 13). That is, the causal logic proposed by the model may fail to distin-
guish the effects of any number of intervening variables that lie between 
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independent and dependent variables. This, again, can bias the inference 
proposed by the model.

In order to add validity and reliability to the quantitative assumptions 
of inference, it is useful to identify the causal mechanisms linking pro-
posed cause and effect. Causal mechanisms are often established through 
an examination of a causal process, that is, “A sequence of events or steps 
through which causation occurs” (H. E. Brady & Collier, 2004, p. 277). 
The identification of causal mechanisms and the establishment of causal 
processes will be furthered through the use of case studies using process- 
tracing techniques.

Qualitative analyses

Quantitative analyses are useful in answering “how much” questions, but 
are less applicable to answering inquiries into the “how or why” of social 
phenomena. David Laitin writes, “If statistical work addresses questions 
of propensities, narratives address the questions of process” (2002, p. 5). 
In order to more fully explain the causal linkages between political insti-
tutional configurations and variation in the capitalist systems, process- 
tracing techniques will be applied.

[Process tracing] attempts to trace the links between possible causes and 
observed outcomes. In process-tracing, the researcher examines historics, 
archival documents, interview transcripts and other sources to see whether 
the causal process a theory hypothesizes or implies in a case is in fact evident 
in the sequence and values of the intervening variable. (George & Bennett, 
2005, p. 6)

Process tracing consists of examining evidence within a case or cases 
selected to represent a specified complex social process. Process tracing 
can be inductive or deductive in nature. Inductive analyses largely seek to 
generate theory, while deductive analyses test existing theory.

The cases in this analysis will largely be deductive in nature, that is, I 
will use existing “theories and hypotheses to make empirical predictions, 
which are then … tested against [the qualitative] data” (H. E. Brady & 
Collier, 2004, p.  284). The deductive approach is especially pertinent 
for the current analyses in that rival hypotheses exist regarding the role 
of political institutions on variation in capitalist systems (Amable, 2003; 
Crouch, 2005; Hall, 2007; Iversen, 2007; Martin & Swank, 2008).
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Andrew Bennett describes the process-tracing technique as consisting 
of a number of steps (2008). First, explanations and alternative explana-
tions of a given phenomenon are developed. Second, the types of evi-
dence—either present or absent—which will lend credence to, or call into 
question, the proposed explanation must be established. Third, “we seek 
out both the expected and the potentially surprising evidence from various 
sources, taking into account biases that these sources may reflect” (2008, 
p.  704). Fourth, based on the evidence, a new confidence level of the 
proposed explanation is developed. Lastly, depending on the strength or 
weakness of the evidence, the strength of the general theoretical assump-
tions underpinning the proposed relationship is reexamined.

In sum, the value of process-tracing techniques lies in the testing of pro-
posed theory explaining the causal linkages between political institutions 
and political economies. As such, this approach will draw on Lijphart’s 
conceptualization of theory-confirming or theory-infirming case studies 
(1971).

The cases are selected in order to apply Eckstein’s conception of 
“tough tests” of theory. Such “tough tests” are applied to most-likely or 
least-likely cases. That is, cases “that ought, or ought not, to invalidate or 
confirm theories if any cases can be expected to do so” (Eckstein, 1975, 
p. 118). Specifically, I rely on most-likely cases. Most-likely cases are those 
in which “the independent variables posited by a theory are at values that 
strongly posit an extreme outcome” (George & Bennett, 2005, p. 121). 
Most-likely cases are largely used to invalidate the proposed theory. Here, 
if the proposed causal processes are not found to exist, then the theory 
that political institutional configurations shape economic structures must 
be called into question, and alternative explanations should be explored 
further.

Qualitative Case Selection and Time Frame

Case study techniques are often criticized for their quasi-experimental 
nature. Quasi-experimental designs resemble experimental designs, except 
that random selection is either not possible, or is not used. As such, case 
studies are susceptible to issues of selection bias.

Nonrandomized selection of cases can lead to a number of problems. 
First, the case selected may not be a generalizable sample of the popula-
tion at large. Second, suitable degrees of variation may not be present 
to make valid inferences, and subsequently report inaccurate findings. I 
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agree with King et  al. that a more scientific approach to case selection 
is imperative in qualitative research (G. King et  al., 1994; Laitin et  al., 
1995). However, I still recognize the trade-offs that must be made in case 
study analysis (Laitin et al., 1995; Przeworski & Tenue, 1970). As such, 
I rely on “purposive modes of sampling” as proposed by Seawright and 
Gerring (2008, p. 294).

The purpose of the case studies is largely to confirm the hypotheses 
proposed by the quantitative analysis. As such, I chose a combination of 
Seawright and Gerring’s selection strategies (2008). I begin with diverse 
case selection. The goal of the diverse cases approach is to “represent the 
full range of values characterizing X, Y, or some particular X/Y relation-
ship” (Seawright & Gerring, 2008, p. 300). As the objective of the analy-
sis is largely confirmatory, I concentrate on the relationship between X and 
Y, specifically the relationship between relevant political institutions and 
variation in capitalist systems.

As the proposed variables are continuous in nature, Seawright and 
Gerring suggest selecting cases from both high and low values. In select-
ing cases, the sample of 18 OECD countries will be stratified into LME 
and CME regimes based on the Hall–Gingerich index of market coordina-
tion (Hall & Gingerich, 2004).

The Hall and Gingerich index measures a political economy’s reliance 
on nonmarket forces for coordination. The measure is composed of a fac-
tor analysis of six variables: shareholder power, dispersion of control, size 
of stock market, level of wage coordination, degree of wage coordination, 
and labor turnover (Hall & Gingerich, 2004, p. 11). Shareholder power, 
dispersion of control, and stock market capitalization are designed to cap-
ture variance in the corporate governance arena. The level of wage coordi-
nation, degree of wage coordination, and labor turnover largely examine 
variation in the labor relations arena.

The index ranges from 0 to 1. High scores represent greater inter-firm 
coordination, while lower scores suggest greater reliance on market forces. 
The index confirms the basic premise of the varieties of capitalism frame-
work, that is, economies can be divided between CME and LME produc-
tion regimes. Most nations generally considered to be CMEs lie above 
0.50, while most considered LMEs lie below 0.50 (Hall & Gingerich, 
2004). Table 3.2 reports the Hall–Gingerich scores for the population of 
cases under investigation.

I select one extreme case from the CME category and one from the 
LME category. As the goal of the research design is to conduct most-likely 
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tests of theory, I concentrate on those cases with either high or low values 
on the Hall–Gingerich scale. Specifically, I select Germany and the United 
Kingdom as strong CME and LME countries respectively.3

Furthermore, variation must exist within independent variables. By 
applying Lijphart’s (1999) majoritarian versus consensus typology, varia-
tion in the independent variables—political institutions—can be estab-
lished. Figure 3.1 illustrates a scatter plot of Vatter’s (2009) updated 
measure of Lijphart’s Executive-Parties dimension. I limit this initial 
analysis to the parties-executive dimension as my logic parallels that of 
Lijphart and Crepaz who argue that “the central element of this dimen-
sion of consensus democracy may well be described as party concentration 
or the concentration of partisan interests” (1991, p.  236). This better 
represents my prime concern with partisan legacies, and electoral systems.

As Fig. 3.1 illustrates, the United Kingdom is the extreme case located in 
the lower-left quadrant, suggesting a strong majoritarian system. Germany 
(FRG) is located in the upper-right quadrant, suggesting a much more 
consensual political regime. As such, Fig. 3.1 illustrates a great deal of 

Table 3.2 Hall–Gingerich measures 
of market coordination

Country Hall–Gingerich 
score

Austria 1
Germany 0.95
Italy 0.87
Norway 0.76
Belgium 0.74
Japan 0.74
Finland 0.72
Denmark 0.7
France 0.69
Sweden 0.69
The Netherlands 0.66
Switzerland 0.51
Australia 0.36
Ireland 0.29
New Zealand 0.21
Canada 0.13
United Kingdom 0.07
United States 0
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variation between the two cases on both the independent and dependent 
variables. Thus, the argument that Germany and the United Kingdom 
may be viewed as most-likely cases in testing the proposed causal argu-
ment holds.

In sum, as many VOC scholars have pointed out, and my purposive 
sampling confirms, Britain represents an ideal LME, while Germany rep-
resents CMEs (Hall & Soskice, 2001; Howell, 2007; Schmidt, 2009; 
Wood, 2001).

Britain maintains the typical aspects of a liberal market economy. As 
Howell writes:

Britain has the main institutional elements of a liberal market economy as 
weakly organized employer and labor associations prevent wage or sill coor-
dination in the labor market, and the dominance of equity markets in the 
provision of investment capital prevents coordination in financial markets. 
(2007, p. 203)

Politically, Britain serves as an ideal majoritarian democracy (Lijphart, 
1984, 1994, 1999). Britain maintains an SMD electoral system, two major 
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political parties, essentially a unicameral legislature, a strong executive, 
and generally minimum winning coalition governments (Mannin, 2010; 
Norton, 2007).

Germany, on the other hand, epitomizes CMEs (Hall & Soskice, 2001; 
Howell, 2003; Streeck & Yamamura, 2001; Vitols, 2001; Wood, 2001). 
That is, Germany tends to have nonmarket coordination, promotes an 
emphasis on skill formation, supports stakeholder corporate governance 
models, and upholds coordination among employer groups (Hall & 
Soskice, 2001; Howell, 2003). Furthermore, Germany possesses many 
of the characteristics of a consensus-oriented political system: a federated 
system, a proportional representational electoral system, multiple politi-
cal parties, a bicameral legislature, and consensually oriented coalition 
structures.

Additionally, the German case provides a good deal of generalizabil-
ity to other continental European advanced industrial countries. Manow 
writes:

several recent contributions to the literature on comparative political econ-
omy have indicated that a number of European countries are in the process 
of converging their systems and have come to more closely resemble the 
‘German model with respect to wage-bargaining practices, macroeconomic 
management and the organization of the welfare state’. (2001, p. 150)

The German political economy epitomizes both consensus political 
regimes and CMEs. Britain, on the other hand, epitomizes both majori-
tarian political systems and LMEs. Additionally, these two states faced a 
tremendous amount of change to the international economic system in the 
1980s (Kitschelt, Lange, Marks, & Stephens 1999). Convergence theories 
predicted that such changes would force the advanced industrial states to 
adopt, or converge on, neoliberal policies. Britain adopted the most radical 
neoliberal reforms of the European states, perhaps most readily illustrated 
by Margaret Thatcher’s attack on organized labor, and the privatization 
of many state-run organizations (Hall, 1986; Schmidt, 2007). Germany, 
on the other hand, remained relatively unchanged, maintaining an overall 
system of cooperation between business, labor, and the state (Schmidt, 
2007, pp. 5–6).

The pressures for neoliberal reforms of the 1980s can serve as a natural 
experiment to test the hypothesis that political institutions shape variet-
ies of capitalism. Both countries faced exogenous economic changes to 
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the world economy. Such changes were predicted to affect the domestic 
economies of different states. That is, states would ultimately be forced 
toward a convergence around neoliberal policies. However, these states 
reacted differently to these international pressures and maintained their 
particular variety of capitalism. I contend that the crucial independent 
variables that allowed Britain to adopt reforms, while German essentially 
maintained the status quo, lie in the institutional differences between the 
political regimes of both countries.

Institutional Change on Economic Structures: New Zealand

In addition to the British and German cases, I also examine the effects 
of political institutional change in New Zealand on economic structures. 
Like the German and British case—as well as many other OECD coun-
tries—New Zealand faced pressures to adopt neoliberal reforms in the 
1980s. However, unlike the British and German cases, New Zealand made 
sweeping changes to its electoral system in 1996. Such changes to elec-
toral institutions are an extremely rare event, and as such make the New 
Zealand case a unique natural experiment with which to test the effects 
of political institutions on economic structures (Lijphart, 1994; Vowles, 
Aimer, Banducci, & Karp, 1998).

In order to exploit this unique case, I apply a “before-after” design 
as suggested by George and Bennett (2005). That is, “Instead of trying 
to find two different cases that are comparable in all ways but one, the 
investigator may be able to achieve ‘control’ by dividing a single longitu-
dinal case into two sub-cases” (George & Bennett, 2005, p. 166). Here 
the New Zealand case will be divided at the instrumental 1996 election, 
the first under new mixed-member proportional rules. I will examine a 
number of economic variables throughout the 1970s and 1980s prior the 
institutional reforms of 1996. I then reexamine the economic measures 
following the institutional change in order to identify the effects of politi-
cal reform.

A Note on Qualitative Data

In addition to a tracing of historical processes, the case studies under 
investigation—Germany, the United Kingdom, and New Zealand—will 
be framed by the quantitative measures of economic structures drawn 
from Casey (2009). Casey’s data seeks to establish comparable measures 
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of various capitalist systems, thus filling a significant gap in the com-
parative political economy literature. The data examine 24 advanced 
industrial democracies from 1970 to 2005. Casey examines three major 
aspects of comparative capitalism, namely, the organization of labor, 
the organization of business, and state intervention. These three indi-
ces are then combined to form an overarching measure of comparative 
capitalism. This section will review the construction of Casey’s indices, 
as well as the benefits and potential problems that accompany the use 
of said data.

Casey’s first measure examines labor organization. The measure broadly 
examines “labor markets, labor-management relations, and skills” (2009, 
p. 264). Specifically, the measure captures trade union density, collective 
bargaining agreements, coordination of wage-setting, and education lev-
els, including vocational training. As such, Casey’s measure approximates 
an aggregate measure of the industrial relations, vocational training and 
education, and “employees” categories proposed by Hall and Soskice 
(2001).

The second measure examines business organization. Broadly, the 
measure examines corporate finance, corporate governance, and inter- 
firm relations. Specifically, the variable measures stock market capitaliza-
tion, percentage of widely held firms, and an “‘independence indicator’ 
to characterize the degree of independence of a company in regard to its 
shareholders” (Casey, 2009, p. 266). Such a measure largely captures the 
structure of corporate governance types used by Hall and Soskice (2001) 
to differentiate liberal market and coordinated market production regimes.

The third measure examines the degree to which the state may inter-
vene in the economy. The measure includes the size of the government, as 
measured by the degree of spending and taxation, the degree of business 
and labor regulation, unemployment benefits, and active labor market 
policies.

The underlining variables composing these three measures are normal-
ized and the averaged scores generate a scaled variable ranging from 0 
to 1. Lower scores represent more LMEs, while higher scores represent 
more CMEs. “The three sub-indices were than averaged into a single ‘CC 
Index’ [comparative capitalism index]” (Casey, 2009, p. 267).

Casey’s data have made significant moves toward developing gener-
alizable indicators of the most important aspects of comparative capital-
ism, and his measurements cover a significant time frame. As such, Casey 
has developed one of the only cross-national, time-variable measures of  
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comparative capitalism. Still, for all its merits, the data does face some 
potential problems that will be addressed in the following section.

First, as Casey readily admits, the creation of a comparative capitalism 
index relies on publicly available comparable data across a large number 
of countries. However, some of the concepts that characterize the variet-
ies of capitalism typology—corporate governance, industrial relations, 
vocational training, inter-firm relations—are not easily captured by the 
available data. Such issues are most readily apparent in the measures of 
education and training in the labor organization index, and measures 
of inter-firm relations in the business organization index. Education 
and training systems vary widely by country and are not easily compa-
rable. Levels of inter-firm cooperation are equally problematic as many 
relationships are informal and not readily operationalized in generaliz-
able data (Casey, 2009). As such, Casey’s data will “offer an approxi-
mation—although a highly useful one—rather than a mathematically 
precise measurement” (2009, p.  262). Following Casey’s advice, this 
study supplements the comparative capitalism measures with qualitative 
investigation.

Second, the Casey measure, like many comparative political economy 
datasets,4 does suffer from some incidents of missing data. For most of 
the variables in Casey’s measures, data was available beginning in 1970. 
In some cases, available data begins in or about 1980. For example, the 
years examining coverage of collective bargaining encompass the years 
from 1980 to 2000. As such, Casey’s indices have “creat[ed] a workably 
complete data set back to the early 1980s,” the starting point for the 
qualitative aspects of this investigation (Casey, 2009, p. 262).

Although the Casey data does pose some methodological problems, 
the benefits of using a comparable measure of changes in capitalist econo-
mies over time, and one that offers change in the subsequent components 
of the varieties of capitalism framework, far outweigh its limitations.

ConClusion

This study applies a mixed-method approach in order to best investigate 
the relationship between political institutions and variation in capitalist 
systems. The quantitative analyses—using OLS regression with PCSE—
will identify (a) the relevant political institution causal variables, (b) the 
strength and direction of relationships, and (c) the causal effects of the 
political institution variables on the five arenas of firm relations.
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The independent variables identified and confirmed through the quan-
titative chapter will then be used to structure the qualitative investiga-
tion into the causal mechanisms linking political institutions and varieties 
of capitalism. Specifically, I trace the ways in which the political institu-
tions shape the behaviors of economic and political actors in Germany 
and Britain in the 1980s. Both countries faced significant pressures to 
adopt neoliberal policies in light of changes to the international political 
economy. However, only Britain—a strong majoritarian system—adopted 
significant neoliberal reforms. I contend that the variation in political insti-
tutions, majoritarian versus consensus, was crucial in shaping the ability of 
Britain to adopt neoliberal reforms, while Germany was able to maintain 
the status quo.

Lastly, I examine the effects of changes to political institutions on capi-
talist production regimes. Specifically, I examine the effects of electoral 
reform on the New Zealand economy in the 1980s and 1990s. By apply-
ing a “before-after” research design, I will shed light on the causal rela-
tionship between political institutions and production regime.

notes

 1. This study focuses on 18 of the oldest and most established mem-
bers of the OECD. As such, the generalizability would largely apply 
to newly emerging democratic capitalist systems, possibly the former 
Eastern Bloc states, members of the European Union, or newly 
industrialized countries.

 2. Countries include Australia, Austria, Belgium, Canada, Denmark, 
Finland, France, Germany, Italy, Ireland, Japan, the Netherlands, 
New Zealand, Norway, Sweden, Switzerland, the United Kingdom, 
and the United States.

 3. Germany is selected over Austria for two reasons. First, as Manow 
points out, many European countries may be converging within the 
CME systems, toward a German model (2001). Second, Germany 
remains the most economically powerful nation in Europe. The 
United Kingdom is selected over the United States because although 
the United States does possess many of the dependent variable char-
acteristics of a typical LME, the unique structure of its political insti-
tutions limits generalizability across cases. Britain, on the other 
hand, is much more similar to the other majoritarian systems under 
investigation.
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 4. See, for example, similar problems in the CWD (Huber et al., 2004), 
the Comparative Political Dataset (Armingeon et  al., 2008), and 
DPI (T. Beck et al., 2001).
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CHAPTER 4

Quantitative Analysis of Varieties 
of Capitalism

The purpose of this book is to examine and explain the relationship 
between political institutions and variation in capitalist economies. The 
literature suggests that a relationship exists between political regime—
here majoritarian and consensus democracies—and LMEs and CMEs 
(Gourevitch, 2003; Roe, 2003). However, the literature has underem-
phasized the causal processes and causal directions linking these two 
institutional systems (Amable, 2003; Amable & Palombarini, 2009; 
Deeg & Jackson, 2007; Schmidt, 2009). This chapter seeks to quan-
titatively investigate the association between political and economic 
institutions and lend greater clarity to the causal relationships between 
the two.

The purpose of this chapter is fourfold. First, the chapter will confirm 
the relationship between political regime and VOC, and identify the direc-
tion of the relationship. Second, this chapter will quantitatively establish 
which political institutions serve as the strongest indicators of capitalist 
variation and lend support to the estimation of causal effects. Third, this 
chapter will investigate the relationship between specific political institu-
tions and the economic arenas posed by the VOC framework. Lastly, this 
chapter will synthesize the quantitative findings, and subsequently lay the 
groundwork—through the establishment of relevant causal variables—for 
the qualitative investigation of Chaps. 5 and 6.

http://dx.doi.org/10.1007/978-3-319-50892-4_5
http://dx.doi.org/10.1007/978-3-319-50892-4_6


80 

Chapter Outline

The chapter begins by broadly examining the relationship between market 
coordination and political regime through a cross-sectional OLS regres-
sion. Measures of political regime are drawn from Lijphart’s (1999) aggre-
gated scores for both the executive-parties and federal-unitary dimensions, 
and Vatter’s (2009) expanded measures of democracy. Measures of market 
coordination—here capturing capitalism type—are drawn from Kenworthy 
(2006) and Hall and Gingerich (2004). This section is designed to lend 
support to the guiding hypothesis that a significant relationship exists 
between political regime and capitalist type and identify the direction of 
this relationship.

I next disaggregate Lijphart’s measures into select constituent ele-
ments, namely, electoral system, number of political parties, constitu-
tional structures, and cabinet structures. Additionally, I include measures 
of partisanship and policy legacies as established throughout the lit-
erature (D. Brady & Leicht, 2007; Huber, Ragin, & Stephens, 1993; 
Huber, Ragin, Stephens, Brady, & Beckfield, 2004; Huber & Stephens, 
2001; Rothstein, Samanni, & Teorell, 2010; Stephens, Huber, & Ray, 
1999).

Using time-series, cross-sectional data, I apply an OLS model with 
PCSE in order to test the relationship between these independent vari-
ables and an aggregate measure of market coordination. By examining the 
individual independent variables, I will establish which variables prove to 
be the strongest indicators of capitalist variation.

Lastly, I apply the model citied above to four economic arenas that 
compose the VOC framework: corporate governance, industrial relations, 
inter-firm relations, and education and training. The purpose here is to 
identify the effects of individual political institutions on the multiple com-
ponents of the production regime. In doing so, multiple causal processes 
may be revealed which may ultimately affect the overall structure of the 
capitalist type.

CrOss-seCtiOnal analysis

This initial analysis confirms that political institutions are related to capital-
ism type. Specifically, majoritarian systems cluster with LMEs, and consen-
sus system with CMEs. The dependent variables are indices which measure 
market coordination across countries. To maintain the coherence of the 
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VOC approach, these indices are aggregate measures of  coordination 
along the arenas of corporate governance, industrial relations, education 
and training, inter-firm relations.1

The Hicks–Kenworthy variable seeks to measure a nation’s “degree of 
cooperation between spheres” (Kenworthy, 2006, p. 75). These spheres 
include:

(a) relations among firms across industries; (b) relations among unions; (c) 
relations between the state and interest groups; (d) relations among firms 
and investors; (e) relations among firms and suppliers; (f) relations among 
competing firms; (g) relations between labour and management; (h) rela-
tions among workers; (i) relations among functional departments within the 
firm. (Kenworthy, 2006, p. 75)

Each sphere is coded as 0, 0.5, or 1, representing weak, moderate, or 
strong cooperation. “The scores are then averaged to form the index, 
which ranges from 0 to 1” (Kenworthy, 2006, p. 75).

The Hall and Gingerich index seeks to measure a nation’s reliance on 
nonmarket means of coordination. The index is based on a factor analysis 
of six variables: shareholder power, dispersion of control, size of stock 
market, level of wage coordination, degree of wage coordination, and 
labor turnover (Hall & Gingerich, 2004, p. 11).

The first three indicators—shareholder power, dispersion of control, 
and size of the stock market—illustrate variance in the corporate gover-
nance arena. This arena includes a firm’s access to financial capital as well 
as guarantees on investor capital. The Hall and Gingerich logic holds that 
in situations where “influence tilts toward dominant shareholders, own-
ership is relatively concentrated, and equity markets are small, securing 
access to external finance and negotiating corporate control is more likely 
to involve firms in strategic interaction within corporate networks” (Hall 
& Gingerich, 2004, p. 12). Thus the economy is likely to be characterized 
by a high degree of coordination. Where the reverse holds true, we are 
likely to find liberal market economy production regimes.

The remaining three indicators—level of wage coordination, degree 
of wage coordination, and labor turnover—examine coordination in the 
labor relations arena. According to Hall and Gingerich, the logic contends 
that high degrees of wage coordination and low levels of labor turnover 
indicate coordinated economies, while the reverse holds true for LMEs 
(2004).
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Both indices range between 0 and 1. The higher the score, the more 
coordinated the economy. Lower scores illustrate a greater reliance on 
market forces and, hence, are representative of LMEs. The indices confirm 
the basic argument of the VOC approach which holds that economies 
cluster around CME and LME production regimes. The CME nations 
generally lie above 0.50, while most LME nations lie below 0.50 (Hall & 
Gingerich, 2004). In order to establish an encompassing measure of rel-
evant macro-political institutions, I draw on the majoritarian/consensus 
variables developed by Lijphart (1984, 1999).

A major distinction between these systems lies in the division along 
the executive-parties, and federal-unitary dimensions. The executive-
parties dimension includes the variables: number of political parties, 
minimal winning cabinets, executive dominance, disproportionality, 
and group pluralism. The federal-unitary dimension includes bicamer-
alism, constitutional rigidity, judicial review, and central bank indepen-
dence (Lijphart, 1999). Scores for each of the 18 countries are found 
in Table 4.1.

Table 4.1 Hicks–Kenworthy, Hall–Gingerich indices, and the executive-parties 
dimension

Country Hicks–Kenworthy Hall–Gingerich Exec-parties Fed- unitary

Austria 0.7 1 0.26 1.08
Germany 0.66 0.95 0.23 2.53
Italy 0.42 0.87 1.16 −0.11
Norway 0.75 0.76 0.92 −0.65
Belgium 0.56 0.74 1.42 0.21
Japan 0.82 0.74 0.85 0.22
Finland 0.68 0.72 1.66 −0.83
Denmark 0.58 0.7 1.45 −0.38
France 0.28 0.69 −0.93 −0.17
Sweden 0.74 0.69 1.04 −0.79
The Netherlands 0.43 0.66 1.16 0.35
Switzerland 0.44 0.51 1.87 1.67
Australia 0.14 0.36 −0.67 1.72
Ireland 0.08 0.29 0.12 −0.42
New Zealand 0.13 0.21 −1.12 −1.77
Canada 0.06 0.13 −1.07 1.88
United Kingdom 0.1 0.07 –1.39 −1.19
United States 0.07 0 −0.52 2.36
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These two measures—the executive-parties dimension and the federal-
unitary dimension—capture two different aspects of the political regime. 
The two measures are very weakly correlated at −0.0599.

The first measure, the executives-parties dimension, captures the pri-
mary variables under investigation and captures the political arena in 
which competing interests vie for the power to either compete or cooper-
ate in the development and implementation of policy outcomes (Amable, 
2003; Cusack, Iverson, & Soskice, 2007; Iverson & Soskice, 2006; Korpi, 
1983, 2006; Lijphart & Crepaz, 1991; Martin & Swank, 2008).

The second measure, the federal-unitary dimension, captures a number 
of constitutional veto points extant in a given political regime. The mea-
sures are largely stable, and are less susceptible to the influence of partisan 
interests (Tsebelis, 1995).

I hypothesize that the executive-parties dimension, capturing the 
interaction of various interests within the political arena, will serve as the 
strongest indicator of market coordination. Such a hypothesis is confirmed 
through an OLS regression comparing the impact of the dimensions on 
market coordination. The executive-parties dimension is a significant indi-
cator of market coordination when applied to both the Hicks–Kenworthy 
and Hall–Gingerich indices, and the coefficients are in the predicted direc-
tion. This suggests that countries with more consensus-oriented political 
institutions are likely to have associated higher scores along the market 
coordination indices. The federal-unitary dimension does not prove statis-
tically significant. Regression results regarding the relevant dimensions are 
illustrated in Table 4.2.

Table 4.2 Market coor-
dination as a function  
of the executive-parties 
dimension

Variable Hicks–Kenworthy Hall–Gingerich

Executive- 
parties

0.1841*** 0.1845**

(0.031) (0.048)
Federal-
unitary

−0.0138 0.0041

(0.0384) (0.0649)
Constant 0.3629*** 0.4933***

(0.0516) (0.0649)
Adj. R2 0.4648 0.3311
N 18 18

p *** < 0.001

p ** < 0.01
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Building upon the significance of the executive-parties dimension, Fig. 
4.1 provides an overlaid scatterplot diagram illustrating the clustering of 
political systems around their respective production regimes. As the fig-
ure illustrates, a clear relationship exists between political institutions and 
degree of market coordination. Countries considered majoritarian clus-
ter around LME production regimes, while consensus countries cluster 
around CME production regimes.

pOlitiCal institutiOns and Market COOrdinatiOn

As the above analysis indicates, a relationship exists between the politi-
cal institutions captured by the executive-parties dimension and market 
coordination. The next step, then, is to disaggregate the executive-parties 
measure in order to identify which specific political institutions are related 
to variation in capitalist systems.

Here I begin with a dependent variable designed to measure 
degrees of variation between CMEs and LMEs over time. The variable, 
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“Neocorporatism Index,” is drawn from the CWS data set (Huber et al., 
2004). It is a scaled variable, measured from 0 to 1. It is based on the 
scores of 11 independent variables also from the CWS.  The variables 
composing the measure include the use of multi-divisional teams in firm 
structures, teamwork arrangements, employment security, competition 
between firms and suppliers, structure of firm ownership, corporatism as 
a function of the political system, levels of cooperation between govern-
ment and interest groups, wage coordination, and the degree of business 
centralization. Higher scores indicate CME systems, while lower scores 
indicate LME systems. This measure improves upon existing measures 
of corporatism in regard to capitalist variation and production regime by 
including a number of firm-specific variables, as well as being applicable 
to panel data analysis (Hicks & Swank, 1992; Lijphart & Crepaz, 1991). 
Figure 4.2 provides a histogram of the neocorporatism index.

The histogram illustrates a U-shaped pattern. Like the Hall–Gingerich 
(2004), and the Hicks–Kenworthy (1998) indices, this suggests a cluster-
ing of observations around the lower end of the scale, representing LMEs, 
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and a clustering of countries around the higher end of the scale indicating 
CMEs. A small number of observations pool near the center of the scale. 
The histogram lends further credence to the VOC hypothesis that political 
economies tend to diverge between LMEs and CMEs.

In order to explain this divergence, I next apply an OLS regression with 
PCSE in order to test the relationship between the independent variables 
and the neocorporatism index. Table 4.3 reports the regression output.
The political institutions of primary interest are partisanship and policy lega-
cies, the effective number of political parties in the legislature, cabinet struc-
ture, and electoral system. The results suggest that partisanship and policy 

Table 4.3 Political insti-
tutions and the neocor-
poratism index

Left cabinet 0.0077***
(0.0016)

Center cabinet −0.0069***
(0.0013)

Right cabinet −0.0036**
(0.0012)

Effective number of 
parties

0.0098*

(0.0042)
Majoritarian cabinet −0.0008

(0.0059)
PR system 0.1147***

(0.0243)
SMD system −0.3438***

(0.0268)
Constitutional structures −0.0037

(0.0046)
Price level of GDP −0.0003

(0.0007)
Unemployment −0.0089***

(0.0022)
Consumer price index −0.0003

(0.0007)
Social security transfers 0.0024

(0.0016)
Economic openness −0.0006

(0.0005)
CONSTANT 0.6024***

0.0346
ADJ R2 0.6537

p *** < 0.001

p ** < 0.01

p * < 0.05
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legacies, effective number of political parties, along with electoral system, 
affect overall market coordination as measured by the neocorporatism index.

The three cabinet variables are designed to capture the cumulative power 
of political parties.2 Specifically, the variables measure the number of cabi-
net seats held by a political party as a proportion of all seats for each year. 
The proportions are then summed from 1946 to the year of the observa-
tion. Data is drawn from the CWD (Huber et al., 2004). Following Brady 
and Leicht (2007), I sum parties considered “right,” “right, Christian,” 
and “right, Catholic” as coded by Huber et al. (2004).3 Similarly, I sum 
the Huber et al. measures for “center,” “center, Christian,” and “center, 
Catholic” parties. Table 4.4 illustrates the correlation between the three 
cabinet variables.

All three cabinet variables are statistically significant, and the coeffi-
cients are in the predicted direction. Cumulative center-party power is 
negatively related to the neocorporatism index and proves the strongest 
indicator of the three cabinet variables.4 As the strength of center-party 
power moves from the 25th to the 75th percentile, there is a correspond-
ing −0.1267 decrease on the neocorporatism scale. Cumulative left-party 
power serves as the second strongest indicator and is positively related to 
the neocorporatism index. As left-party power moves from the 25th per-
centile to the 75th percentile, there is a corresponding 0.1006 increase on 
the neocorporatism scale. Cumulative right-party power is also negatively 
related to the neocorporatism index, but with a weaker association than 
both center-controlled and left-controlled cabinets. As right-party power 
moves from the 25th to the 75th percentile, there is a −0.059 decrease on 
the neocorporatism measure.

Both electoral systems variables proved statistically significant, and the 
coefficients are in the predicted directions. SMD electoral systems were 
found to have a strong, negative relationship to the neocorporatism index. 
Countries with SMD electoral systems scored −0.3438 points lower than 
countries with other types of electoral system. PR systems are positively 

Table 4.4 Correlation matrix for right-, center-, and left-cabinet variables

Right cabinet Center cabinet Left cabinet

Right cabinet 1.00
Center cabinet −0.3956 1.00
Left cabinet −0.1952 −0.2895 1.00
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related to higher scores along the neocorporatism index. Countries with 
PR system score 0.1147 points higher than countries with other electoral 
systems.

The effective number of parties variable also proved statistically 
significant, and in the predicted direction. As the number of political 
parties increases, there is an associated increase in scores along the neo-
corporatism index. As the number of political parties moves from the 
25th to the 75th percentile, there is an associated increase of 0.0188 
on the index.

The majoritarian cabinet variable was not statistically significant, but 
the coefficient was in the predicted direction. This finding may call into 
question the hypothesis that majoritarian control of cabinets should lead 
to decreased levels of market coordination. It is likely that the ideology 
of the cabinet does not matter as a majoritarian cabinet could be ruled 
by a social democratic government that may avoid or retrench neoliberal 
policies.

The control variable capturing levels of unemployment is statistically 
significant and in the predicted direction. Higher levels of unemployment 
are associated with higher scores on the neocorporatism index, while 
lower levels of unemployment are associated with lower scores along the 
index. As unemployment moves from the 25th to the 75th percentile, 
scores along the neocorporatism index decrease by −0.0641. However, 
the causal direction remains to be seen. That is, a spurious relationship 
may exist. It is unclear whether higher rates of unemployment are a result 
of LMEs, or whether higher rates of unemployment lead to more liberal 
policies. Iversen, however, offers an interesting and reasonable explana-
tion (2007).

Increasing levels of unemployment will affect the income distribution 
of a given country. In majoritarian system, rising income inequality should 
move the preferences of the median voter toward greater social protec-
tion and redistribution. Left parties may attempt to capture the median 
voter constituency by arguing for increasing taxation on the upper classes, 
for example. However, in majoritarian systems, party platforms are largely 
nonbinding, in part due to the stability of parliament or, like the case 
of Britain, the concept of parliamentary sovereignty (Mannin, 2010; 
Norton, 2007). If the left party gains majority of control of parliament, 
there is no guarantee to the median voter that more radical redistributive 
policies may be implemented to placate the lower-class constituency which 
may ultimately harm the median voter. At the same time, the upper-class 
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constituency will demand lower taxation across the board which makes the 
likely effects on the median voter much more stable. As such, the effect of 
changes to income inequality:

in a majoritarian system is therefore ambiguous: stronger preferences for 
redistribution but greater fear of what an ‘ideological’ left party might do. 
In a multiparty PR system, by contrast, a rise in inequality will increase the 
incentives for the centre and left to form a coalition to tax the rich. (Iversen, 
2007, pp. 279–280)

As such, in a majoritarian system, higher rates of unemployment, and the 
likely resulting income inequality, may not garner a political response as 
readily as in a system characterized by proportional representation, and 
multiple political parties, thus the relationship between higher rates of 
unemployment in liberal market economies.

Other control variables—the federal-unitary dimension, GDP, con-
sumer price index, and social security transfers, and economic openness—
are not statistically significant.

In sum, all but one—majoritarian cabinets—of the political variables 
proved statistically significant and in the predicted directions. Electoral 
systems proved to be the strongest indicator of overall market coordina-
tion. Specifically, SMD systems had the greatest effect, followed by PR 
systems.

Additionally, long-term partisan control of cabinets affects market 
coordination. Surprisingly, center-party power was the strongest indicator, 
followed by left-party power. Right-party power, although statistically sig-
nificant, was the weakest indicator of the cabinet variables. Of the political 
variables, the effective number of parties in the legislature had the weakest 
effect. The adjusted R-squared is 0.6537, suggesting that approximately 
66 percent of the variance of the neocorporatism index is explained by the 
model.

pOlitiCal institutiOns and eCOnOMiC arenas

Production regimes can be divided into two types: CMEs and LMEs. The 
VOC framework argues that differences between production regimes stem 
from institutional variation within the various economic arenas, including 
corporate governance, industrial relations, inter-firm relations, and educa-
tion and training. The purpose here is to establish the relevant political 
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institutions for the individual economic arenas of coordinated and market 
economies in order to test hypotheses through the qualitative case studies. 
Table 4.5 illustrates the regression output, and is followed by interpreta-
tion for each of the four arenas.

Corporate Governance

By corporate governance, I am referring to the ownership and manage-
ment structure of the firms. As Hall and Soskice point out, corporate 
governance concentrates on access to financing, and how “investors seek 
assurances of returns on their investment” (2001, p. 7). Corporate gov-
ernance can largely be divided into two types: the shareholder model and 
the stakeholder model (Borsch, 2007; Hall & Soskice, 2001; Roe, 2003; 
Vitols, 2001). LMEs are characterized by a shareholder model in which 
the individuals make short-term investments in a firm in order to maximize 
profits through rising share values. Under such a system, firm ownership 
is largely dispersed, with management beholden to shareholders. CMEs, 
on the other hand, are characterized by stakeholder models of corporate 
governance. Stakeholders may include a wide variety of actors—workers, 
government, large shareholders, employers, banks, and institutional inves-
tors—who, in addition to financial goals, pursue long-term strategic inter-
ests (Hall & Soskice, 2001; Roe, 2003; Vitols, 2001).

The variable capturing corporate governance (INVFIRMS) is drawn 
from the CWS, and seeks to measure the “long-term voiced-based rela-
tionships between firms and their investors. 1 = large investors hold sig-
nificant ownership shares for long periods; 0.5 = relatively decentralized 
ownership but with only moderate investor turnover; 0 = decentralized 
ownership with a high turnover rate” (Huber et al., 2004, p. 8). As such, 
lower scores will represent shareholder-focused LMEs, while higher scores 
represent stakeholder-focused CMEs.

Of the three cabinet variables both left-party power and right-party 
power are statistically significant and in the predicted direction. That is, 
cumulative power of the left is associated with increasing levels of stake-
holder corporate governance, while cumulative right-party power is asso-
ciated with shareholder systems. Center-party power was not statistically 
significant, but the coefficient was in the predicted direction.

The effective number of political parties variable also proved statisti-
cally significant and the relationship is in the predicted direction. The rela-
tionship suggests that systems with higher numbers of effective political 
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Table 4.5 Regression output: four economic arenas

Independent 
variables

Corporate Industrial Vocational Inter-firm

governance relations training relations

Left cabinet 0.0064* 0.0065*** 0.0022 0.0089***
(0.0026) (0.0014) (0.0029) (0.0018)

Center cabinet −0.0044 −0.0048** −0.0051 −0.004**
(0.0035) (0.0014) (0.0031) (0.0013)

Right cabinet −0.007a −0.0015* −0.0064* 0.0001
(0.0036) (0.0008) (0.003) (0.0014)

Number of parties 0.1729* 0.0041 0.0154 0.0169**
(0.0073) (0.003) (0.0085) (0.007)

Majoritarian 
cabinets

−0.0035 −0.0082 0.0042 0.0032

(0.0082) (0.0054) (0.0135) (0.0069)
PR electoral system 0.0563b 0.0224 0.1477** 0.1631***

(0.029) (0.0183) (0.0493) (0.0379)
SMD electoral 
system

−0.4633*** −0.6589*** −0.2315*** −0.4333***

(0.0631) (0.0147) (0.032) (0.0454)
Constitutional 
structures

0.0055 −0.0075 −0.0215** 0.0029

(0.0081) (0.0061) (0.0079) (0.0066)
GDP per capita 0.0002 0.00001 −0.0004 0.0002

(0.0003) (0.0006) (0.0005) (0.0002)
Unemployment −0.0025 −0.005* −0.0345*** −0.0053**

(0.0045) (0.002) (0.0048) (0.002)
Inflation 0.0023 −0.0007 −0.0024 −0.0005

(0.0016) (0.0006) (0.0021) (0.0006)
Social security 
transfers

0.0003 0.0083*** −0.0017 0.0016

(0.0025) (0.0018) (0.0028) (0.0019)
Economic 
openness

0.0047*** 0.0001 −0.0009 −0.0019**

(0.001) (0.0005) (0.0009) (0.0006)
CONSTANT 0.9649*** 0.6523*** 0.9061*** 0.4427***

(0.0907) (0.0346) (0.091) (0.059)
ADJ R2 0.508 0.631 0.540 0.499
N 604 604 604 604

aRight-party power approaches generally held thresholds for statistical significance at p > 0.052
bPR electoral system approaches generally held thresholds for statistical significance at p > 0.052

p *** < 0.001

p ** < 0.01

p * < 0.05
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 parties in legislatures are likely to be associated with stakeholder corporate 
governance structures.

The relationships between both electoral system variables are in the 
predicted direction. SMD electoral systems are associated with shareholder 
corporate governance structures, and the relationship proves statistically 
significant. PR electoral systems are positively related to stakeholder cor-
porate governance, and the relationship approaches generally held thresh-
olds for statistical significance at the p > 0.052 level.

The coefficients of both the majoritarian cabinet variables and the consti-
tutional constraints variables were in the predicted direction. Majoritarian 
cabinets were negatively related to the corporate governance measure, 
while the constitutional constraints variable was positively related to the 
corporate governance measure. However, both variables did not meet tra-
ditionally held thresholds for statistical significance.

Of all the control variables—price level of GDP, unemployment rate, 
consumer price index, social security transfers, and economic openness—
only economic openness proved statistically significant. The relationship 
suggests that greater degrees of economic openness are associated with 
shareholder corporate governance structures.

As stated above, electoral system has the strongest effect on the market 
coordination variable. PR systems are associated with stakeholder corpo-
rate governance models, and SMD systems are associated with share-
holder corporate governance models. The relationship is largely explained 
through the level of policy stability and the structure of interest associa-
tions in a given country.

First, policy stability is conducive to CMEs, while instability is con-
ducive to LMEs. PR systems tend to allow only moderate changes to 
existing policy, while SMD systems tend to allow for much more rapid 
policy changes. Policy stability decreases the uncertainty of exchange, 
while instability increases uncertainty. Where policy stability exists, 
economic actors are more likely to make long-term credible commit-
ments and investments. In an environment where policy can change 
quickly, like in a majoritarian system, actors are less likely to make 
long-term commitments, and tend to favor short-term investments 
(Wood, 2001).

Second, CMEs are characterized by peak interest associations, while 
LMEs are characterized by much more pluralistic interest associations 
(Hall & Soskice, 2001). PR and multi-party systems are conducive to the 
development of corporatist peak associations and stakeholder corporate 
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governance structures, while SMD and two-party systems are conducive 
to more pluralistic interest associations and stakeholder corporate gover-
nance structures (Martin & Swank, 2008).

In shareholder corporate governance systems, CEOs of firms require 
autonomy to make rapid, innovative decisions—like job cuts, abandon-
ing declining industries, and so on (Deakin, Hobbs, Konzelmann, & 
Wilkinson, 2006; Roe, 2003; Vitols, 2001). The ability for a CEO to 
implement such measures likely stems from his or her freedom from the 
constraints of peak associations. On the other hand, CEOs in stakeholder 
systems are constrained by the necessity of interacting and consulting with 
labor, industry, employer, and other associations.

Industrial Relations

Variation in industrial relations is an imperative aspect of the differentia-
tion between CMEs and LMEs. Industrial relations refer to the ability of 
firms to “coordinate bargaining over wages and working-conditions with 
their labor force, the organization, the organizations that represent labor, 
and other employers” (Hall & Soskice, 2001, p. 7). CMEs are catego-
rized by strong unions, which allows for “cooperative industrial relations 
with the company and coordinated wage bargaining across companies” 
(Soskice, 1999, p. 110). On the other hand, LMEs have deregulated labor 
markets, that is, a great deal of freedom to hire and fire employees, which 
leads to weaker unions, and subsequently greater control of management 
over employees. As majoritarian systems tend to favor the political right 
over the political left, I hypothesize that countries with majoritarian politi-
cal institutions are likely to have weaker labor coordination, less govern-
mental involvement in labor relations, and subsequently LME production 
regimes (Soskice, 2007).

In operationalizing variation in industrial relations, I draw on the CWS 
Dataset, GOVTINTS variable which measures cooperation between gov-
ernment and interest groups, specifically labor and business. The mea-
sure is coded “1  =  relatively cooperative interaction between cohesive 
government agencies and coordinated business and labor organizations; 
0.5  =  moderate cooperation; 0  =  relatively combative, adversarial rela-
tionships between fragmented state agencies and interest group organiza-
tions” (Huber et al., 2004, p. 9). Higher scores indicate more cooperative 
industrial relations, while lower scores indicate more competitive indus-
trial relations.
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All three cabinet variables are statistically significant and in the predicted 
directions. Cumulative left-party power is positively associated with the 
industrial relations measure suggesting that countries with higher levels 
of left-party power over time will likely have more cooperative industrial 
relations systems. Both center-party power and right-party power were 
negatively related to the industrial relations measure. That is, countries 
with higher levels of center- or right-party power are associated with more 
adversarial industrial relations systems.

The coefficients for both the effective number of parties in the leg-
islature, majoritarian cabinet, and constitutional constraints variables 
were in the predicted direction, but the measures were not statistically 
significant.

The coefficients of both electoral systems variables were in the pre-
dicted direction, but only SMD proved statistically significant. SMD 
electoral systems are negatively related to the industrial relations variable 
suggesting that SMD systems are associated with more competitive and 
adversarial industrial relations systems. Here I find two major issues at 
play. First, PR and multi-party systems tend to favor the interests of the 
left. As the major constituency of the left is labor, we are likely to find 
policies that encourage greater cooperation between labor and business. 
Second, PR and multi-party systems are conducive to the development of 
peak labor and business association which improve coordination between 
labor and business interests (Martin & Swank, 2008).

Of the control variables, unemployment rate and social security trans-
fer payments were statistically significant. Unemployment is negatively 
related to the industrial relations measure, implying that higher rates of 
unemployment are associated with adversarial industrial relations systems. 
Social security transfers are positively related to the measure suggesting 
that states with higher levels of social security transfer payments are associ-
ated with more cooperative industrial relations system.

Vocational Training and Education

The vocational training and education arena examines coordination prob-
lems between firms and the workforce. That is, “firms face the problem of 
securing a workforce with suitable skills while workers face the problem of 
deciding how much to invest in what skills” (Hall & Soskice, 2001, p. 7).

Various types of skills are required by different product market strate-
gies. Workers, acting rationally, will invest only in those required skills 

 M.P. ARSENAULT



 95

if there is a long-term guarantee in employment and wages. In order to 
ensure workers invest in the necessary skill types—industry specific, firm 
specific, or general—there must be institutions in place that protect work-
ers’ skill investment in the face of uncertainty (Estevez-Abe, Iversen, & 
Soskice, 2001; Soskice, 1999).

In capturing employment protection I draw on a variable (LABMGMT) 
designed to measure “long-term employment security guaranteed by 
firms. 1 = long term (in some cases lifetime) employment security common 
in large firms; 0.5 = some firms provide medium- or long-term security 
(facilitated by a relatively low unemployment rate): 0 = unemployment 
security relatively uncommon” (Huber et al., 2004).

All coefficients for the cumulative party-power variables were in the 
predicted direction. However, only cumulative right-party power proved 
statistically significant. The relationship suggests that in countries with 
higher levels of cumulative right-party power, there is likely to be low 
levels of unemployment security.

Both electoral systems variables proved statistically significant, and 
relationships were in the predicted direction. PR electoral systems are 
positively related to the employment protection variable, while SMD 
electoral systems are negatively related. As such, countries with PR sys-
tems are likely to have higher levels of long-term employment security, 
while SMD systems are likely to have much more limited unemploy-
ment security. These findings support the work of Cusack, Iversen, 
and Stephens (2007), who examine the relationship between electoral 
system and VOC, focusing specifically on the vocational training and 
education arena. Cusack et  al. contend that in situations where pro-
duction requires specific skills, the political right will accept PR and 
consensual bargaining with the left in order to promote specific skill 
development. On the other hand, where countries require generalizable 
skills, the right will maintain control over the left through majoritarian 
institutions.

Additionally, the constitutional constraints variables proved statistically 
significant and were in the predicted direction. The relationship suggests 
that a country with higher numbers of constitutional constraints is likely 
to also have higher levels of long-term employment security. Interestingly, 
this is the only model of the four economic arenas in which the constitu-
tional constraints variable proved statistically significant.

Of all the control variables, only unemployment rate proved statisti-
cally significant. Unemployment is negatively related to the employment 
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security variable. That is, countries with higher rates of unemployment 
are likely to be associated with lower levels of long-term unemployment 
security.

Inter-Firm Relations

As Hall and Soskice point out “inter-firm relations” is “a term we use 
to cover the relationships a company forms with other enterprises, and 
notably its suppliers or clients” (2001, p. 7). The variable (BUSCONF) 
is designed to capture the degree to which business confederations are 
centralized. “1 = central business confederation with substantial author-
ity over members and weakly contested by competing confederations, 
in some cases with government involvement; 0.5 central confederation 
with moderate authority and/or moderately contested by competitors; 
0 = fragmentation among business federations and/or central federation 
with little authority over members” (Huber et al., 2004, p. 9). As such, 
higher scores represent CMEs, while low scores represent LMEs.

Both left-party and center-party power proved statistically significant 
and were in the predicted direction. That is, countries with long-term 
left-party power will be associated with higher levels of centralized busi-
ness confederations. On the other hand, countries with long-term center- 
party power are associated with more fragmented business federations. 
Cumulative right-party power was not statistically significant, and the 
coefficient was opposite of the predicted direction.

The effective number of political parties’ variable proved statistically 
significant, and the relationship with the level of business confederation 
was in the predicted direction. Countries with higher numbers of effective 
parties in the legislature are associated with more coordinated business 
interests.

Both electoral systems variables were statistically significant and in 
the predicted direction. Countries with PR systems are associated with 
greater degrees of business coordination than countries with SMD elec-
toral systems. Majoritarian cabinets and constitutional constraints did not 
approach generally held thresholds of statistical significance. The main 
mechanism here is the relationship between political institutions and 
employer associations. Such findings support the work of Martin and 
Swank (2008) who find that electoral system and party system shape peak 
interest associations. The logic contends that in PR systems, we are likely 
to find parties sympathetic to business interests. This results in coopera-
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tion of like-minded groups and the formation of coalitions to support 
business interests (like ACT NZ and National in New Zealand) (Castles, 
Gerritsen, & Vowles, 1996). However, because such parties are unlikely to 
gain majority control of government, they will seek other sources of influ-
ence outside of government, namely, centralized business and employer 
associations.

Of the control variables, both unemployment and economic open-
ness proved statistically significant and in the predicted direction. That 
is, countries with higher levels of unemployment and greater degrees of 
economic openness area associated with political economies characterized 
by less coordinated business interests.

COnClusiOn

This chapter was designed to answer three questions. First, what politi-
cal institutions are related to variation in capitalist systems? Second, what 
political institutions serve as the strongest indicator of CMEs and LMEs? 
Third, what are the effects of specific political institutions on the economic 
arenas that characterize the CME and LME dichotomy?

First, the above findings illustrate a strong relationship between politi-
cal regime and VOC. Majoritarian systems are strongly correlated with 
LMEs, while consensus political systems are strongly correlated with 
CMEs. However, when disaggregating the political regime into its con-
stituent executive-parties and federal-unitary dimensions, the findings 
suggest that variables in the executive-parties dimension play a more sig-
nificant role.

Second, partisanship and policy legacies, the effective number of politi-
cal parties, and electoral system all prove to be significant indicators of 
capitalist variation. Left-cabinet governments are positively related to 
CMEs; center- and right cabinets are negatively related to CMEs. The 
number of political parties is positively related to CMEs. PR electoral rules 
are positively related to CMEs, while SMD or FPP systems are negatively 
related to CMEs. The analysis suggests that most prescient variable is the 
type of electoral system present in a given state. It is likely that the robust-
ness of the measure lies in the fact that electoral system is instrumental in 
structuring many other political institutions. Electoral system shapes the 
number of political parties, the structure of cabinets, and the strength of 
the executive. Although the other political variables play a significant role 
in shaping the degree to which competing interests either cooperate or 
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compete, it is the electoral system that establishes the groundwork and 
institutional structure of the other variables.

Third, across all four economic arenas—corporate governance, indus-
trial relations, vocational training and education, and inter-firm relations—
the role of politics matters. However, the effects of different political 
institutions vary across arenas. Left-cabinet governments are positively 
associated with greater coordination across the four arenas, achieving 
statistical significance in corporate governance, industrial relations, and 
inter-firm relations. Center cabinets are negatively associated with all four 
arenas and meet thresholds for statistical significance in industrial relations 
and inter-firm relations. Right cabinets, as expected, are negatively related 
to corporate governance, industrial relations, and vocational training. The 
right-cabinet variable approaches generally held thresholds of statistical 
significance in corporate governance, industrial relations, and vocational 
training and education.

The number of political parties variable was positively related to all 
economic arenas, and proved especially strong in regard to the corporate 
governance measure. However, the number of political parties variable 
proved statistically significant in only two of the economic arenas: corpo-
rate governance and inter-firm relations.

By far, the most robust indicator of variation in capitalist economies is 
the type of electoral system within a given state. PR systems were positively 
related to all four economic arenas, and approached generally held thresh-
olds of statistical significance in corporate governance, vocational train-
ing and education, and inter-firm relations. SMD electoral systems were 
negatively associated with all four economic arenas and, in general, proved 
to have the strongest relationships of all political institutions investigated.

Based upon the above findings, the major political institutions to be 
explored in the qualitative case studies of Chaps. 5 and 6 are partisanship 
and policy legacies, the numbers of political parties, and electoral systems. 
Additionally, the qualitative chapters will seek to identify other relevant 
political and economic variables that may not have been found in the sta-
tistical analyses.

nOtes

 1. Although useful measures of market coordination, the indices are 
flawed in some regards. The Hicks–Kenworthy index proves prob-
lematic in that “These scores are subjective. They are created based 
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on the authors’ reading of secondary and primary sources.” The sub-
jective nature of this measure may decrease its reliability, but, as 
Kenworthy points out, may increase its validity (Kenworthy, 2006, 
p. 75). The Hall–Gingerich measure fails to adequately examine all 
five arenas posed by the VOC literature, concentrating solely on cor-
porate governance, training and education, and, to a lesser extent, 
employer–employee relations. Limiting the analysis to these select 
spheres may exclude relevant components of market coordination. 
However, I find consistency in the direction and strength of the 
selected independent variables when applied to both measures lend-
ing credence to their ability to gauge the overall relationship between 
political institutions and market coordination (see Table 4.2).

 2. The CWD cabinet variables have been used extensively to capture 
partisanship and policy legacies throughout the political economy 
literature, specifically in studies addressing welfare state develop-
ment (D. Brady & Leicht, 2007; Huber et al., 1993; Huber et al., 
2004; Huber & Stephens, 2001; Rothstein et al., 2010; Stephens 
et al., 1999). I find the variables equally appropriate here.

 3. As Brady and Leicht (2007) point out, some controversy may 
emerge as to the coding of some centrist parties as “right.” The 
authors specifically cite the potentially problematic German Christian 
Democrats (CDU) and the Italian Christian Democrats (ICD). I 
agree with the authors—building on Allan and Scruggs (2004)—in 
the justification of the coding of CDU and ICD as “right” due to 
the fact that both parliaments do not have effective parties to the 
right of either the CDU or ICD.

 4. The fact that cumulative center-party power appears a stronger indi-
cator of LMEs than cumulative right-party power deserves some 
explanation. In continental Europe, many parties considered “cen-
trist” have adopted a more neoliberal policy stance (Kitschelt, 1994). 
This, coupled with a generally limited “right,” may lead the result-
ing regression results to indicate a greater influence of centrist par-
ties than right parties.
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CHAPTER 5

Political Institutions and Economic 
Reforms: Britain and Germany

The 1970s and 1980s were an era characterized by significant changes to 
the global economy. Changes included increased liberalization of capital 
markets, increased power of global business, weakened power of the state, 
deindustrialization, high rates of unemployment and inflation, and increas-
ing competition from newly industrialized countries (Kitschelt, Lange, 
Marks, & Stephens, 1999). OECD countries faced significant pressures 
to adopt (and ultimately did adopt, albeit to a greater or lesser degree) 
neoliberal economic policies designed to address changing economic 
conditions (Casey, 2009; Kitschelt, 1994). However, as the comparative 
capitalism literature suggests, there were a number of ways by which coun-
tries adapted to changing global markets (Kitschelt et al., 1999; Martin & 
Thelen, 2007; Thelen, 2001).

For example, we did not see a convergence to a single institutional 
framework based on deregulation and a strict adherence to neoclassical 
economic principles (Thelen, 2001). Rather, we saw a continued “bifurca-
tion” between LME and CME frameworks (Kitschelt et al., 1999; Soskice, 
1999).

LMEs, such as Britain and the United States, deregulated much of 
the economy, while CMEs “by contrast appear to be seeking flexibility 
through controlled decentralization (not deregulation but reregulation) 
of various issues at lower bargaining levels, but along with a continued 
commitment to coordination (especially wage bargaining)” (Thelen, 
2001, p.  78). Many of the previous approaches to political economy 
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proved useful in explaining continuity in the face of economic challenges, 
but have failed in their attempt to examine the diverse strategies adopted 
by various states in regard to the changing economic conditions (Hall, 
1999).

This chapter explores the ways that countries with differing politi-
cal institutions, namely, majoritarian and consensus systems, adapted to 
the new economic environment. I hypothesize that majoritarian systems 
were conducive to the continuation and/or expansion of liberal economic 
structures. On the other hand, consensus political systems limited the 
implementation of neoliberal policies, and allowed for a continuation of 
coordinated market production regimes.

The structure of political institutions likely affects the adjustment 
paths of the political economy for two reasons. First, there may be a 
“power dimension” involved in the institutional structure that gives 
power to one group at the expense of another (i.e. capital vs. labor), as 
evidenced by the propensity of majoritarian systems to favor parties of 
the center-right and consensus systems to favor parties of the center-left 
(Iversen & Soskice, 2006, 2009; Korpi, 1983, 2006). In part, this sup-
ports Korpi’s power resources theory in which partisan power affects 
economic policy (2006).

Second, collective action problems may emerge and some institu-
tions are better suited to fomenting cooperation than others (Huber & 
Stephens, 2000; Iversen & Stevens, 2008; Manow, 2001a; Martin & 
Swank, 2008). Majoritarian systems lead to more adversarial politics, while 
consensus systems lead to greater cooperation. For example, Britain was 
able to undertake more rapid structural adjustments in the 1980s because 
of the institutionalized strong executive and the concept of parliamentary 
sovereignty (Hall, 1986; Norton, 2007). In Germany, the diffused power 
structure allows for many groups to veto—or at least slow—adjustments 
(Hancock & Krisch, 2009). As such, “we can expect the institutional 
structures of the polity and political economy to have an impact on the 
adjustment paths at several levels” namely, the power of a given interest 
group, and the coordination capacity of competing interests (Hall, 1986, 
p. 161). Such is evidenced by the continuing desire for both labor and 
employers to “manage new pressures for flexibility within traditional insti-
tutions” (Thelen, 2001, p. 85).

This hypothesis builds upon the VOC conception of institutional 
complementarity in that institutions shape and constrain the opportuni-
ties of firms (Hall & Soskice, 2001). As Casey points out, “Institutions 
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are complementary to each other when the presence of one raises the 
returns of the other” (2009, p. 257). In this case, the argument posits that 
the majoritarian political institutions, which characterized Britain, proved 
complementary to more radical neoliberal reforms, while the consensus- 
oriented German system retarded or slowed the implementation of neo-
liberal policies and allowed Germany to maintain a more coordinated 
market economy. As such, the process is in part associated with a path- 
dependence logic which suggests that “Early institutional developments 
serve to facilitate or constrain (if not close) certain institutional options for 
the future” (Casey, 2002, p. 8). As this chapter will illustrate, the legacy of 
political institutions ultimately led to the overall maintenance of existing 
production regimes in face of a changing global economic environment.

Chapter Outline

This chapter begins by discussing the institutional differences between 
the political systems of Germany and Britain in regard to electoral system, 
number of political parties, coalition structures, and constitutional struc-
tures. I illustrate the consensus structure of the German political regime 
and the converse structures of the British majoritarian system.

I next discuss the pressures to adopt neoliberal reforms facing both 
Germany and Britain in the 1980s. Specifically, I discuss the radical 
reforms of the Thatcherite Conservative governments in Britain, and 
the less far-reaching reforms of the German case. I illustrate the ways in 
which German political institutions proved conducive to an environment 
in which the interests of various actors are integrated into the political 
process, thus leading to greater cooperation and consensus.

Germany was able to mitigate the pressures to adopt neoliberal reforms, 
and subsequently maintain a CME by constraining the first-order prefer-
ences of economic and political actors—largely divided along socioeco-
nomic lines. Conversely, I illustrate how the British Westminster system 
promotes an environment of adversarial politics in which competing inter-
ests—largely divided along socioeconomic lines—vie for control of the 
political and policy process with little or no consultation between groups. 
As such, the British model creates an environment of strong competition 
between competing groups which in turn allowed the British system to 
adopt the radical reforms of the 1980s.

Then, I examine the effects of the changing international economic 
environment on the politico-economic structures of both Germany and 
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Britain. It will become apparent that the German system retained many of 
the corporatist facets present in the pre-1980 period, while the British case 
adopted a much more neoliberal approach. Additionally, I illustrate the 
ways in which the pre-existing political institutions affected the “adjust-
ment paths” available to political and economic actors, as well as the 
state’s “capacities to adjust” to changing international economic condi-
tions (Hall, 1999, p. 158).

institutiOnal DifferenCes: Germany anD Britain

The majoritarian system, or Westminster model, is generally charac-
terized by a two-party system, and a strong one-party executive and 
cabinet with the executive exercising more power than its legislative 
counterparts. Furthermore, a majoritarian system adheres to SMD 
electoral rules which can lead to disproportional representation. Also, 
majoritarian systems often possess a highly competitive pluralist inter-
est group system. Additionally, the Westminster system is character-
ized by a strong, centralized government and a unicameral legislature. 
Furthermore, most majoritarian systems possess a flexible constitution 
that can readily be amended or changed (Lijphart, 1984, 1999). Lastly, 
the British majoritarian system is characterized by “parliamentary sov-
ereignty.” That is, the legislature holds the final word in the constitu-
tionality of legislation, and, as such, majoritarian systems tend not to 
have a strong system of judicial review (Norton, 2007). Lijphart cites 
Britain and pre-1996 New Zealand as typical examples of majoritarian 
democracies (1999).

Consensus democracy varies institutionally from the Westminster 
model. First, under the consensus model, the executive is often com-
posed of a multi-party power-sharing cabinet or coalition government. 
In addition, power-sharing exists between the executive branch and the 
legislature, and the electoral system is often characterized by proportional 
representation. Unlike the highly competitive special interest group sys-
tem of the Westminster model, a consensus democracy promotes a system 
of interest group compromise. The consensus model has a decentralized 
government characterized by a federated system and bicameral legislature. 
In addition, the constitution is often rigid, making change difficult. Lastly, 
the consensus system often has a strong institution of judicial review to 
monitor the legality of legislation. Lijphart cites Switzerland and Germany 
as examples of consensus democracy (1999).
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Table 5.1 illustrates the major institutional differences between 
Germany and Britain. As can be seen, Germany typifies Lijphart’s consen-
sus democracies, while Britain represents the quintessential majoritarian 
system. The table illustrates that Germany and Britain differ in all institu-
tional areas except one, the presidential/parliamentary dimension.

Following the quantitative findings in Chap. 4, the institutions of par-
ticular interest to this study are variations in electoral system, party system, 
coalition structure, and constitutional structures. Specifically, I examine 
how such institutions can potentially shape variation in capitalist systems. 
The following sections explore the major differences between the German 
and British institutions in greater depth.

Electoral Systems

Electoral systems play a decisive role in shaping the structure of the 
political and economic regimes of various states (Cusack, Iverson, & 
Soskice, 2007; Katzenstein, 1985; Martin & Swank, 2008). Electoral 
systems influence the number of effective political parties, the strength 
of the executive, and the structure of governing cabinets. Electoral 
systems are largely divided between proportional representation, here 
represented by Germany, and SMD plurality, represented by Britain 
(Lijphart, 1994).

The German electoral system is based on MMP rules. That is, German 
voters are granted two votes. The first vote—the constituency candidate 

Table 5.1 Institutional variations between Germany and Britain

Political institutions Germany Britain

Electoral system MMP (PR) SMD
Party system Multi-party Two party
Cabinet structure Coalition Single party
Executive structure Weak Strong
Federalism Federal Unitary
Bicameralism Strong Weak
Form of government Parliamentary Parliamentary
Constitutional rigidity Rigid Flexible
Judicial review Strong Weak
Central bank independence High Low

Note: Data drawn from Lijphart (1999)
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vote—is based on SMD electoral rules in which voters select a representa-
tive from within the district where he or she resides. The second vote—the 
party vote—is based on party list rules. The party vote is counted first. 
The total percentage of party votes in each federal state (Land) establishes 
how many seats are due to a specific party in a specific Land (Hancock & 
Krisch, 2009; James, 2003; Roberts, 2006).

The MMP system, due to the proportional distribution of legislative 
seats, and the possibility of split-ticket voting, allows for an increase in the 
number of political parties in the legislature. Additionally, split-ticket vot-
ing allows for strategic voting which “allows electors to support two parties 
at the same time; for example, in the hope that two parties together can 
garner enough strength to form a coalition” (Hancock & Krisch, 2009, 
p. 119). This is evidenced by the Free Democrats and the Green Party’s 
strategy of attempting to woo the second ballot of voters who traditionally 
supported either the CDU-CSU or SPD in order to gain legislative seats 
according to party list vote percentages (Roberts, 2006, p. 88).

The British electoral system is based on SMD and plurality or FPP vot-
ing rules. That is, within a given district, the candidate who wins the most 
votes of all competing candidates is granted a parliamentary seat. Such 
a “winner-take-all” system allows for a candidate to win a parliamentary 
seat, even though he or she may have not earned a majority of the popular 
vote in a given district.

An extreme, yet illustrative example is found in the 1992 election in 
which Sir Ian Russell Johnston earned a parliamentary seat by garnering 
only 26 percent of the popular vote (Norton, 2007, pp. 172–173). The 
Russell Johnston example illustrates that the plurality rules lead to sig-
nificant levels of disproportionality in parliament. Particularly, the party 
winning a majority of constituency seats will often be overrepresented 
in parliament when compared to earned percentage of the popular vote 
(Lijphart, 1999, p. 143).

Electoral systems matter in regard to shaping economic structures 
(Cusack et al., 2007; Iversen & Stevens, 2008; Katzenstein, 1985; Korpi, 
2006; Martin & Swank, 2008). Majoritarian systems are generally gov-
erned by parties of the right, while PR systems are governed by coalitions 
of center-left parties (Iverson & Soskice, 2006). This is due, in part, to 
the role of the middle class. In majoritarian systems the middle class often 
allies itself with parties of the right which proves disadvantageous to left. 
The opposite holds true in proportional systems (Iversen, 2007; Iversen 
& Soskice, 2006; Iversen & Stevens, 2008).
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In the German case, the Christian Democratic Union/Christian Social 
Union (CDU/CSU) largely occupy the center of the political spectrum 
with no effective political parties falling right of the CDU/CSU bloc 
(J. B. Allen & Scruggs, 2004; D. Brady & Leicht, 2007; Roberts, 2006). 
In Britain, on the other hand, as a result of the SMD plurality rules, the 
two major parties—Conservative and Labour—occupy the political right 
and left respectively.

Party Systems

As Duverger points out, electoral systems are instrumental in structuring 
the number of effective political parties in legislatures. PR systems led to 
multiple political parties gaining representation in legislatures, while SMD 
electoral rules usher in two dominant political parties (1954).

From Germany’s first independent post-war election in 1949 until 
1980, the German political system has been characterized by four parties: 
Social Democrats (SPD), CDU, CSU, and the Free Democrats (FDP) 
(Hancock & Krisch, 2009).1 SPD and CDU/CSU are the largest, while 
the FDP often becomes a “third force” which has the potential to ulti-
mately give one of the big parties control of parliament (Matthew Allen, 
2006; James, 2003; Roberts, 2006). However, following unification, 
Germany has witnessed a rise in the number of smaller parties who gain 
legislative representation. Most dominant of these smaller parties are the 
Greens who emerged in 1980, and formed a coalition government with 
the SPD at the national level in 1998 (Hancock & Krisch, 2009; Roberts, 
2006).2

Since 1945, the British government has been dominated by two major 
parties: the right-leaning Conservatives and the left-leaning Labour Party. 
However, since 1974, the role of smaller, third parties has increased and 
some have argued that Britain is characterized as a “two-party dominant 
system” in which minority parties garner between 5 and 10 percent of 
seats, but one or the either of the two dominant parties still control gov-
ernment through majority rule (Norton, 2007, p. 78).3 Still, due to the 
SMD electoral rules, and the subsequent disproportional allocation of leg-
islative seats, the smaller parties remain largely unable to garner the neces-
sary support to ensure legislative representation and subsequently remain 
in a peripheral position within British politics. However, in cases where a 
fractionalization occurs within one of the two major parties—as was the 
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case with Labour in 1983 and 1987—we may find a disproportional vic-
tory of the unfractionalized party (D. King & Wood, 1999).

The number of political parties affects the dispersion of power in gov-
ernment, and the ways in which various political and economic actors 
interact, specifically in regard to the coordination capacities of relevant 
players. As such, the number of political parties proves an important ele-
ment in the analysis of production regimes. In the case of multiple political 
parties—largely the result of electoral system—cross-class bargaining and 
cooperation emerge, whereas two-party systems are much more closely 
divided along socioeconomic lines (Iversen & Stevens, 2008).

In part, this is the result of the higher number of “interaction streams” 
that accompany greater numbers of political parties, and the subsequent 
necessity of cooperation between parties in order to enact policy (Sartori, 
1976). Iversen and Stephens argue that cross-class bargaining “is enabled 
by PR, because all major interests are represented through well-organized 
political parties, and because regulatory policies … have to pass through 
committee systems typically based on PR and consensus bargaining” 
(2008, p. 606).

The German case, characterized by multiple effective political parties, 
equates with higher numbers of interests, and subsequently higher num-
bers of relevant actors. In order for policy to be implemented, these vari-
ous groups must compromise (Lijphart, 1999; Tsebelis, 1995). In the face 
of the growing necessity to adopt neoliberal reforms, the relevant actors in 
the German system would have to come to a more consensual agreement 
in regard to the extent of neoliberal initiatives and subsequently would 
likely adopt more moderate policy measures.

The British two-party system lacks the institutional constraints of the 
German model. The ruling government has very little incentive to consult 
with or cooperate with opposing economic and political actors. As such, 
the Thatcher government, and subsequently the Major government, were 
able to drive through the neoliberal reforms with little or no input from 
competing interests (Gamble, 1988).

Coalition Structures

As a result of the electoral rules and subsequent number of political par-
ties, England has traditionally been governed by single-party majority 
governments, while the German system has largely been governed by 
coalition governments. Single-party majority or minimal winning coalition 
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governments allow for the dominance of one party. The party is largely 
beholden to no entity other than the electorate during an election season 
(Mannin, 2010; Norton, 2007). As such, it is increasingly likely to see 
radical changes in situations in which parliament is governed by single- 
party majority. Such was the case under Margaret Thatcher’s Conservative 
Party (Gamble, 1988), and New Zealand under the Labour government 
of 1984 (Castles, Gerritsen, & Vowles, 1996).

Systems which promote coalition governments—namely, surplus coali-
tions or minority governments—are characterized by a greater diffusion 
of power. Issues of parliamentary sovereignty are greatly mitigated by the 
multiple political parties participating in the cabinet and the subsequent 
possibility of either a split in a given party and or a vote of no confidence. 
Under such conditions a change to existing structures will be likely slowed 
in comparison with systems promoting majoritarian governments.

In discussing the potential for policy change, Horst Teltschik, Helmut 
Kohl’s national security advisor, stated, “‘The difference between Britain 
and Germany was that Margaret Thatcher has a clear majority govern-
ment, while Germany always has a coalition government, and within the 
big parties, even the Christian Democrats, you always have a left wing [a 
result of the cross-class alliances characteristic of the CDU]’” (Bering, 
1999, p. 15).

The German political system has long been characterized by coalition 
governments, with the FDP usually being an essential partner for govern-
ment formation (Matthew Allen, 2006; Hancock & Krisch, 2009, p. 121). 
In modern German history, parliament has been ruled by absolute major-
ity only once. The CDU maintained an absolute majority between 1957 
and 1961. Coalition governments have been the norm ever since. “The 
need to form coalition governments at the federal level is often seen as the 
driving force behind the search for consensus rather than confrontation” 
(James, 2003, p. 25). Because of the necessity of coalition governments, 
cabinet assignments are drawn from not only the party of the Federal 
Chancellor but also—through extensive consultation—from the party of 
any and all coalition partners, thus furthering the necessity of cooperation 
(Allen, 2006, p. 68; Hancock & Krisch, 2009, p. 85).

Unlike the German case, Britain is characterized by majoritarian 
cabinet structures. That is, the party garnering the majority of seats in 
the legislature is able to form a one-party government. The structure 
of British coalition governments leads to conflict between the ruling 
party and the opposition “because the ruling party usually commands 
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an overall majority and party discipline in the House of Commons is 
robustly enforced, the government of the day almost always has its way 
while the Opposition merely has its say” (Norton, 2007, p. 74). As the 
British system is characterized by competition between two major par-
ties—Conservatives and Labour—government is largely distinguished by 
the ideological divide between the right and left. In general, there is very 
little in the way of policy consultation between the ruling government 
and the opposition.

In this study, I build upon Iversen and Soskice (2006) and Manow 
(2009) who contend that the necessity of coalition governments (the 
result of electoral system and subsequent number of political parties) 
shapes the degree to which power is concentrated or dispersed, the ideo-
logical control of government, and, subsequently, who has greater influ-
ence of the policy process. Under the British majoritarian system, even 
when a ruling government is tacitly controlled by the left, as was Tony 
Blair’s Labour Party, the interests of the right still carry significant weight 
(Mannin, 2010). This phenomenon is a result of the two-party, SMD sys-
tem where center-left parties, in order to secure the support of the median 
voter, must illustrate that they are committed “to a moderate platform by 
concentrating power in a leader with a reputation for being moderate or 
even slightly right of centre (think Tony Blair or Bill Clinton). When they 
succeed, they are competitive with centre-right parties” (Iversen, 2007, 
p. 284). Such was the case with the increasingly radicalization of British 
labor in the 1970s. Due to the two-party system, such radicalization made 
the electoral success of the Labour Party problematic as “centripetal com-
petition around vote- and office-seeking objectives” favored a more mod-
erate policy (Kitschelt, 1994, p. 39).

Constitutional Structures

Veto points/players can shape access to the political process. Tsebelis iden-
tifies two types of veto players: partisan veto players and institutional veto 
players. Institutional veto players are largely guided by the constitutional 
structures of a given state (Tsebelis, 1995, p. 302). Constitutional struc-
tures “have to do with the presence or absence of explicit restraints on the 
legislative power of parliamentary majorities” (Lijphart, 1999, p.  216). 
Constitutional structures may include federalism, bicameralism, presiden-
tialism, the use of referenda, judicial review, and central bank indepen-
dence. The veto points within the political system constrain or promote 
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the ability of minorities to veto policy proposals. Immergut’s case study 
examining socialized medicine illustrates that countries with fewer veto 
points are able to make more radical policy changes than countries with 
greater numbers of veto points (1990).

Veto points are important in that they affect policy stability, and policy 
stability affects production regime. As Wood points out:

the stability of policy regimes over time is largely determined by the power 
of governments to initiate reform or reversals. In each case, the degree of 
constraint on central government is fundamental to employers’ ability to 
pursue those production strategies that distinguish each variety of capital-
ism. (2001, p. 248)

I contend that policy stability is conducive to CMEs, while instability 
is conducive to LMEs. Policy stability will decrease the uncertainty in 
the exchange of information between economic and political actors, 
specifically in regard to issues like corporate governance, education and 
training systems, inter-firm relations, and industrial relations (Hall & 
Soskice, 2001; North, 1990). If transaction costs are lowered, the inter-
ests of political and economic actors to compromise and cooperate are 
increased.

The opposite holds true for political systems characterized by fewer 
institutional veto points. Limited numbers of institutional veto points and 
the accompanying increased level of policy instability create an environ-
ment of increased pluralism and competition between political and eco-
nomic actors. The fact that such a system is then based upon deep-rooted 
competition between competing actors can lead to radical policy change. 
This instability makes competition and innovation necessary components 
to the functioning of the liberal market political economy (Iversen, 2007).

The German political system is characterized by a high number of 
constitutional constraints. Most notably, the German system maintains a 
rather rigid written constitution in the Basic Law ratified following World 
War II (Hancock & Krisch, 2009; Roberts, 2006). Germany maintains a 
strong federalist system with state and local governments maintaining a 
significant degree of autonomy from the central government. Germany 
also maintains a bicameral legislature consisting of a first chamber, the 
Bundestag, and a second chamber, the Bundesrat which consists of del-
egates appointed by Lander governments. Both houses must cooperate 
in order to pass legislation as the Bundesrat “exercises coequal powers 
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with the lower house, the Bundestag, over most important policy issues” 
(Wood, 2001, p. 254).4 Additionally, Germany has a strong tradition of 
judicial review, with the Federal Constitutional Court acting “as an inde-
pendent institution with sweeping legal authority” (Hancock & Krisch, 
2009, p. 95). Of particular note here is the Federal Constitutional Court’s 
upholding of codetermination agreements in the face of strong business 
pressure.

The British case maintains significantly fewer constitutional con-
straints than Germany. Although maintaining an upper house, the House 
of Lords, Britain is considered for all intents and purposes a unicameral 
system. Unlike the German case which allows for significant input from 
constituent federated elements (largely represented in the Bundesrat), the 
British government remains highly centralized.5 In the British case the 
executive-legislative functions are largely fused which allows for the ruling 
government to largely act on preferred policies without the consent of the 
opposition (Mannin, 2010, p. 70). Most important, however, is the fact 
that the British system adheres strongly to the concept of parliamentary 
sovereignty, that is, “‘Parliament … has … the right to make or unmake 
any law whatever; further, that no person or body is recognized by the law 
as having a right to override or set aside the legislation of Parliament’” 
(Norton, 2007, p. 60).6 The lack of constitutional constraints in the British 
system was instrumental to the ability of the Conservative ruling govern-
ment to implement “unbridled liberalism” in the 1980s and 1990s, and 
retrench many Labour policies of the 1970s, including the 1975 Industrial 
Relations Act (Coates, 2000, p. 51).

Due to the strong adherence to parliamentary sovereignty, the British 
system maintains a weak institution of judicial review, partly a result of the 
unwritten British Constitution.7

In their rulings, judges were barred from straying beyond what Parliament 
provided for in law unless there were inconsistencies in the law or the law 
lacked clarity. Because judges were expected to rule in scrupulous accord 
with what Parliament said the law was, the judiciary did not emerge as an 
independent force poised to engage in political struggles with Parliament 
and the government of the day. (Norton, 2007)

The high number of constitutional constraints encourages policy stability 
and cooperation in German politics. Such constraints led to the mainte-
nance of the coordinated market production regime in the face of pres-
sures to adopt more neoliberal policies (Wood, 2001). The low numbers 
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of constitutional constraints promote an environment of adversarial poli-
tics in Britain and potentially allow for rapid policy changes. This is read-
ily evidenced by the rapid adoption of neoliberal reforms under British 
Conservative regimes (Gamble, 1988; Mannin, 2010; Norton, 2007). As 
Wood points out:

in the German case, the presence of institutional guarantees that limit the 
degree and type of government intervention is central to the logic of supply 
side coordination. In Britain, the absence of such guarantees makes institu-
tions of non-market coordination difficult to sustain. (2001, pp. 248–249)

As such, the case studies support the contention that systems with higher 
levels of constitutional constraint will likely favor maintenance of a CME, 
while systems with fewer constitutional constraints will likely favor a con-
tinuation and expansion of liberal market economic policies.

Summation and Discussion of Political Institutions

As a result of the differing structures of political institutions, interest group 
representation varies between Germany and Britain. The German case, 
characterized by consensus-oriented structures, allows for greater interest 
group participation through social partnerships and in the policymaking 
process, higher numbers of veto players, and subsequently more consen-
sual policy outcomes. On the other hand, the majoritarian structures of 
Britain are much more adversarial, with interest groups—to a great degree 
divided by political party, and subsequently socioeconomic class—vying 
for total control of the legislative and, subsequently, the policy process.

The remainder of this chapter will examine the effects of these institu-
tional differences on the abilities of Germany and Britain to either adopt 
or limit neoliberal reforms beginning in the 1980s.

neOliBeral refOrms Of the 1980s: Germany 
anD Britain

The economic crises of the 1980s and the subsequent challenges to social 
democracy were truly global events (Castles et al., 1996; Kitschelt, 1994; 
Norton, 2007). Such changes include greater openness of trade, increasing 
competition from foreign markets, and the liberalization of capital controls. 
Such changes have led many OECD countries to adopt neoliberal policies 
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in order to address the changing global economy. However, the degree of 
liberalization has varied between OECD states, particularly between those 
states considered majoritarian democracies and those considered consensus 
democracies. In reference to the 1980s, Wood writes:

In Great Britain this was a decade of unprecedented neo-liberal reform, 
propelled by the combination of employers agitating for the restoration of a 
liberal market economy and a powerful central government under Margaret 
Thatcher. In West Germany, however, the 1980s were a decade in which 
reform impulses were frustrated. (2001, p. 249)

Figure 5.1 illustrates the variation in market coordination between 
Germany and Britain compared to the OECD average from 1970 to 2005. 
The figure depicts a scaled index, drawn from Casey (2009) coded 0–1. 
A score of 0 represents highly uncoordinated regimes, while a score of 1 
represents a significant degree of coordination. The measure is derived 

.3
.4

.5
.6

.7

1970 1980 1990 2000 2010

Year

C
om

pa
ra

tiv
e 

C
ap

ita
lis

m
 In

de
x

Britain Germany
OECD

1970 – 2005
Comparative Capitalism Index: Germany and Britain

Fig. 5.1 Trends in the comparative capitalism index over time in Germany and 
Britain. Note: Data from Casey (2009)

 M.P. ARSENAULT



 117

from three sub-indices capturing labor coordination, business coordina-
tion, and state intervention.

The graph illustrates a significant difference between the level of lib-
eralization between Germany and Britain between 1980 and 2006. The 
German case began with a higher level of coordination than the OECD 
average and continued to be quite high through the 1980s and relatively 
stable through 2006. The findings are especially interesting in light of 
Germany’s continued economic difficulties between 1973 and 1998 
(Manow, 2001c). Germany has faced high unemployment, “low levels of 
inward direct investment, high levels of investment abroad by German 
companies” and a continually problematic welfare state (Matthew Allen, 
2006, p.  3). The level of coordination in Britain, on the other hand, 
began slightly lower than the OECD average between 1974 and 1980, 
but declined sharply through the 1980s and continued to decline through 
2005, the end point of this data.

The findings lend credence to two major hypotheses. First, Peter Hall 
finds that the ways in which political economies are able to adjust to 
changes in the global economy depend on the type of political institu-
tions and dispersion of power in a given state (Hall, 1999, 2007). Second, 
Swank argues that the consensus-oriented institutions are able to “blunt” 
the pressures for change stemming from an evolving international econ-
omy. The main argument is that the impacts of internationalization will 
differ between nations based on the presence of social corporatism versus 
pluralism, variations in electoral representation, diverse versus concen-
trated power, and the structure of the welfare state (Swank, 2001, 2002).

The following section will examine the divergent strategies that led to 
the relative stability of German market coordination, and the much more 
radical neoliberal reforms of Britain. Specifically, I inspect the roles that 
the political regimes—consensus in the case of Germany, and majoritar-
ian in the case of Britain—played in the ability of Germany and Britain to 
adopt or limit neoliberal reforms. By doing so, I will shed light on the rela-
tionship between political institutions and variation in capitalist systems.

ChanGinG pOlitiCal pOwer: Germany anD Britain 
in the 1980s

In the late 1970s and early 1980s, ideological change in government 
occurred in both Germany and England. Following ten years of social 
democratic governance, the 1982 vote of no confidence saw the German 
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center-left coalition, led by the SPD, replaced by a center-right Christian 
Democratic regime led by Helmut Kohl (Bering, 1999). Similarly, the 
1979 election in England saw the British Labour Party soundly defeated 
and replaced by the Conservative Party led by Margaret Thatcher (Gamble, 
1988; Kitschelt, 1994, p. 2).

Both the newly elected British and German governments, and their 
subsequent policies, were the result of a continuing series of economic 
crises. In 1981, Germany “saw record unemployment, firms heading into 
the bankruptcy courts, falling investment, and a rise in inflation to 5 per-
cent” (Bering, 1999, p. 4). Following the 1982 collapse of the German 
SPD–FDP coalition (the result of conflicting opinions regarding how 
to address increasing economic difficulties [Bering, 1999, p.  13]), the 
Conservative Democrat coalition (CDU/CSU and FDP) “played on the 
worsening economic situation, promising a change of direction” from the 
previous Social Democrat policy positions (Roberts, 2006, p. 87).

Similarly, throughout the 1970s, British labor possessed significant 
political power exercised through the Labour Party (Coates, 2000, p. 88). 
However, faced with increasing strikes, low productivity, and decreasing 
international competitiveness, the Labour Party lost the confidence of the 
electorate, and the Thatcherite government came to power. As such, the 
rise of the British Conservatives is “associated with economic decline and 
electoral unpopularity for those responsible” (D. King & Wood, 1999, 
p. 378).

However, although facing similar economic difficulties, the ways in 
which the German and British governments addressed the economic 
problems differed dramatically. For example, the Thatcher government

set out to end British economic decline by smashing the corporatist, 
Keynesian ‘post-war consensus.’ The Tories implemented a free market 
reform programme intended to unleash British entrepreneurialism, which 
they argued had been suppressed by both the Labour Party and ‘one nation’ 
Tory moderates. (Casey, 2002, p. 3)

In Germany, with the election of Helmut Kohl’s CDU-CSU/FDP coali-
tion, and its slogan of “less state, more freedom” it appeared that Germany 
was on the verge of adopting its own neoliberal policies (Wood, 2001, 
p. 266). However, Germany maintained many of the corporatist bargain-
ing structures—through encompassing labor, business, and state organi-
zations—that characterized much of the post-war period (Hassel, 2007).
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The ability of the governments to adopt neoliberal reforms—in the case 
of Britain, or less far-reaching policy measures in the case of Germany—
depended largely on the differing political regimes of the two states. To a 
large extent it was the political institutions that explain the variation in the 
economic coping strategies of Germany and Britain.

As stated previously, the Thatcher government abandoned traditional 
Keynesian policies, severely weakened labor, denationalized many state- 
owned businesses, and in general, “[set] the market free” (Howell, 2007, 
p. 249). The question, of course, must be asked, how were such economic 
reforms, and the subsequent negative impacts on a significant proportion 
of population not only politically feasible but also conducive to a sustained 
Conservative government? King and Wood (1999) provide a highly plau-
sible explanation by citing the unique features of the British electoral and 
party systems.

First, the negative effects of neoliberal reforms were most concentrated 
in the industrial north of the country (Casey, 2002), the results of which 
limited the electoral costs of reforms to predominately safe Labour dis-
tricts, thus not affecting, to a great degree, the existing Conservative elec-
toral standing (D. King & Wood, 1999, p. 382).

Second, “the single member plurality electoral system rewarded the 
Conservatives for the division of the Labour Party and the formation of the 
Social Democratic Party (SDP)” (D. King & Wood, 1999, p. 382; Wood, 
2001). Majoritarian systems are widely known for limiting the power of 
small, third parties (Duverger, 1954; Lijphart, 1994; Sartori, 1976). The 
British case is no exception. “The three-way electoral race robbed a poten-
tial ‘unified’ opposition of seats” supporting labor interests, thus ushering 
in the continuation of Conservative government (D. King & Wood, 1999, 
p. 382). This supports power resource theory assumptions that disadvan-
taged classes will seek to overcome collective action problems and mobilize 
politically—often into political parties—and begin to demand economic 
policies designed to mitigate the negative effects of market-oriented distri-
bution policies (Korpi, 1983, 2006). However, political institutions shape 
the ability for such disadvantaged classes to effect political change (Swank, 
2001, 2002). Under majoritarian systems, workers have limited ability to 
exit “the socialist camp” (Kitschelt, 1994, p. 61).

Additionally, business sided strongly with the Conservative Party’s 
reforms when it became evident that “the government’s electoral pros-
pects would not be harmed by the resolute pursuit of its economic and 
industrial-relations goals” (Wood, 2001, p. 263).
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Table 5.2 illustrates the results of the fractionalization of the Labour 
Party, and the subsequent effects on the electoral victory of the Conservative 
Party. Had Britain adhered to PR rules, it is likely that a coalition would 
have formed between Labor and the Liberal/SDP bloc which may, in 
turn, have led to a much less severe neoliberal reform policy package.

Germany addressed the political crises in significantly different ways 
than its British counterpart. Germany became aware of its declining eco-
nomic status in the mid-1960s. However, unlike the radical neoliberal 
reforms engaged by the Conservative-majority government in Britain, 
the unique political institutions led to a much more moderate economic 
policy. The 1967 grand coalition of CDU-SPD created “a tripartite system 
of economic policy consultation involving meetings between high-level 
government officials and representatives of private capital and organized 
labor” (Hancock & Krisch, 2009, p. 165). Such policies, in part, institu-
tionalized cooperation and coordination regarding economic issues within 
the political environment as evidenced by much more moderate political 
party behavior.

“‘Both major German parties have been committed to expansive social pro-
tection and to politics promoting job security and codetermination … in 
enterprise.’ Their common goal has been to institutionalize a social partner-
ship between private capital and labor to avoid the class conflict that character-
ized the Imperial and Weimar systems.” (Hancock & Krisch, 2009, p. 161)

Here we see that the consensus institutions “not only provide access to 
political interests but also tend to include these interest in multi-party 

Table 5.2 Disproportionality of British politics: fractionalization of Labour 
1983 and 1987

Party Vote % Total seats Percentage of seats

1983 election
  Conservative 42.4 397 62.7
  Labour 27.6 209 33.1
  Liberal/SDP 25.4 23 3.6
1987 election
  Conservative 42.2 375 59.2
  Labour 30.8 229 36.2
  Liberal/SDP 22.6 22 3.4

Note: Data drawn from www.ukpolitical.info
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executive cabinets ‘fused’ to the legislature, ensuring representative-
ness on the one hand, and effectiveness on the other” (Birchfield & 
Crepaz, 1998, p. 179). As such, these findings support the proposition 
that as the degree of consensus (created by macro-political institutions) 
increases, so does the level of corporatist arrangements (Lijphart & 
Crepaz, 1991).

laBOr OrGanizatiOn: Germany anD Britain

Changes in the global economy—beginning in the 1970s—led to pressure 
for structural changes in advanced industrialized economies, specifically 
in regard to labor relations (D. King & Wood, 1999, p. 373). In many 
OECD countries, employers required greater flexibility to address chang-
ing market conditions (Thelen, 2001). Some argued that such changes 
would lead to labor deregulation and a subsequent convergence between 
CME and LME institutional structures.

From the early 1980s to the early 1990s, socialist, social democratic, and 
labor ideologies underwent more change than in any decade since World 
War II. Parties everywhere began to withdraw from old programmatic pri-
orities, yet the pace extent and direction of that strategic transformation 
have varied across countries. (Kitschelt, 1994, p. 3)

The differences in political institutions between Germany and Britain led 
to significant variation in the power resources of organized labor.

In measuring variation in labor organization, I draw on Casey’s mea-
sure capturing trade union density, coverage of collective bargaining 
agreements, the centralization and coordination of wages, and levels of 
educational attainment (2009). Higher scores indicate greater strength of 
organized labor, while lower scores indicate weaker labor power.

Figure 5.2 indicates that between the 1970 and 1980, Germany and 
Britain maintained similar degrees of labor organization. However, a signif-
icant divergence occurred in 1980. The power of German labor increased 
between 1980 and 1984 before reaching a rough plateau between 1984 
and 2000. Labor power in Britain, on the other hand, declined signifi-
cantly over the same time period. Such divergence is largely the result 
of the political strength of labor in the two countries which ultimately is 
structured by the electoral system, the subsequent number of political par-
ties, and the structure of governing coalitions.
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Between 1940 and 1979, British politics was characterized by a degree 
of consensus between the Conservative and Labour parties (Howell, 
2007). In part, such consensus was driven first by the need mobilize the 
homeland against an aggressive Germany, and second, to rebuild Britain 
following the tremendous destruction of World War II (Judt, 2005). In 
the 1960s and 1970s such cooperation between parties led to corporatist 
system consisting of “compromise worked out between the representatives 
of labour, capital, and the central bureaucracy” (Gamble, 1988, p. 17).

However, in the late 1970s, as result of increasing economic dif-
ficulties and an overburdened welfare state, the corporatist arrange-
ments—which were becoming increasingly viewed as problematic 
by the public—began to fragment and the cooperation between the 
Conservatives and Labour began to dissolve. The labor movement, his-
torically strong in Britain, began to make increasing demands on the 
government in the face of rising economic crises leading to the “Winter 
of Discontent” in 1979 (Gamble, 1988; Norton, 2007). The dispro-
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portionate strength of labor grew increasingly unpopular. “The unions 
were holding the government hostage—at least that is how the public 
saw it” (Norton, 2007, p. 134).

The result of the radicalization of labor created electoral difficulties 
for the Labour Party. Due to the two-party system, and the subsequent 
necessity of capturing the median voter, the Labour Party adopted a much 
more moderate series of reforms. This led to a significant disillusionment 
with the Labour Party on the part of its traditional labor constituency 
(Kitschelt, 1994, p. 39). However, due to the lack of exit options on the 
part of labor from the Labour Party, labor largely had to tacitly accept the 
policies of the party (Kitschelt, 1994, p. 61).

In part, the unpopularity of the British unions within the British elec-
torate led to a significant split in the Labour Party and the emergence of 
the Social Democratic Party—a more militant wing of Labour—in 1981. 
As illustrated above, within an SMD electoral system the fractionalization 
of the Labour Party diluted the overall power of labor and ushered in a 
continuation of Thatcherite government and neoliberal policies.

The Conservative Party, first under Margaret Thatcher, and latter 
under John Major, controlled the British government from 1979 to 1997 
(Mannin, 2010; Norton, 2007). The Thatcherite government was a dra-
matic move away from the British conservativism of post-war period, and 
rejected the social compromises that characterized the 1950s and 1960s 
(Gamble, 1988; Wood, 2001). Legislation passed by the ruling govern-
ment in the 1980s and 1990s “included measures that made it more diffi-
cult for unions to initiate industrial action and secure collective bargaining 
rights” (Thelen, 2001, p. 95).

Furthermore, the structure of British labor made it especially difficult 
to form a unified bloc in opposition to the Thatcherite legislation.

The organization of British labour also mitigated against coordinated 
restructuring. Political influence was assured through formal affiliation with 
the Labour Party and a national voice in the form of the Trades Union 
Congress (TUC), but the TUC was never more than a loose confederation 
of member unions, and national leaders lacked real control over member 
unions. (Casey, 2002, p. 14)

As such, Britain lacked a strong peak labor organization. The lack of 
peak organization was likely the result of the limitations of interest 
groups to participate in the political process under a majoritarian sys-
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tem (Soskice, 2007b, p. 93), as well as the cited fractionalization of the 
Labour Party. A lack of peak organizations representing labor inter-
ests made efficient collaboration and cooperation between business and 
labor difficult. In part, the lack of peak labor associations is the result of 
the necessity of labor to maintain general skills as a result of possibility 
of rapid policy changes. “Under majoritarian institutions … the dif-
ficulty of parties making commitments, both to particular constituents 
and to the future, means that there is less political protection of specific 
assets and greater incentives to invest in general skills as an insurance 
against labour market risks” (Iversen, 2007, p. 288). The requirement 
to maintain transferable, general skills makes commitment to large labor 
organizations difficult.

Unlike the British model, Germany possesses strong, unified, peak 
labor organizations, specifically the German Trade Union Confederation. 
The German Trade Union Confederation “identifies itself ‘as the voice of 
trade unions in relation to political decision makers, parties and associa-
tions … [Its role] is to coordinate union activities” (Hancock & Krisch, 
2009, p. 139). Although reporting to be nonpartisan, the German Trade 
Union Confederation is closely tied with the SPD. “In exchange for 
political support for central labor objectives, the [German Trade Union 
Confederation] and its member unions have pursued a strategy of general 
wage and strike restraint to bolster Germany’s economic growth and sta-
bility” (Hancock & Krisch, 2009, p. 140).

Additionally, German labor relations include a strong adherence to the 
concept of industrial citizenship. “Industrial citizenship refers to the sta-
tus rights and obligations that are reciprocal between the rights of work-
ers and the obligations of employers and asymmetric in addressing the 
unequal power of the two parties in exchange” (Jackson, 2001, p. 121). 
In the German case, industrial citizenship is most often illustrated through 
the constitutionally protected codetermination policies which ensure labor 
representation in managerial decisions (Roe, 2003; Streeck & Yamamura, 
2001).

Under the German consensus regime, the interests of business and 
labor were much more similar than under the British system. The consen-
sus political systems

provide a framework for interest groups to take part in the policymaking. 
The importance of this is reflected in the many areas of institutional policy-
making in which the major business and union groups have broadly shared 
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goals (training systems, employee representation, collective bargaining, etc.) 
but often sharply different ideal points within those areas; and where some 
degree of standardization national is called for. (Soskice, 2007a, p. 93)

In part, this can be explained by the role of interest mediation—stem-
ming from consensus political institutions—that characterize Christian 
democracies, governments, and coalitions. Such interest group mediation 
took on a political mantle with the creation of the grand CDU/CSU-SPD 
coalition in 1967 which

created a tripartite consultative process known as concerted action … in 
which federal officials and representatives of both the [German Trade Union 
Confederation] and employer associations agreed to meet on a regular basis 
to discuss measures to exercise wage and price restraint. (Hancock & Krisch, 
2009, p. 140)

Additionally, the role that constitutional constraints play on the role of 
policy stability must be addressed. German codetermination laws are con-
stitutionally binding, making drastic reforms to existing policies untenable 
(Hancock & Krisch, 2009). This differs dramatically from the British sys-
tem in which the concept of parliamentary sovereignty makes the repeal of 
existing agreements much less difficult (D. King & Wood, 1999, p. 380; 
Mannin, 2010; Norton, 2007).

Furthermore, Germany possesses “deeply ingrained attitudes—about 
unemployment, business, work, the role of the state—that have evolved 
over decades” (Bering, 1999, p. 220). Swank contends that such attitudes 
are the result of corporatist structures which grant labor interests veto 
power over policy changes, political power to leftist parties, and “cultivates 
a distinct constellation of norms and values that shape actor’s behavior and 
the character of the policy process” (Swank, 2002, p. 43).

Additionally, German political parties are much more encompassing 
than their British counterparts. As such, in Germany, workers “can exit 
from the socialist coalition [or the moderate right coalition] given the 
cross-class appeals of the differing parties” (Kitschelt, 1994, p.  61). In 
part this is the result of the necessity of coalition formation in order to 
govern. Such a relationship is well illustrated by the CDU’s “links with 
trade unions [which] have been crucial in counterbalancing the more eco-
nomically liberal agenda of these groups and of the FDP” (Wood, 2001, 
p. 254). This was especially prevalent in the 1980s, when the support of 
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the FDP was imperative to coalition formation, but the CDU was unwill-
ing to alienate a significant segment of its electoral support and thus 
adopted much more moderate policies with labor.

These findings support the work of Martin and Swank who contend 
that party systems and the structure of state shape the development of 
peak interest organizations. Specifically, these findings support the  premise 
that PR and multi-party systems support the development of corporatist 
peak associations, while two-party, majoritarian systems are conducive to 
pluralist peak associations (Martin & Swank, 2008).

Business OrGanizatiOn: Germany anD Britain

The ways in which business organizations are structured play a major role 
in shaping capitalist systems. Drawing on Casey, business organization is 
measured as a scaled variable capturing corporate finance, corporate gov-
ernance, and inter-firm relations (2009, p. 265). Specifically, the variable 
measures the level of stock market capitalization, the percentage of widely 
held firms, and the degree to which firms are able to operate indepen-
dently from shareholders. Such a measure parallels Hall and Soskice’s 
internal structure of the firm, financial system and corporate governance, 
and inter-company relations (2001). Higher scores represent greater 
degrees of business coordination, while lower scores indicate less business 
coordination (Fig. 5.3).

The German case maintained much more static scores along the busi-
ness index, remaining above the OECD average during the time frame 
under investigation. Although beginning with scores significantly lower 
than Germany and the OECD average, the British case experienced a 
much more precipitous decline between 1980 and 1999, albeit with a 
slight increase between 1999 and 2004, possibly as a result of Tony Blair’s 
New Labour policies.

The German state has long provided support for various manufacturing 
sectors. “From the 1970s they showed what Porter called a ‘stubbornly 
persistent tendency to subsidize ailing sectors’ (Porter, 1990, p. 378) not 
least shipbuilding, railways, coal, steel, and agriculture” (Coates, 2000, 
p. 212). In part, continued government subsidies are the result of strong 
peak employer organizations; the most notable is the Federal Union of 
German Employer Associations. This peak employer organization consists 
of a large number of firms “primarily responsible for labor market rela-
tions,” specifically in regard to “collective bargaining responsibilities with 
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unions” (Hancock & Krisch, 2009, pp. 144–145). As such, the German 
case likely represents a continuation of the traditional stakeholder-based 
financial system which focuses on strategic goals rather than the British 
market-based system concerned with short-term investment returns 
(Vitols, 2001).

Additionally, German business interests are constrained by the exist-
ing policies favoring coordination. The weakness of the German state—
the result of the consensus nature of the political regime—makes the 
possibility of abandoning existing policies of coordination difficult. Due 
to the institutional constraints placed on the German state, and the 
subsequent policy stability, German business is more likely to make the 
long-term investments in industry-specific skills, for example, that char-
acterize a coordinated market production regime, and “provide an addi-
tional assurance that these investments are safe” (Wood, 2001, p. 257). 
As such, once such policies are in place, it is likely that such policies will 
continue.
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Fig. 5.3 Change in business organization: Germany and Britain. Note: Data 
from Casey (2009)
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Britain, on the other hand, offered lower levels of subsidies to major 
manufacturing sectors, and under the Conservative governments of 
the 1980s and 1990s, all but eliminated further support (Casey, 2002; 
Gamble, 1988). In part, this is the result of few peak employer organi-
zations in the British political economy. As such, the lack of employer 
organizations leads to “the inability of business to solve basic problems of 
collective action [which] undermines any public policy effort predicated 
on concentration between the social actors and the state” (D.  King & 
Wood, 1999, p. 375).

This lends credence to the work developed by Martin and Swank who 
find that PR and multi-party system lead to corporatist peak associations, 
while two-party systems will lead to pluralist/competitive organizations 
(2008). The logic contends that in PR/multi-party systems, we will 
find parties sympathetic to business interests. This results in cooperation 
between like-minded groups, and the formation of coalitions to support 
business interests. Because it is unlikely that employer associations will gain 
majority control, they will seek other sources of influence outside of gov-
ernment. This can lead to more organized and centralized (coordinated) 
employer associations. In two-party systems, with two large “umbrella 
parties” business interests are dispersed. These big parties cross-cut class 
divides. Employers have a harder time coming together, and have fewer 
reasons to negotiate with labor politically (2008, p. 182).

Additionally, the structure of the British political system creates an 
environment of policy uncertainty. “Because governments have the capac-
ity to introduce radical changes of policy at will, companies are unwilling 
to make the risky long-term investments that would be necessary for con-
structing networks of coordination [either between employers themselves, 
or between employers and organized labor]” (Wood, 2001, p. 259). As 
such, it is in the interests of business to maintain the economic structures 
characterized by LMEs and their subsequent production regimes. Such a 
system differs quite dramatically from the German model, in which con-
stitutional constraints and electoral requirements of more encompassing 
political parties make radical policy change difficult.

state OrGanizatiOn: Germany anD Britain

The degree to which a state intervenes in the economy proves a sig-
nificant factor in shaping variation in capitalist systems. In LMEs, the 
state largely maintains a “hands-off” relationship with business and 
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labor, relying largely on market forces to address coordination problems 
between relevant actors. In CMEs, on the other hand, the state plays a 
much more interventionist role, relying on nonmarket mechanisms to 
address coordination problems (Hall & Soskice, 2001).

In both Britain and Germany, the 1960s and 1970s were an era char-
acterized by corporatist political-economic arrangements (Gerber, 1995; 
Schmidt, 2007). Under such arrangements “the legitimacy and function-
ing of the state is primarily or exclusively dependent on the activity of singu-
lar, noncompetitive, hierarchically ordered representative ‘corporations’” 
(Schmitter, 1979, p. 20). In the cases of both Germany and Britain, the 
major “corporations” were business, labor, and the state (Gamble, 1988; 
Hancock & Krisch, 2009; Mannin, 2010; Norton, 2007; Schmidt, 2009). 
However, the 1980s saw significant changes to the corporatist arrange-
ments of Britain and relative stability in the case of Germany. As will be 
shown below, the degree to which the state involves itself in the political 
economy is largely structured by the political institutions which character-
ize a particular country’s political regime.

Figure 5.4 illustrates the level of state involvement in the economies 
of Germany, Britain, as well as an average of OECD scores. The measure 
is scaled 0–1 with high scores representing greater involvement and low 
scores illustrating less involvement. The measure is an aggregate of vari-
ables capturing the size of government, levels of employment protection 
legislation, levels of unemployment benefits, and the degree of active labor 
market policies (Casey, 2009, p. 263).

As Fig. 5.4 illustrates, Germany and Britain maintained very similar lev-
els of state involvement in the economy between 1970 and 1980 with both 
countries maintaining levels slightly above the OECD average. However, 
between 1980 and 1990, a significant divergence emerges between the 
two states, with an even greater diverging trend between 1990 and 2005.8 
The remainder of this section will attempt to highlight some of the major 
causes of the divergence between British and German levels of state inter-
vention, paying particular attention to the role of political institutions.

The German state has a long history of involving itself an in the econ-
omy (Coates, 2000; Streeck, 2001). In the early stages of industrializa-
tion, the German state played an overarching role in structuring the 
German economy by channeling finances to the “commanding heights 
of the economy” in order to “catch up” to its early industrializing rivals 
(Gershenkron, 1962). This historical trend and its subsequent struc-
tural aspects have led to the propensity for continued state involvement 
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between business and labor. To a large degree such involvement served 
to ensure support from those most necessary for the modernization pro-
cess, including both employer groups and, at times, a rather militant 
labor movement (Coates, 2000, p. 112; Manow, 2001b; Thelen, 2001). 
Such political involvement continued through the 1980s and 1990s. 
Schmidt describes the modern structure of German state involvement 
well:

In a CME like Germany, the state is enabling because it takes action not 
only to arbitrate among economic actors but also facilitate their activities; 
it often leaves the rules to be jointly administered by them, while acting as 
a coequal (or bystander) with management and unions in labor regulation 
and wage bargaining and generally acting to protect the production sys-
tem’s nonmarket coordinating institutions. Adjustment here is led by firms 
and jointly negotiated cooperatively between business, labor, and the state. 
(2009, pp. 521–522)
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Interestingly, Britain, on the other hand, maintains a quite different struc-
ture affecting government intervention in the economy. Schmidt writes:

In an LME like Britain, the state is liberal because it takes an arm’s length 
approach to business and labor, limiting its role to setting rules and settling 
conflicts; it often leaves the administration of the rules to self- regulating 
bodies or to regulatory agencies and generally acts as an agent of market 
preservation. Adjustment is driven by the financial markets and led by 
autonomous firms acting on their own, with comparatively little input—
whether positive or negative—from state or labor. (2009, p. 521)

In Britain, the extreme deregulation of the market involved strong state 
intervention. However, the strength of the state largely stemmed from the 
political institutions existent in the country. “A combination of the doc-
trine of parliamentary sovereignty, a first-past-the-post electoral system, 
internally hierarchical political parties gives Britain enormously powerful 
single-party governments” (Wood, 2001, p. 255). To a large degree, the 
ability of a state to adopt neoliberal reforms, or maintain existing nonmar-
ket coordination mechanisms, stems from the power of the state. In the 
case of Germany, a large number of political constraints exist which limit 
the state’s ability to change existing policies that shape the production 
regime.

COnClusiOn

The ways in which states were affected by pressures to adopt neoliberal 
reforms in the 1980s allow for a closer examination of the relationship 
between political regime and VOC. Both Germany and Britain faced exog-
enous pressures—as a result of changes to the international economy—to 
reexamine their political-economic systems. Although at first glance it 
may have appeared that a convergence toward LMEs was on the horizon, 
Germany and Britain reacted differently to these international pressures 
and maintained, to a large extent, their pre-existing variety of capitalism.

I contend that the crucial independent variables that allowed Britain 
to adopt reforms, while German essentially maintained the status quo, 
lie in the differences between the political systems of each. That is, 
consensus institutions are conducive to creating an environment of 
cooperation and credible commitment to nonmarket mechanisms of 
coordination between political and economic actors with competing 
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interests. On the other hand, majoritarian systems lead to an adversarial 
political-economic environment characterized by limited cooperation, 
high levels of competition, and a heavy reliance on market mechanisms 
for coordination.

As such, the political institutions of Germany—namely, mixed-member 
proportional electoral rules, a multi-party system, the necessity of a coali-
tion government, and rather strict constitutional constraints—constrained 
the “adjustment paths” available to political and economic actors, and the 
state’s “capacities to adjust” to changing conditions in the world economy 
(Hall, 1999, p. 158). Under the consensus political regime, a large num-
ber of actors—representing both business and labor—were institutionally 
compelled to enter into cooperative agreements, thus leading to the main-
tenance of a CME.

Britain, on the other hand, with a majoritarian political regime charac-
terized by an adherence to SMD electoral rules, an entrenched two-party 
system, a majoritarian cabinet structure, and very loose constitutional 
constraints, allowed for much more rapid policy changes. The failure of 
the majoritarian political institutions to provide a credible commitment to 
nonmarket mechanisms for coordination between business and labor led 
a significant degree of competition between business and labor. Due to 
the fact that majoritarian systems tend to favor the power of the right over 
labor (Iversen & Soskice, 2006; Martin & Swank, 2008), the Thatcherite 
neoliberal policies were allowed to be implemented.

As stated in chapter three, the purpose of the qualitative case stud-
ies was to supplement and test the statistical relationships between 
political institutional variation in capitalist economies established in 
the quantitative chapter. As such, this chapter was designed to answer 
three questions. First, do the proposed causal relationships between 
political institutions and VOC exist in real-world cases? Second, how 
do the political institutions affect economic structures in reality? 
Third, what alternative variables become apparent through the quali-
tative research?

First, in answer to question one, this book has supported the argu-
ment that political institutions matter in regard to variation in capitalist 
systems (Cusack et al., 2007; Gourevitch, 2003; Iversen & Stevens, 2008; 
Katzenstein, 1985; D. King & Wood, 1999; Korpi, 1983, 2006; Martin 
& Swank, 2008; Roe, 2003). The German consensus political regime 
maintained many of the aspects of CME that characterized its produc-
tion regime prior to changes in the global economy in the 1970s and 
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1980s. The British majoritarian political regime adopted a radical increase 
in levels of liberalization during the same time period. Furthermore, this 
chapter supports the quantitative findings of Chap. 4 which suggest that 
partisanship and policy legacies, the number of political parties, and the 
type of electoral system all possess a significant relationship with varieties 
of capitalist systems.

Second, in answer to question two—how do the political institutions 
affect economic structures in reality—this chapter finds that that pre- 
existing institutions affect the “adjustment paths” available to politi-
cal and economic actors, as well as the state’s “capacities to adjust” to 
changing international economic conditions (Hall, 1999, p. 158). The 
German political regime, characterized by long-standing influence of 
Christian democracy, multiple political parties, and a PR electoral sys-
tem, adopted much more neoliberal reforms than the British system 
characterized by a two-party system, an SMD electoral system, and par-
liamentary sovereignty.

Proportional electoral systems, through the promotion of multiple 
political parties, allow greater numbers of interests to participate in 
the policymaking process. Subsequently, coalitions, in order to garner 
enough electoral support to form a government, must maintain a system 
of integration, accommodation, and mediation in order to implement 
policy (Van Kersbergen, 1999). SMD electoral rules and the consequent 
two-party system lead to more adversarial politics. This is most read-
ily evidenced by majoritarian cabinet structures and, in the British case, 
parliamentary sovereignty. Here, the ruling party is allowed to enact 
policy with little to no consultation with the opposition (Mannin, 2010; 
Norton, 2007).

Third, in answer to question three, constitutional constraints play a 
significant role in shaping VOC. Although Chap. 4 found a weak, non-
statistically significant relationship between constitutional structures and 
VOC, the relationship appears much more significant upon closer exami-
nation of the German and British cases. Germany, with a more rigid writ-
ten constitution, possessed significant checks not only from constitutional 
statutes like codetermination policies but also through a federated system 
which allowed for regional governments to play a significant role in policy 
development and implementation. The British case, on the other hand, is 
governed largely by the sovereignty of parliament and the tight relation-
ship between executive and parliament.
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nOtes

 1. Some called Germany a “two-and-a-half” party system, largely due 
to the FDP’s size (Hancock & Krisch, 2009). A two-and-a-half 
party system “is a party system in which there are two large parties, 
neither of which has won an overall majority of seats, plus one or 
more smaller, minor parties” (Norton, 2007, p. 78). However, “In 
terms of size, membership, and electoral support, the Liberals were 
certainly no more than a ‘half ’ compared to the two major parties, 
yet in terms of political influence and government participation they 
could be regarded as a ‘full’ party” (James, 2003, p. 32). In addition 
to the FDP, the Greens have also shown themselves to be a valuable 
coalition partner. As such, following unification, Germany is gener-
ally considered a five-party system.

 2. The election of October 1990, the first under German unification, 
saw five political parties gaining, and generally holding, representa-
tion in the German parliament (Hancock & Krisch, 2009, p. 124; 
Roberts, 2006, p. 4).

 3. Those nondominant parties are generally regionally based, stem-
ming from Northern Ireland, Scotland, and Wales. They hold very 
few parliamentary seats, and British politics remains dominated by 
the Labour and Conservative parties.

 4. Such was the case in 2003 when debate between the Bundesrat and 
Bundestag over possible changes to collective bargaining laws essen-
tially led to a maintenance of the status quo (Hassel, 2007, p. 263).

 5. Similarly, Easton and Gerritsen contend that the federated structure 
of Australia was instrumental in preventing the radical neoliberal 
reforms which occurred in New Zealand in the 1980s (1996).

 6. A.V Dicey’s An Introduction to the Study of the Law of the Constitution, 
cited in Norton (2007, p. 60).

 7. In 2009, the traditional highest court in the land, the Appellate 
Committee of the House of Lords, was replaced by a Supreme 
Court (Mannin, 2010; Norton, 2007). Still, for the time frame 
under investigation, Britain was characterized by little or no judicial 
review.

 8. It is interesting to note that Fig. 5.4 illustrates the continuance of 
the neoliberal reforms under New Labour led first by Tony Blair, and 
continued under Gordon Brown in that “the current Labour gov-
ernment is best understood as a consolidation, rather than a radical 

 M.P. ARSENAULT



 135

departure, from Thatcherism” (Howell, 2007, p. 258). Such a trend 
lends support to the idea that partisanship and policy legacies play a 
significant role in shaping capitalist structures.
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CHAPTER 6

The Economic Effects of Electoral Reform: 
New Zealand

As the previous chapters suggest, and the quantitative analysis supports, 
political institutions matter in regard to the type of capitalist economies 
present in advanced industrial democracies. Specifically, countries with 
majoritarian political institutions are associated with LMEs, while coun-
tries with more consensus-oriented political institutions are associated 
with CMEs.

The logic posits that majoritarian political institutions lead to greater 
competition between economic and political actors. Such competition, in 
turn, is transferred to the structure of the political economy. On the other 
hand, consensus-oriented institutions create greater cooperation between 
relevant actors. Such relationships subsequently lead to greater coopera-
tion in economic arenas.

In order to test the effects of political institutions on capitalist variation, 
I examine the effects of electoral reform on the New Zealand economy 
during the 1980s and 1990s. In an attempt to achieve a controlled com-
parison, the New Zealand case is subjected to a “before-after” analysis. 
That is, “instead of trying to find two different cases that are comparable 
in all ways but one, the investigator may be able to achieve ‘control’ by 
dividing a single longitudinal case into two sub-cases” (George & Bennett, 
2005, p. 166).

Such an approach is beneficial in exploring causal mechanisms. The 
premise of this design is that the dependent variables—in this case lev-
els of market coordination, industrial relations, corporate governance, 
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inter-firm relations, and vocational training and education—are exam-
ined and  measured both prior to, and after, changes in the proposed 
causal variables, the assumption being that the dependent variables 
should change in value following the application of the stimulus, here 
changes in electoral system.

According to the quantitative analysis of Chap. 4, variation in electoral 
systems appears to be the strongest indicator of VOC. That is, SMDs, or 
plurality systems, are strongly associated with LMEs, while PR systems 
are strongly associated with CMEs. Additionally, Chap. 5 suggested that 
the strength of the relationship between electoral systems and VOC stems 
from the ability of electoral system to constrain the abilities of competing 
interests to participate in the political process, and either promote or reject 
economic reforms.

Based on the strength of the electoral system variable, the following 
case study seeks to explore the mechanisms linking electoral system with 
VOC. Specifically, I examine the ways in which electoral systems and their 
associated political institutions constrain economic policy. As Lijphart 
points out:

One of the best-known generalizations about electoral systems is that they 
tend to be very stable and to resist change. In particular, as Dieter Nohlen 
has emphasized, ‘fundamental changes are rare and arise only in extraordi-
nary historical circumstances’. The most fundamental change that Nohlen 
has in mind is the shift from plurality to PR or vice versa. (1994, p. 54)

The case of New Zealand in the 1990s offers an example of Nohlen’s “fun-
damental change,” that is a move from an SMD to an MMP electoral sys-
tem based largely on the German electoral model.1 As Vowles et al. point 
out, New Zealand proves to be a very rare natural experiment.2 The authors 
report that only 14 peaceful electoral changes have occurred between 1885 
and 1985 (Vowles, Aimer, Banducci, & Karp, 1998a). Building upon this 
“controlled political experiment” I expect that the transition to an MMP 
system will likely affect neoliberal policies implemented by the Labour and 
National governments of the 1980s (Nagel, 1994, p. 529).

Chapter Outline

This chapter begins with an examination of the neoliberal reforms adopted 
by New Zealand in the early 1980s. I identify the causes of the economic 
change, the relevant actors and interests pushing for neoliberal reform, 
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as well as the actors and interests affected—positively and negatively—by 
such changes.

I then discuss the causes of the institutional change from an SMD elec-
toral system to the current MMP system. Specifically, I highlight the dis-
illusionment of the New Zealand electorate with the perceived lack of 
democratic input into the policy process, especially in regard to the neo-
liberalization of the economy.

Next, I illustrate and discuss the political institutional changes which 
accompanied the switch to the MMP system. Namely I illustrate the 
accompanying increase in the number of political parties,3 changes to the 
coalition structures of government, and the increasing number of consti-
tutional constraints of the New Zealand system.

Finally, I illustrate and discuss changes to the economic structures fol-
lowing the transformation of political institutions. Specifically, I look at 
changes in overall levels of market coordination, corporate governance, 
industrial relations, vocational training and education, and inter-firm 
relations.

eCOnOmiC and pOlitiCal refOrm in new Zealand

At the turn of the twentieth century, New Zealand ushered in one of 
the most comprehensive welfare state systems in the world. Throughout 
the first half of the twentieth century, the country was characterized 
by far- reaching labor unions, social democratic political parties, and 
a “cradle to the grave” welfare state. In the 1950s and 1960s, New 
Zealand—like other OECD countries—sought to expand the welfare 
state system on the back of rapid post-war economic growth. However, 
by the late 1960s it became apparent that the large-scale social expen-
ditures were growing unsustainable (Castles, Gerritsen, & Vowles, 
1996b, pp. 1–8).

Like many OECD countries, New Zealand faced economic crises 
in the late 1970s and early 1980s (Castles et  al., 1996b; Vowles et  al., 
1998a). High rates of unemployment, inflation, and increasing levels of 
national debt placed significant pressure on the New Zealand govern-
ment to address growing economic difficulties (Boston, Levine, McLeay, 
& Roberts, 1996). Pressures emerging from a changing global economy, 
that is, globalization and increasing international competition, made New 
Zealand’s traditional protectionist and interventionist policies increasingly 
untenable (Easton & Gerritsen, 1996, p. 22).
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In part, the difficulties stemmed from New Zealand’s traditional heavy 
reliance on primary product exports, with the majority of such exports 
destined for the British market. With the decline of Britain in the post- 
war years, increasing European interdependence, and the great distance 
between New Zealand and European markets, the reliance of primary 
product exports to fund social expenditures grew unsustainable (Huber & 
Stephens, 2001, p. 287).

The 1975–1984 National government, led by PM Robert Muldoon, 
was the first to recognize and take steps to address the growing economic 
crisis. However, Muldoon’s right-leaning National party attempted 
to maintain the expansive New Zealand welfare state and the existing 
economic structures through interventionist policies despite interna-
tional and domestic pressures to adopt neoliberal reforms (Castles et al., 
1996a).4

In 1984, in the face of a growing economic crisis, a loss of support from 
the business constituency, and a backlash against the authoritarian nature 
of the Muldoon government, the National government was voted from 
power and replaced by Labour (Aimer & Miller, 2002; Vowles, 1995). 
By 1985, Labour had undertaken extensive neoliberal reforms.5 “David 
Henderson (1995), an experienced OECD observer, has called [these 
reforms] ‘one of the most notable episodes of liberalization that history 
has to offer’” (L. Evans, Grimes, Wilkinson, & Teece, 1996, p. 1856). 
Huber and Stephens describe the new regime well, and it proves useful to 
cite their description at length:

Outside of industrial relations and social policy, the government introduced 
neoliberal marketizing reforms with breakneck speed: the currency was 
floated; state-owned enterprises were ordered to behave like private enter-
prises and then many were privatized; tariffs were progressively reduced; 
import licensing was eliminated; subsidies to industry and agriculture were 
progressively eliminated; where feasible, government departments were cor-
poratized and in some cases privatized; the financial and banking system was 
deregulated; the Reserve Bank was made more independent and ordered 
to focus on price stability as its overriding goal… These radical and rapid 
changes moved the New Zealand economy in 1984 from the most regulated 
economy among OECD countries to one of the least regulated at the end of 
Labour’s second term in 1990. (2001, p. 293)

At first, Labour’s reforms appeared to improve the New Zealand economy 
and subsequently ushered in a return of a Labour government in the 1987 
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election (Castles et  al., 1996a). However, the “honeymoon” period of 
neoliberalism was short-lived (L.  Evans et  al., 1996). Labour’s neolib-
eral reforms led to significant stresses on the New Zealand citizenry and 
proved highly unpopular with the public at large, especially on the part 
of the traditional Labour electorate who viewed the reforms as anathema 
to the conventional policy positions of Labour, and significantly differ-
ent from Labour’s pre-election policy platform (Bray & Nielson, 1996; 
Vowles, 1995). In part, the neoliberal policies led to a fractionalization of 
the traditional left, leading to the emergence of the more left-leaning New 
Labour Party in 1987.

The fact is that in New Zealand, Labour’s austerity policy and efforts were 
so severe that not only a more leftist New Labour Party split off after the 
1987 election and won 5% of the popular vote in 1990, but also allowed the 
conservatives to leapfrog Labour in the 1990 campaign. (Kitschelt, 1994, 
p. 292)

Such a three-way race in an SMD or an FPP system will ultimately punish 
the smaller party, as well as the party from whom voters were taken. This 
will likely allow a party with less than a majority of popular votes to con-
trol parliament, and consequently reduce “the proportionality of election 
outcomes” (Vowles, 1995, p. 100). In this case, Labour was defeated in 
the 1990 election and replaced by a National government (Boston, et al., 
1996, p. 9; Palmer & Palmer, 1997).6 National then went on to control 
New Zealand politics for the next nine years continuing the neoliberaliza-
tion program at an even more rapid rate.7 “The Bolger National govern-
ment continued the process of state restructuring, by introducing increased 
targeting and means-testing of welfare spending, ending centralised wage 
bargaining and reorganising the health administration” (Mulgan, 1997, 
p. 240). Like Labour in 1987, National’s continued attacks on social poli-
cies diverged significantly from the pre-election policy platforms which 
led to increasing disillusionment on the part of the National constituency 
(Vowles, 1995, p. 101).

As Aimer and Miller point out, “The 1990s were the most elector-
ally unsettled decade for more than fifty years” (Aimer & Miller, 2002, 
p. 1). To a great extent, the political instability was largely the result 
of the radical economic reforms of the 1980s (Aimer & Miller, 2002; 
Easton & Gerritsen, 1996, p. 2). Support for “constitutionally uncon-
strained government ebbed dramatically, as both major parties in turn, 
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first Labour and then National, imposed major structural reforms on 
the state and the economy in open defiance of democratic consulta-
tion” (Mulgan, 1997, p. 64). Specifically, as Boston et al. point out, 
such disillusionment was largely the result of “the way in which eco-
nomic dislocation fell more heavily on some groups than on others” 
(1996, p. 5).

Origins of Electoral Reform

In 1984, the Labour Party—in response to being defeated by National 
in 1978 and 1981, despite winning a plurality of votes—called for the 
creation of a commission to examine the FPP system, and consider moves 
toward a PR electoral system (Nagel, 1994).8 The Royal Commission on 
the Electoral System (RCES) found that “New Zealand’s system ranked 
‘near the bottom on every measure’ of proportionality” (Boston et  al., 
1996, p. 16). According the Royal Commission an MMP system would 
address the perceived democratic deficit. The Commission “argued for 
a change to MMP on three grounds: the MMP would be fairer, provide 
better representation, and allow for wider participation in New Zealand 
politics” (Vowles et al., 1998b, p. 192).

In 1992, agreements between Labour and National led to a nonbind-
ing referendum that placed the decision to retain or change the FPP sys-
tem directly in the hands of the New Zealand public. Voters favored a 
reform of the FPP electoral system 84.7 percent to 15.3 percent (Boston 
et al., 1996, p. 21). The binding referendum of 1993 was much closer, 
but still ushered in the change to MMP rules by a vote of 53.9 percent to 
46.1 percent (Boston et al., 1996, p. 23). As such, the stage had been set 
for the first MMP election in 1996.

In short, the evidence suggests that electoral reform was the result of 
public disillusionment with the majoritarian rule of existing Labour and 
National parties, and particularly the perceived undemocratic neoliber-
alization reforms of the 1980s and 1990s. Like the British system, the 
majoritarian structures of New Zealand’s political regime allowed for radi-
cal policy change. As Vowles points out, “governments have been more 
able to put through unpalatable policies in the teeth of public opposition” 
(1995, p. 97). As expected, changes to the New Zealand electoral sys-
tem were accompanied by considerable changes to other existing political 
institutions.
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the effeCts Of eleCtOral refOrm On pOlitiCal 
institutiOns

As Mulgan writes, prior to the transition to MMP, “The New Zealand sys-
tem was more Westminster than Westminster itself” (1997, p. 63). From 
1938 to 1993, New Zealand politics were dominated by two large politi-
cal parties—National and Labour—and parliaments were governed by 
single-party majorities (Boston et al., 1996; Palmer & Palmer, 1997). The 
transition from an FPP system to an MMP system ushered in significant 
changes to other political institutions. Most notably, we see an increase in 
the number of political parties in legislature, a move away from majoritar-
ian governments and the rise of governing coalitions, evolving ideological 
control of the state, and increasing numbers of constitutional veto points. 
The following sections provide empirical evidence of the changes to politi-
cal institutions that accompanied the move to an MMP electoral system.

Number of Political Parties

The most obvious institutional result of the change to an MMP system 
is the increase in the number of political parties gaining seats in the New 
Zealand legislature. As Duverger pointed out, SMD systems are character-
ized by two-party systems, while PR systems are characterized multiple 
political parties (1954). As expected, the adoption of an MMP system led 
to the addition of a number of new political parties to the New Zealand 
legislature.

However, in the case of New Zealand, the potential move toward 
MMP affected the party system prior to ratification of the national ref-
erendum of 1993. In the 1990 election the New Zealand citizenry was 
growing increasingly disillusioned with the political process, especially the 
perceived “‘elective dictatorship’ of one party governments” (Palmer & 
Palmer, 1997, p. 25).

Nearly 14 percent of the electorate voted for parties other than Labour 
or National, with the Green Party garnering 6.9 percent, New Labour 
garnering 5.3 percent, and the Democrat party earning 1.7 percent of the 
popular vote (Palmer & Palmer, 1997, p. 25). Due to the existing FPP 
system, only one MP from the emerging parties (New Labour) won a seat 
in the legislature (Aimer & Miller, 2002, p. 2). Similar results occurred in 
the 1993 election, with the left-leaning Alliance garnering 18.3 percent of 
the vote, and the right-center New Zealand First taking 8.4 percent. Still, 
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under FPP, both Alliance and New Zealand First earned only two seats in 
legislature, thus remaining largely politically ineffectual (Palmer & Palmer, 
1997, p. 32).

The 1996 election, the first under the new MMP rules, ushered in 
changes to the New Zealand party system. Ironically, the 1996 election 
did not drastically change the vote shares for parties, nor did it signifi-
cantly increase the number of parties. Only ACT New Zealand became a 
new party by meeting the 5 percent popular vote threshold required for 
representation.9 “The greatest impact of MMP, however, was not the small 
increase in the number of elected parties, but the proportional allocation 
of parliamentary seats” (Aimer & Miller, 2002, p. 6). Table 6.1 illustrates 
the increased proportionality of seat allocation from 1993 to 1996.

The number of political parties gaining legislative representation con-
tinued to increase after the 1996 MMP election, reaching a high of eight 
parties in 2004.10 Figure 6.1 illustrates a significant increase in the number 
of political parties garnering a minimum of one seat in the New Zealand 
legislature between 1970 and 2011. Of note is the increasing number of 
political parties in the lead-up to the first MMP election in 1996, and the 
continued increase up to the most current election in 2011.

Table 6.1 Disproportionality of seat allocation in New Zealand: 1993 and 1996 
elections

Party Vote % Total seats Percentage of seats

1993 election
  National 35.0 50 50.5
  Labour 34.7 45 45.5
  Alliance 18.2 2 2
  NZ First 8.4 2 2
  Other 3.7 0 0
1996 election
  National 33.8 44 36.7
  Labour 28.2 37 30.8
  NZ First 13.4 17 14.2
  Alliance 10.1 13 10.8
  ACT 6.1 8 6.7
  Christian 4.3 0 0
  United 0.9 1 0.08
  Other 3.2 0 0

Note: Data drawn from Palmer and Palmer (1997, p. 32) and Vowles (1998, p. 29)
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However, as Vowles points out, “MMP has shaped the social ground-
ings of the New Zealand party much less than many expected” (Vowles, 
1998, pp. 45–46). Many hypothesized that increasing numbers of political 
parties would lead to increasing levels of social differentiation in regard to 
party choice. However, this was not the case. The change to MMP did 
not substantively change the coalition structure of government. Rather, 
a “bifurcation” between potential coalition partners emerged, and subse-
quently led to maintenance of a centripetal party system (Kitschelt, 1994; 
Sartori, 1976).

Coalition Governments

Under the FPP system, “government was almost always determined by 
the electoral cycle” (Palmer & Palmer, 2004, p.  39). That is, the win-
ning party stayed in power until (at least) the next election held every 
three years. As such, between 1930 and the 1994 election, New Zealand 
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 government was characterized by single-party majorities (Boston et  al., 
1996, p. 31; Vowles et al., 1998c, p. 7). However, the 1996 election, the 
first under MMP, brought significant changes to the structure governing 
coalitions. Under the new MMP system, the era of “manufactured majori-
ties” was over. “Now there almost always has to be some sort of negotia-
tion between the parties after an election about which parties will form or 
support a government” (Palmer & Palmer, 2004, p. 39).11

For example, in 1993, the National party won 35 percent of the vote 
and still won a parliamentary majority. However, in 1996, the first election 
under MMP electoral rules, National won 34 percent of the vote, but was 
short of the 16 seats necessary to form a single-party majority government 
(Aimer & Miller, 2002; Huber & Stephens, 2001). Table 6.2 illustrates 
the changing governing coalition structures in New Zealand.

Interestingly, as Aimer (1998) points out, the parties gaining legisla-
tive seats in the 1996 election did not necessarily create the “centrifugal” 
structures expected to emerge under MMP. Rather, a two-block structure 
emerged (Sartori, 1976). “This bloc structure then largely determines the 
configuration of formal and informal coalitions in which parties share or 
support others in government” (Aimer, 1998, p. 55). In the New Zealand 
case, this was largely the result of voters not switching their votes from 

Table 6.2 Changes in government type in New Zealand: 1972–2011

Election year Government type Governing party/coalition

1972 Single-party majority Labour
1975 Single-party majority National
1978 Single-party majority National
1981 Single-party majority National
1984 Single-party majority Labour
1987 Single-party majority Labour
1990 Single-party majority National
1993 Single-party majority National
1996 Majority coalition National, NZ first
1999 Minority coalition Labour, alliance
2002 Minority coalition Labour, progressive
2005 Minority coalition Labour, progressive
2008 Minority coalition National, ACT
2011 Majority coalition National, ACT, united

Note: Data drawn from Palmer and Palmer (1997, 2004), and Elections New Zealand, http://www.elec-
tions.org.nz
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one bloc to another, but rather from one party to another party within the 
same bloc (Aimer, 1998). “Going by the early experience with MMP in 
New Zealand, it certainly seems difficult for a minor coalition partner to 
retain its separate identity and, therefore, its united nerve to continue in 
coalition till the next election” (Palmer & Palmer, 2004, p. 43). As such, 
in the case of New Zealand, the consensus predicted by the change in elec-
toral rules did not emerge. Rather, the coalitions that formed were rela-
tively stable and remained largely divided along the left–right continuum 
that pre-dated electoral system reform.

Constitutional Structures

Huber and Stephens contend that prior to the adoption of the MMP elec-
toral system, New Zealand’s constitutional structures possessed no veto 
points (2001, p. 298). It is argued by Huber and Stephens (2001), Palmer 
and Palmer (1997), Evans et al. (1996), and the majority of authors in 
Castles et  al.’s (1996b) edited volume that the lack of constitutional 
veto points proved instrumental to the ability of first Labour, and then 
National, to implement the radical economic reforms in the 1980s.

“New Zealand’s constitution under FPP offered the most stream-
lined executive decision-making machine in the democratic world—
once elected to government a political party could do what it liked 
for the next three years” (Palmer & Palmer, 1997, p. 3). This is most 
readily illustrated by Labour’s “blitzkrieg” policy process of the mid-
1980s in which the Labour government made a radical departure from 
existing policy with little or no consultation with other parties, parlia-
ment, constituency, or organized labor (Easton & Gerritsen, 1996). 
In describing Labour’s policy strategy, Kelsey writes, “The major deci-
sions would already have been taken; any consultation was limited to 
details” (Kelsey, 1997).

With the advent of MMP a number of additional constitutional con-
straints have been added to the New Zealand system, the most obvious 
being the increasingly likely chance of a vote of no confidence. Under 
the FPP system, governments were largely characterized by single-party 
majorities. The party receiving a majority of votes maintained a majority of 
seats in parliament and subsequently was unlikely to ever face a vote of no 
confidence. However, under MMP, the ruling party faces pressures from 
opposition, or coalition parties to either adopt, or halt, specific policies 
(Palmer & Palmer, 2004, pp. 373–374).
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I contend, like Huber and Stephens (2001), Castles et al. (1996b), 
Palmer and Palmer (1997), and Kelsey (1997), that the lack of con-
stitutional veto points was conducive to the radical neoliberal policy 
reforms adopted first by Labour, and continued by National. A system 
characterized by additional constitutional veto points should have cre-
ated a system of increased checks and balances which, in turn, would 
force Labour and National to be more consultative with each other, 
their constituency, and the emerging political parties, which would have 
led to a milder, more cooperative policy outcome.12 Many believed that 
the adoption of MMP electoral system would lead to a less adversarial, 
more consensually oriented political environment (Boston et al., 1996). 
However, to a great extent, increased consultation has not been the 
case (Palmer & Palmer, 2004, p. 376). The adversarial nature of New 
Zealand politics has largely remained the norm. The lack of consultation 
is, to a great extent, the result of the institutional legacies of the long-
standing majoritarian system.

The New Zealand case falls into Sartori’s “moderate pluralist” category 
(1976). That is, “Instead of only two parties, we generally find bipolar 
alignments of alternative coalitions” (Sartori, 1976, p. 179). The bipolar 
coalitions remain divided along the left–right continuum without a strong 
center party occupying the middle of the ideological spectrum. The com-
peting parties remain relatively close along the ideological spectrum and 
subsequently the system remains centripetal, that is, the bipolar coalitions 
vie for control of the ideological center. As such, the potential for alter-
nation between a center-right or center-left coalition remains the norm 
regardless of the proportional electoral system. Under such conditions, 
voter choice—at least in the present—remains largely relegated to the two 
largest parties: Labour and National. Such outcomes have been well docu-
mented by Aimer, who finds that under New Zealand’s MMP rules, voters 
largely changed their vote within coalitions rather than between parties of 
the left and right (1998).

the effeCts Of eleCtOral refOrm On eCOnOmiC 
institutiOns

As stated previously, New Zealand implemented radical neoliberal 
reforms, the likes of which were unprecedented in other OECD coun-
tries (Castles et  al., 1996b). Only the United Kingdom, under the 
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Thatcher government, adopted more far-reaching policy actions (Huber 
& Stephens, 2001). The question remains to what extent did the elec-
toral changes of 1996 affect the radical moves to a more liberal mar-
ket economy. The following analysis will be temporally divided between 
two time frames: pre- and post-MMP reforms. The following section 
examines changes to the New Zealand political economy in four major 
areas—market coordination, labor coordination, business organization, 
and the degree of state intervention—as measured by Casey’s (2009) 
comparative capitalism indices.

Market Coordination

Casey’s (2009) comparative capitalism index seeks to differentiate vari-
ous types of capitalist economies. The scaled index, coded 0–1, is derived 
from three sub-indices measuring labor coordination, business coordi-
nation, and state intervention. Higher scores indicate greater levels of 
coordinated capitalism, while lower scores indicate more liberal capital-
ist systems. Casey points out that “Over time, there has been a general 
movement toward liberalization, with some states, such as New Zealand, 
liberalizing substantially” (2009, p. 255).

Table 6.2 illustrates the significant changes to the New Zealand econ-
omy. As expected, the New Zealand economy increased its level of market 
coordination between 1975 and 1990, largely as a result of implemen-
tation and legacies of the interventionist policies of the Muldoon-led 
National government. Over this period New Zealand maintained a signifi-
cantly higher degree of coordination than the OECD average. However, 
in opposition to the proposed causal logic, between 1990 and 1994 the 
New Zealand economy underwent a precipitous decline and continued to 
become increasingly liberal following the 1996 election and continuing to 
decline through 2005.

The figure suggests that the adoption of MMP electoral rules did not 
lead to a retrenchment of the neoliberal reforms. In fact, Fig. 6.2 illustrates 
an increase in market liberalization following the 1996 MMP election. 
The following sections attempt to disaggregate the capitalism measure 
into its constituent elements—labor organization, business organization, 
and state intervention—in order to shed greater light on the changes to 
the New Zealand economy.
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Changes in Labor Coordination

Casey offers a measure designed to capture the major labor distinctions 
between CMEs and LMEs (2009). Casey has developed a scaled vari-
able, coded 0–1, consisting of measures of trade union density, coverage 
of collective bargaining agreements, the centralization and coordination 
of wages, and levels of educational attainment. As such, Casey’s measure 
approximates an aggregate of the industrial relations, vocational training 
and education, and “employees” categories proposed by Hall and Soskice 
(2001, p. 7). Changes in the organization of labor are illustrated in Fig. 6.3.

Prior to 1989, New Zealand maintained extremely high scores of labor 
power in relation to the OECD average. This is likely a carryover of the 
long-standing and encompassing New Zealand welfare state, and the ten-
ure of the Muldoon administration.

Additionally, in the sequencing of New Zealand liberalization, labor 
market reform came long after the liberalization of financial and goods 
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markets and the capital account. To a large extent, this was because, politi-
cally, “a Labour government could not realistically deregulate the labor 
market or reduce welfare spending as readily as a National government” 
(L.  Evans et  al., 1996, pp.  1870–1871). However, between 1989 and 
1995, the power of labor declined precipitously under the National gov-
ernment, especially with the implementation of the Employment Contract 
Act (ECA) in 1991. This act “replaced centralized bargaining structures 
by decentralized enterprise bargaining, bringing the labor market insti-
tutions closer to the U.S. model then the European model hitherto 
adopted” (L. Evans et al., 1996, p. 1878). Labor organization increased 
slightly between 1996 and 2000, before again trending steeply downward 
from 2000 to 2005 largely as a result of the continuing decline of union 
membership.

As stated previously, New Zealand maintained an extensive welfare 
state system during the post-war era. In regard to labor, between the 
1930s and 1970s, labor market relations were characterized by a high 
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degree of centralization with a system of compulsory union member-
ship and a system of “centralized wage orders … determined by an 
Arbitration Court” (L. Evans et al., 1996, p. 1878). Under the National 
government legislation was passed severely curtailing the power of 
unions, namely, the abandonment of compulsory union membership, 
and the dissolution of centralized wage bargaining. When reforms 
became an inevitable necessity, labor was in a very weak position to halt 
the neoliberal reform.

With Labour’s victory in the 1984 snap election, the power of unions 
was even further eroded, and labor markets opened up significantly. As 
Kelsey writes, “Under the Labour government, compulsory arbitration 
was withdrawn, unions were required to consolidate to secure recogni-
tion, and bargaining shifted progressively from industry to enterprise 
agreements” (Kelsey, 1997, p.  3).13 The result was that “Peak union 
organizations … had relatively little power over affiliates, especially in 
terms of central funding and the right to strike” (Bray & Nielson, 1996, 
p. 70).

One likely explanation of Labour’s radical move toward neoliberal poli-
cies stems from the governing party in New Zealand’s ability to act with-
out the consent of interest groups concerned, in this case, organized labor 
(Bray & Nielson, 1996). In part, this is a result of New Zealand’s “less 
formal constitution with fewer checks and balances to hinder the imple-
mentation of governmental policies” (Easton & Gerritsen, 1996, p. 34). 
This is the opposite of Germany’s courts consistently upholding the con-
stitutionally protected codetermination laws.

Parliament has been extremely powerful and relatively unconstrained in 
New Zealand. There is no constraining upper House; the nonfederal sys-
tem allowed for centralized control over regional and local governments; 
legislation passed by parliament is not subject to judicial review. “The only 
major constitutional check on government was the requirement that it 
must face an election in no more than three years’ time” (Mulgan, 1997, 
p. 63).

Additionally, New Zealand’s two-party system made a need for coali-
tion building a non-issue. Had a strong, politically relevant party repre-
senting organized labor existed (like the AUP in Australia)14 it is likely that 
Labour—or whatever center-left party may have been in place—would 
have been more receptive to the whims of organized labor than under 
the two-party system. Instead, “In … New Zealand, economic difficulties 
meant that influence of capital was heightened and Labour governments 
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were more prone to divorce themselves from their traditional constituents 
among organised labour” (Bray & Nielson, 1996, p. 69).

Changes in Business Organization

The proposed hypotheses would suggest that New Zealand business 
would be more constrained under the new MMP rules, and indicate a 
more coordinated production regime. In order to examine the effects of 
electoral reform on business organization, I rely on Casey’s measure of 
business organization. Casey offers a scaled measure, coded 0–1, of over-
all business organization. The variable is designed to measure corporate 
finance, corporate governance, and inter-firm relations (2009, p.  265). 
Specifically, the variable captures the level of stock market capitalization 
and the percentage of widely held firms.15

As such, Casey’s business measure largely captures the structure of cor-
porate governance types—shareholder versus stakeholder—used by Hall 
and Soskice (2001) and others differentiating liberal market and coordi-
nated market production regime in the VOC.16

Figure 6.4 illustrates the degree of business organization in New 
Zealand as compared to the OECD average. Interestingly, the New 
Zealand business measure remained quite high throughout the time frame 
under investigation, and, as expected, actually increased between 1980 
and 1990, and remained relatively stable through 2005.

As stated above, both Labour and National neither expected nor 
wanted the radical changes to the electoral system when the RCES was 
first formed. However, as it became evident that the change from SMD to 
MMP was inevitable, many MPs began to accept the proposed changes. 
Labour prime minister David Lange “quipped that the only way the major 
parties could stop MMP would be to endorse it” (Nagel, 1994, p. 526).

Still, with the politicians essentially accepting the inevitable, organized 
business maintained a strong opposition to the potential shift to MMP.

Into the breach vacated by demoralized politicians stepped leaders of big 
business. Their pro-FPP Campaign For Better Government (CBG), con-
sisting of the Business Round Table (an organization consisting of over 40 
CEOs of New Zealand’s largest firms), the Employers Foundation, and the 
organization New Zealand Federated Farmers, launched a lavishly funded, 
sophisticated advertising blitz against MMP. (Nagel, 1994, p. 526; Vowles, 
1995, p. 106)
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It is possible that such findings support the work of Martin and Swank 
(2008) that electoral systems, and subsequently party systems, shape the 
type of peak employer associations. They find that PR and multi-party sys-
tems will lead to corporatist peak associations while two-party systems will 
lead to pluralist associations. The logic contends that that in PR/multi- 
party systems, parties will emerge (here dominantly ACT New Zealand) 
that support business interests. This results in cooperation between like- 
minded groups, and the formation of coalitions that support business 
interests.

Changes in State Intervention

CMEs are characterized by a great deal of state intervention in the mar-
ket, while LMEs maintain a “hands-off” approach to the market (Hall & 
Soskice, 2001). Throughout the majority of New Zealand’s history, the 
state—under both Labour and National regimes—maintained very strong 
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interventionist policies. However, “Rolling back the state is a fundamental 
tenet of any structural adjustment programme” (Kelsey, 1997). Beginning 
in the early 1980s the New Zealand state began to dramatically distance 
itself from market intervention and deregulated industry (Ratnayake, 
1999). For example, Evan et al. find a “massive reduction in direct gov-
ernment assistance to industry from 16.2 percent of government (non-
debt) expenditure to 4.0 percent in 1993/1994” (L. Evans et al., 1996, 
p. 1884).

I examine Casey’s (2009) measure of state organization to judge the 
degree of intervention in the market. The measure is scaled 0–1 with high 
scores representing greater degrees of intervention. The variable mea-
sures the size of government, the degree of economic regulation, levels of 
employment protection legislation, levels of unemployment benefits, and 
the degree of active labor market policies (Casey, 2009, p. 263). Figure 
6.5 indicates the precipitous decline in state intervention between 1990 
and 2000, with a small increase between 2000 and 2005.
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Beginning in 1984, the Labour government adopted a much more 
laissez-faire relationship in economic matters, specifically in regard to 
participating in negotiations between labor and business. Such moves 
were largely the result of relatively autonomous technocrats influenced 
by the economic policies of the United States and Britain (Kelsey, 
1997). Additionally, “immediately after the election in 1984, the Labour 
Government announced a programme for gradual reduction of tariffs 
and removal of quantitative restrictions on imports” (Ratnayake, 1999, 
p.  1042). The purpose here, coupled with anti-trust measures, was to 
increase domestic competition between firms “while avoiding industry- 
specific regulation” (L. Evans et al., 1996, p. 1863).

Bray and Nielson describe the withdrawal of the New Zealand state 
eloquently:

In industrial relations policy, National moved quickly to finish what Labour, 
under Roger Douglas’s influence had started. The passing of the Employment 
Contracts Act in May 1990 heralded in the final step in the establishment of 
the New Right paradigm in practice and probably represents the most radi-
cal withdrawal of the state from labour market regulation in the developed 
world. (Bray & Nielson, 1996, p. 82)

Overall, the purpose of the reforms was to achieve “wherever possible, a 
competitive environment in which markets can operate relatively free from 
subsequent intervention by government” (L. Evans et al., 1996, p. 1863). 
The economic deregulation was joined with parallel moves to deregu-
late business coupled with the ultimate goal of privatizing of state assets. 
The stated purpose of privatization was to increase economic efficiency 
(Kelsey, 1997, p. 116). This was represented by the implementation of 
policies based on the British model which led to a significant streamlining 
of public sector employment, and a selling-off of state-owned enterprises 
(L. Evans et al., 1996, p. 1873).

COnClusiOn

The New Zealand economy underwent significant political and economic 
changes in the 1980s and 1990s. Politically, the adoption of an MMP sys-
tem led to increased numbers of effective political parties in legislature, an 
increased likelihood of coalition government, and subsequent weakening 
of the executive. New Zealand has moved away from its label as “more 

 M.P. ARSENAULT



 161

Westminster than Westminster” and, institutionally, has become a more 
consensual political regime (Mulgan, 1997, p. 63). Economically, New 
Zealand has adopted radical neoliberal economic reforms in the face of 
changing domestic and international economic circumstances (Allen & 
Ng, 2000; Casey, 2009; Castles et al., 1996c; Kelsey, 1997).

The proposed hypothesis suggested that following the adoption of 
MMP rules, and subsequent emergence of a more consensually oriented 
political regime, New Zealand would have shown an increased degree of 
market coordination. However, contrary to the proposed hypothesis, the 
New Zealand economy became increasingly liberal following the adoption 
of MMP electoral rules. Figure 6.6 illustrates considerable declines in all 
but one measure of economic organization, that being business organiza-
tion. The concluding section offers some explanations for the unexpected 
trends in the New Zealand economy following the implementation of the 
MMP electoral system.
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Fig. 6.6 Economic change in New Zealand: 1970–2005. Note: Data from Casey 
(2009)
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In general, the New Zealand political economy did not retrench the 
neoliberal reforms following the adaptation of the new MMP system. 
The lack of economic institutional change likely stems from three major 
issues. First, changes to the electoral system did not affect the structure of 
New Zealand politics to a great degree. Second, due to the limited time 
horizon under investigation, the causal chain between changes in political 
institutions and economic institutions has yet to unfold. Third, the pres-
sures from globalization may have proved too great to allow for an aban-
donment of neoliberal policies in the face of public discontent.

A Lack of Substantive Political Change

Both the left-leaning Labour Party and the right-leaning National Party 
were able to implement major neoliberal policies in the 1980s in the face 
of public protest. The ability of the government to implement such pol-
icies was largely the result of the majoritarian political system, and the 
subsequent path dependence of the Westminster tradition. Although the 
economic measures were unpopular, New Zealand did not retrench the 
neoliberal reforms following the move to the MMP system in 1996.

In part, the lack of retrenchment was due to the lasting legacies of 
the British-modeled Westminster institutions that governed New Zealand 
politics from approximately 1893 to 1996 (Mulgan, 1997, p. 233). That 
is, the switch to the MMP system did not fundamentally change the politi-
cal structure of the New Zealand government. As stated previously, the 
changes in electoral rules, and subsequent increase in the number of effec-
tive political parties, did not create the centrifugal structures expected 
under the MMP system, but rather maintained a “high premium on cen-
tripetal competition and pivoting” (Kitschelt, 1994, p. 291).

Short-Term Time Horizons

It remains possible that the predicted changes to the New Zealand econ-
omy—a move toward a more coordinated market production regime—has 
yet to unfold. As Pierson (2004) points out, the effects of political change 
may take significant time to appear.

It has been approximately 15 years since New Zealand’s first election 
using MMP rules. Social processes can take significant time to unfold, and 
subsequently causal processes can be extremely slow moving and take a 
good deal of time to emerge. In regard to causal chains, “in many cases 
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the story runs more like the following ‘x triggers sequence a, b, c which 
yields y.’ If a, b, and c take some time to work themselves out, there is 
likely to be a substantial lag between x and y” (Pierson, 2003, p. 187).

In other words, if the time horizon under investigation is too limited in 
scope, a misreading of causal relationships may occur. In analyzing slow- 
moving outcomes—here changes in economic structures—researchers 
must remain cognizant that there are times “where meaningful change 
in the dependent variable occurs only over the long run” (Pierson, 2003, 
p.  189). It remains to be seen if, with an expanded time horizon, the 
changes to electoral system will have the expected effects on levels of mar-
ket coordination in New Zealand.

Small States in the Global Economy

As stated previously, by the 1980s New Zealand had become too depen-
dent on world markets to maintain its “domestic defense” protectionist 
policies (Castles et al., 1996b; McCraw, 1993). As Casey points out:

A small state like Belgium [or in this case, New Zealand], given its limited 
market resources, by necessity is more exposed to the world economy than 
a large, continental economy like the United States. For many states the 
choice of being open or not is effectively removed. (2002, p. 21)

Katzenstein has examined the role of political parties and electoral sys-
tems on the emergence of the unique economic structures of the small 
European states, specifically how the small states of Europe have realigned 
“their domestic economies with world markets” (1985, p. 21). He con-
tends that the corporatist structures of small European states are the 
result of the multi-party systems and PR electoral systems distinct to these 
countries.

Katzenstein argues that the unique political structures of these states 
lead to the emergence of minority governments which in turn play a 
strong role on the unique policy process of his selected cases. Minority 
 governments ensure conciliation, compromise, and cooperation between 
actors because parties are unlikely to win an outright majority. In a gov-
ernment characterized by minority rule, “according Nils Stjernquist, ‘the 
aim of an opposition in a system of this kind would be to influence policy-
making process. The means available to the opposition would be compro-
mise, its tactics, bargaining’” (Katzenstein, 1985, p. 101).
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In expanding Katzenstein’s argument, since New Zealand adopted 
many of the political institutions of its small European cousins, that is, 
multiple political parties, PR systems, and the presence of minority gov-
ernments, it should have adopted more consensual, incremental, and less 
extreme economic policy reforms. Obviously, this was not the case.

Although facing many of the same pressures of European small states, 
the New Zealand case ultimately led to a very different outcome. Whereas 
the small states tended to adopt corporatist/coordinated economic poli-
cies, not only did New Zealand adopt radical neoliberal policies, it also 
maintained these policies after the implementation of the MMP electoral 
system. The major differences between Katzenstein’s small states and New 
Zealand lie in the structure of political institutions. Katzenstein focused 
on the small corporatist European countries which were highly unlike the 
Westminster system of New Zealand.

As such, it appears that the moves to a highly deregulated political econ-
omy were largely the result of the political institutions that characterized 
the New Zealand system. Although the MMP system did “slow the pace 
of neoliberal reform,” the system did not facilitate or allow a return of the 
pre-1980s interventionist economy (Huber & Stephens, 2001, p. 299).

In short, like the case of the United Kingdom first under Margaret 
Thatcher, then John Major, and continued under Tony Blair, the 
Westminster majoritarian regime allowed for much more drastic neolib-
eral reforms than those found under Germany and many other continental 
European states. In the case of New Zealand, the legacies of majoritarian 
institutions lasted beyond the institutional reforms of 1996. Unlike the 
German case, institutional checks did not exist at the time of neoliberal 
implementation, thus allowing for the radical policy changes to occur.

The above research findings call into question the applicability of the 
theory that consensus-oriented political institutions will lead to greater 
coordination in capitalist systems. In the case of New Zealand, it appears 
that changes in the political system did not affect the neoliberal path 
adopted by the Labour government of the 1980s and continued under 
National in the 1990s. This is not to say that the theory is in and of 
itself incorrect. The theory may illustrate that political institutions can 
help explain the origins of LMEs and CMEs during early industrializa-
tion (Martin & Swank, 2008). Yet the argument seemingly fails to predict 
change in contemporary capitalist economies. As such, much work remains 
to be done explaining the strong correlation between political institutions 
and VOC. In part, such difficulty lies in available data. Electoral change 

 M.P. ARSENAULT



 165

remains a rare phenomenon, especially among comparable OECD states 
(Lijphart, 1994). With limited variation among independent variables 
generalizable, statistical tests remain difficult. For the time being, it may 
behoove scholars to continue additional qualitative studies in pursuit of 
theory building, while working along the vein of Casey (2009) to develop 
more robust and encompassing measures of capitalist variation.

nOtes

 1. It can be argued that because the New Zealand case possesses an 
SMD vote, the electoral system is not necessarily proportional. 
However, building on James’s (2003) discussion of the German 
system (the model for New Zealand MMP) I contend that the 
New Zealand case remains a PR system. James writes, “Because the 
German electoral system is fundamentally a proportional one, it is 
the voter’s second vote that establishes the strength of parties in 
parliament, and therefore decides who will become Federal 
Chancellor” (2003, p. 21). Similarly, the second vote in the New 
Zealand MMP system decides the strength of party power in par-
liament, and ultimately leads to the selection of prime minister 
(Mulgan, 1997, p. 100).

 2. In the 1990s, both Italy and Japan made moves toward MMP sys-
tems. However, as Vowles et al. point out, neither Italy nor Japan’s 
electoral reform substantively affected the proportionality of the 
electoral systems, leaving New Zealand a unique case (Vowles 
et al., 1998a).

 3. New Zealand has long been dominated by two political parties: 
Labour and National. Labour traditionally has been strongly sup-
ported by trade unions, and is associated with “advancing socialist 
principles.” The National Party, on the other hand, is “rooted in 
the farming and business communities” and is “interested in pro-
moting free enterprise and protecting individual freedom” 
(McCraw, 1993, p. 8).

 4. Easton and Gerritsen (1996), Kelsey (1997), and Huber and 
Stephens (2001) contend that the right-leaning National party’s 
maintenance of the existing economic structures stemmed from 
the party’s long-term support from the landholding agrarian 
class—who benefited from the existing protectionist policies—the 
uneducated, and the elderly, both reliant on the expansive welfare 
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state benefits. National’s reliance on such a constituency for elec-
toral support made the adaptation of neoliberal reforms politically 
difficult.

 5. It may seem counterintuitive that the most extreme economic 
reforms would be implemented by a Labour government. The 
public had grown disillusioned with National’s handling of the 
economy. As such, Labour was, at least in part, reacting to the 
long-term policy failures of the right-leaning National govern-
ment. As such, Labour made a radical policy change of its own 
drastically different from policy programs traditionally associ-
ated with the labor movement. “The logic of two-party compe-
tition disposed the two parties habitually in opposition to adopt 
alternative policies, and tradition therefore gave way to oppor-
tunity and a contingent policy response” (Castles et al., 1996a, 
p. 216).

 6. Of particular interest and note, this fractionalization of the Labour 
Party parallels a similar phenomenon in the British system where 
Labour split with the emergence of the Liberal/Social Democratic 
Party in 1983 and 1987. In both cases the major Labour Party was 
defeated as a result of the disproportionality of the SMD electoral 
system, and the subsequent majoritarian nature of parliamentary 
control.

 7. Building on the work of Castles et al. (1996a), it is likely that the 
change in voter preference from Labour to National was more of a 
rejection of Labour policies than support for the National party. 
Nadeau and Lewis-Beck examine the effects of economics on vot-
ing preferences (2001). Voter preferences change with changes in 
economic conditions. The two-party nature of the New Zealand 
electoral system limited voter choice to either an acceptance or 
rejection of one party in favor of the other rather than a preexisting 
coalition policy platform that would likely emerge in a more pro-
portional electoral system.

 8. Interestingly, Labour did not intend to radically alter the existing 
FPP system (Vowles, 1995). The purpose of the RCES was to 
“propose modest reforms that would not disturb the Labour- 
National duopoly” (Nagel, 1994, p. 526). However, the RCES, 
under Sir Geoffrey Palmer, proposed the radical change to an 
MMP system which was soon furthered by a large grassroots orga-
nization. In 1990, although campaigning on a message that elec-
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toral reform would be decided through referendum, National 
attempted to close the Pandora’s box of institutional reform 
through unsuccessful and “not so subtle maneuvers” (Nagel, 
1994, p. 526). This illustrates the degree to which self- preservation 
was on the minds of the two major political parties.

 9. The increase in the number of effective political parties in 1993 
was the result of the fractionalization of both Labour and National 
into a number of “niche parties” in the run-up to the 1996 elec-
tion (Aimer & Miller, 2002).

 10. An increase in the number of political parties did occur between 
1972 and 1976. Specifically, we see the rise of the Social Credit 
Political League. This represents the growing disillusionment of 
the New Zealand electorate with the dominant two-party system, 
and Labour and National specifically, and the subsequent strength 
of FPP in maintaining a two-party system (Aimer, 1998; Kelsey, 
1997, p. 25).

 11. Interestingly, the Campaign for Better Government (CBG), con-
sisting of a number of groups representing business interests, 
argued that the addition of smaller parties in coalition formation 
would ultimately prove undemocratic in that “Minor parties hold-
ing the balance of power would … undemocratically dictate poli-
cies to larger parties as a price of their support” (Vowles, 1995, 
p. 110). This illustrates the emphasis that business interests placed 
on the maintenance of SMD rules in face of a potential threat from 
a move to PR electoral rules.

 12. Easton and Gerritsen, in their comparison of economic reform in 
Australia and New Zealand, compellingly argue that Australian 
economic reforms were much less extreme due to the presence of 
a federated system, a bicameral legislature, and formal constitution 
(1996, p. 34).

 13. To an extent, Labour’s abandonment of the traditional labor con-
stituency led both the New Zealand Federation of Labour and its 
successor, the New Zealand Council of Trade Unions, to strongly 
back the proposed reforms to anMMP system. However, due to 
the weakening structure of labor and declining labor membership, 
the ability of such organizations to effect change was quite limited 
(Vowles, 1995, p. 105).

 14. For a more in-depth comparison of Australian and New Zealand 
labor parties and politics, see Castles and Shirley (1996).
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 15. Casey’s OECD measure includes the degree to which firms are 
able to operate independently from shareholders, but regrettably, 
the component variable, derived from the AMADEUS database, 
is limited to European countries and is not available for New 
Zealand.

 16. I recognize that Casey’s measure fails to capture other notable 
aspects that traditionally differentiate business relationships 
between varieties of capitalism, namely, inter-firm relationships. 
Nevertheless, the measure does serve as a proxy measure on which 
to build a theoretical discussion of changes to business organiza-
tion during the New Zealand liberalization period.

referenCes

Aimer, P. (1998). Old and new party choices. In J. Vowles, P. Aimer, S. Banducci, 
& J. Karp (Eds.), Voters’ victory?: New Zealand’s first election under proportional 
representation. Auckland: Auckland University Press.

Aimer, P., & Miller, R. (2002). New Zealand politics in the 1990s. In P. Aimer, 
J. Vowles, S. Banducci, & J. Karp (Eds.), Proportional representation on trial: 
New Zealand’s second MMP election and after. Auckland: Auckland University 
Press.

Allen, M., & Ng, S. H. (2000). Self-interest, economic beliefs, and political prefer-
ence in New Zealand. Political Psychology, 21(2), 323–345.

Boston, J., Levine, S., McLeay, E., & Roberts, N. (1996). New Zealand under 
MMP: A new politics? Auckland: Auckland University Press.

Bray, M., & Nielson, D. (1996). Industrial relations reform and the relative auton-
omy of the state. In F. Castles, R. Gerritsen, & J. Vowles (Eds.), The great 
experiment: Labour parties and public policy transformation in Australia and 
New Zealand. St. Leonards, Australia: Allen and Unwin.

Casey, T. (2002). The social context of economic change in Britain: Between policy 
and performance. Manchester: Manchester University Press.

Casey, T. (2009). Mapping stability and change in advanced capitalisms. 
Comparative European Politics, 7(2), 255–278.

Castles, F., Gerritsen, R., & Vowles, J. (1996a). Introduction: Setting the scene 
for economic and political change. In F. Castiles, R. Gerritsen, & J. Vowles 
(Eds.), The great experiment: Labour parties and public policy transformation in 
Australia and New Zealand. St. Leonards, Australia: Allen and Unwin.

Castles, F., Gerritsen, R., & Vowles, J.  (1996b). Conclusion: The great experi-
ment in perspective. In F. Castles, R. Gerritsen, & J. Vowles (Eds.), The great 
experiment: Labour parties and public policy transformation in Australia and 
New Zealand. St. Leonards, Australia: Allen and Unwin.

 M.P. ARSENAULT



 169

Castles, F., Gerritsen, R., & Vowles, J.  (Eds.). (1996c). The great experiment: 
Labour parties and public policy transformations in Australia and New Zealand. 
St. Leonards, Australia: Allen and Unwin.

Castles, F., & Shirley, I. (1996). Labour and social policy: Gravediggers or refur-
bishers of the welfare state. In F. Castles, R. Gerritsen, & J. Vowles (Eds.), The 
great experiment: Labour parties and public policy transformation in Australia 
and New Zealand. St. Leonards, Australia: Allen and Unwin.

Duverger, M. (1954). Political parties. New York: Science Editions.
Easton, B., & Gerritsen, R. (1996). Economic reform: Parallels and divergences. 

In F. Castles, R. Gerritsen, & J. Vowles (Eds.), The great experiment: Labour 
parties and public policy transformation in Australia and New Zealand. St. 
Leonards, Australia: Allen and Unwin.

Evans, L., Grimes, A., Wilkinson, B., & Teece, D. (1996). Economic refom in 
New Zealand 1984–95: The pursuit of efficiency. Journal of Economic 
Literature, 34(December), 1856–1902.

George, A., & Bennett, A. (2005). Case studies and theory development in the social 
sciences. Cambridge, MA: The MIT Press.

Hall, P. A., & Soskice, D. W. (2001). Varieties of capitalism: The institutional foun-
dations of comparative advantage. Oxford, England and New  York: Oxford 
University Press.

Huber, E., & Stephens, J.  (2001). Development and crisis of the welfare state: 
Parties and policies in global markets. Chicago: University of Chicago Press.

James, P. (2003). The German electoral system. Burlington: Ashgate Publishing 
Company.

Katzenstein, P. J. (1985). Small states in world markets: Industrial policy in Europe. 
Ithaca, NY: Cornell University Press.

Kelsey, J.  (1997). The New Zealand experiment: A world model for structural 
adjustment? Auckland: Auckland University Press.

Kitschelt, H. (1994). The transformation of European social democracy. Cambridge: 
Cambridge University Press.

Lijphart, A. (1994). Electoral systems and party systems: A study of twenty-seven 
democracies, 1945–1990. New York: Oxford University Press.

Martin, C. J., & Swank, D. (2008). The political origins of coordinated capitalism: 
Business organizations, party systems, and state structure in the age of inno-
cence. American Political Science Review, 102(2), 181–198.

McCraw, D. J. (1993). New Zealand’s foreign policy under National and Labour 
governments: Variations on the “small state” theme. Pacific Affairs, 7–25.

Mulgan, R. (1997). Politics in New Zealand. Auckland: Auckland University Press.
Nadeau, R., & Lewis-Beck, M. (2001). National economic voting in the US presi-

dential elections. Journal of Politics, 63, 159–181.
Nagel, J. H. (1994). What political scientists can learn from the 1993 electoral 

reform in New Zealand. PS: Political Science and Politics, 27, 525–529.

THE ECONOMIC EFFECTS OF ELECTORAL REFORM: NEW ZEALAND 



170 

Palmer, G., & Palmer, M. (1997). Bridled power: New Zealand and government 
under MMP. Oxford: Oxford University Press.

Palmer, G., & Palmer, M. (2004). Bridled power: New Zealand’s constitution and 
government. Oxford: Oxford University Press.

Pierson, P. (2003). Big, slow-moving, and … invisible. In J.  Mahoney & 
D. Reuschemeyer (Eds.), Comparative historical analysis in the social sciences 
(pp. 177–207). Cambridge: Cambridge University Press.

Pierson, P. (2004). Politics in time: History, institutions, and social analysis. 
Princeton: Princeton University Press.

Ratnayake, R. (1999). Industry concentration and competition: New Zealand 
experience. International Journal of Industrial Organization, 17, 1041–1057.

Sartori, G. (1976). Parties and party systems: A framework for analysis. Cambridge, 
England and New York: Cambridge University Press.

Vowles, J. (1995). The politics of electoral reform in New Zealand. International 
Political Science Review, 15, 95–115.

Vowles, J.  (1998). A new post-MMP party system? In J.  Vowles, P.  Aimer, 
S. Banducci, & J. Karp (Eds.), Voters’ victory?: New Zealand’s first election under 
proportional representation. Auckland: Auckland University Press.

Vowles, J., Aimer, P., Banducci, S., & Karp, J. (1998a). Expectations of change. In 
J.  Vowles, P.  Aimer, S.  Banducci, & J.  Karp (Eds.), Voters’ victory?: New 
Zealand’s first election under proportional representation (pp. 1–27). Auckland: 
Auckland University Press.

Vowles, J., Aimer, P., Banducci, S., & Karp, J. (1998b). Voter rationality and the 
advent of MMP. In J. Vowles, P. Aimer, S. Banducci, & J. Karp (Eds.), Voters’ 
victory?: New Zealand’s first election under proportional representation. 
Auckland: Auckland University Press.

Vowles, J., Aimer, P., Banducci, S., & Karp, J.  (Eds.). (1998c). Voters’ victory?: 
New Zealand’s first election under proportional representation. Auckland: 
Auckland University Press.

 M.P. ARSENAULT



171© The Author(s) 2017
M.P. Arsenault, The Effects of Political Institutions on Varieties of 
Capitalism, DOI 10.1007/978-3-319-50892-4_7

CHAPTER 7

Conclusion

Although a general consensus exists regarding the existence of capital-
ist variation, a pressing issue for comparative political economists “has 
been how to explain the absence of convergence upon a common form of 
industrial policy, and the continued distinctiveness of national capitalisms” 
(Howell, 2007, p. 241). Since the early 2000s, the VOC framework has 
been one of dominant explanatory models in the comparative capitalism 
sub-discipline.

The VOC framework contends that capitalist production regimes can 
be classified into CMEs and LMEs. The CME production regimes are 
typified by cooperation, that is, cooperation between industry-specific 
firms (especially on issues like wage determination), cooperation between 
the labor force and the firms, and cooperation between the companies and 
capital holders (Soskice, 1999, p. 106).

Where the CME production regime is characterized by coopera-
tion, the LME regime is typified by strong competition. Under an LME 
regime, the economic actors have only a limited ability to coordinate 
their actions. LME production regimes include short-term financial time- 
frames, “deregulated labor markets,” an emphasis on general skills in the 
workforce, and fierce competition between firms (Soskice, 1999, p. 110).

The VOC literature contends that the key causal difference between 
production regimes is the “strategic interaction central to the behavior 
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of economic actors,” particularly the coordination capacity between firms 
(Hall & Soskice, 2001, p. 5). In other words, firms will pursue produc-
tion policies shaped by the existing economic institutional structures, 
 particularly: financial, industrial relations, education, and inter-company 
relations systems. Where interactions within the above arenas are governed 
by institutions favoring competition and other neoclassical economic prin-
ciples, an LME production regime will emerge. In cases where the above 
arenas are governed by institutions promoting cooperation, collaboration, 
exchange of information, sanctions for defection, and so on, we will find 
the emergence of CME production regimes.

Although the VOC has made significant contributions to the under-
standing capitalist economies, I, and others, remain skeptical of the causal 
logic (Hancké, 2009b). I contend that a greater emphasis on the role of 
politics and political institutions is imperative to understanding variation 
in capitalist economies. For example, a strong correlation exists between 
political regime and the LME and CME dichotomies posed by the VOC 
framework (Gourevitch, 2003; Roe, 2003). However, debate continues 
regarding the connection between political institutions and VOC.  The 
purpose of this book was to open the proverbial “black box” and identify 
the causal mechanisms linking political institutions and variation in capi-
talist systems.

I find that the behavior of firms and other economic actors does 
not occur in a political vacuum. Rather, the ability of actors to cooper-
ate or compete, and the subsequent strategies of firms, are shaped and 
constrained by the institutions structuring the political environment in 
which economic players operate. This research book, building on a strong 
emerging research program, has illustrated that the institutions composing 
majoritarian and consensus political regimes are instrumental in constrain-
ing the choice sets of political and economic actors, specifically in regard 
to cooperation and competition. Such constraints subsequently shape the 
behavior of economic actors in advanced industrial societies.

Additionally, I find that once such political regimes are in place it is 
difficult for an economy to diverge from its given capitalist type, even in 
the face of international pressures to modify existent structures. The most 
important variables shaping variation in capitalist economies are partisan-
ship and policy legacies, electoral system, the number of effective political 
parties, and the number of constitutional constraints.
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Chapter Outline

This chapter begins by synthesizing the empirical findings regarding the 
effects of political institutions on VOC and evaluates the merits of this 
book in reference to answering the proposed research questions. I also 
illustrate how such findings fit with existing theories in the VOC literature.

Next, I discuss the theoretical contributions and implications of this 
research book. I frame the book within the comparative capitalism lit-
erature in general, and the continuing research program examining the 
relationship between political institutions and VOC (Martin & Swank, 
2008). Specifically, I reference the ways that this book has built upon and 
lent credence to recent VOC studies.

Then, I discuss some difficulties common to studies of comparative 
capitalism in general and this book specifically. I draw explicit attention to 
the limited availability of comparable data capturing the major aspects of 
the VOC framework. Second, I draw attention to the potentially problem-
atic aggregate measure of constitutional constraints applied in the quan-
titative chapter, and suggest an alternative strategy for further research.

Furthermore, I suggest a path ahead for continued research toward 
developing a better understanding of the relationship between political 
institutions and capitalist variation. I illustrate the necessity of engaging in 
a concentrated effort to develop comparable comparative capitalism data, 
the need to place greater emphasis on the role of institutional veto play-
ers, and suggest how this book may lend clarity to the current European 
economic crisis.

SyntheSiS Of empiriCal findingS

The quantitative inquiries of this book sought to answer three questions. 
First, what political institutions are related to variation in capitalist sys-
tems? Second, what political institutions serve as the strongest indicators 
of CMEs and LMEs? Third, what are the effects of specific political insti-
tutions on the arenas that typically characterize CMEs and LMEs?

In answering the first and second questions, quantitative findings illus-
trate that partisanship and policy legacies, the number of political parties, 
and electoral rules are significant indicators of LMEs and CMEs.

Partisan control of government and the subsequent policy legacies mat-
ter in regard to the development and variation of capitalist economies. 
Long-term control of government by parties of the right leads to the 
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 pursuit of policies favorable to the interests of business and capital hold-
ers, and is associated with LMEs. Long-term control of government by 
parties of the left tends to favor the interests of labor and others lower on 
the socioeconomic scale, and is associated with CMEs. Such findings thus 
support the work of Esping-Andersen (1990), Hicks and Swank (1992), 
Brady and Leicht (2007), and Huber and Stephens (2001).

The number of political parties matters in shaping variation in capitalist 
systems. Two-party systems are associated with LMEs, while multi-party 
systems are associated with CMEs. The number of political parties affects 
variation in capitalist economies in that higher numbers of political parties 
increase the number of relevant actors, and subsequently the number of 
interaction streams in the political process (Sartori, 1976). Higher num-
bers of interaction streams create an environment in which cooperation 
and coordination are necessary to implement policy. On the other hand, 
in two-party systems, generally characterized by majority rule, the ruling 
party is able to enact their desired policy with little or no input from the 
opposition.

Additionally, my findings support much of the comparative capital-
ism literature in that electoral systems play a decisive role in shaping the 
structure of the political and economic regimes of various states (Cusack, 
Iverson, & Soskice, 2007; Katzenstein, 1985; Martin & Swank, 2008). 
According to the quantitative model applied in this book, electoral rules 
are the most robust indicator of variation in capitalist economies. Single- 
member district electoral systems are strongly associated with LMEs, 
while proportional representation electoral systems are strongly associated 
with CMEs. The strength of the variable lies in the influence of electoral 
systems on the number of effective political parties (Duverger, 1954), the 
strength of the executive (Lijphart, 1999), and the structuring of govern-
ing cabinets (Manow, 2001). As such, it is the electoral system that proves 
instrumental in creating an environment of coordination and cooperation, 
through a PR electoral system, multiple political parties, peak associations, 
and coalition governments, or an environment of competition driven by 
SMD electoral rules, a two-party system, pluralistic interest associations, 
and majoritarian governance.

In answering the third question, across all four economic arenas under 
investigation—corporate governance, industrial relations, vocational 
training and education, and inter-firm relations—the role of politics and 
political institutions matters. However, the degree to which political insti-
tutions affect the different arenas varies. Although this book has illustrated 
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a strong relationship between various political institutions and the eco-
nomic arenas composing the liberal and coordinated market economies, 
the causal mechanisms linking specific political institutions and corporate 
governance, industrial relations, vocational training and education, and 
inter-firm relations remain unclear and require further investigation.

Nevertheless, electoral systems proved especially strong across the 
board. In part, the strength of the electoral systems variable stems from 
the ability of electoral rules to shape peak associations and policy stabil-
ity. In turn, peak associations and policy stability appear to be important 
mechanisms shaping the economic arenas of VOC. This is especially rel-
evant in the corporate governance, industrial relations, and inter-firm rela-
tions arenas.

In corporate governance, electoral system shapes policy stability. In 
PR systems policy remains relatively stable. This leads to investors mak-
ing credible commitments to longer-term investments. In SMD systems, 
where policy can change rapidly, investors are less likely to make credible 
commitments, instead favoring short-term returns on capital.

In the industrial relations and inter-firm relations arenas electoral sys-
tems prove instrumental in the shaping of peak associations. In PR sys-
tems, we are more likely to find large, centralized labor and employer 
associations which in turn foment greater cooperation between labor and 
employer groups. On the other hand, in SMD systems, we are likely to 
find much more pluralistic and decentralized employer and labor associa-
tions which in turn create a much more adversarial environment.

The qualitative inquiries of this book sought to answer three questions. 
First, do the proposed causal relationships between political institutions 
and VOC exist in real-world cases? Second, do the political institutions 
affect the economic component arenas? Third, what alternative or inter-
vening variables become apparent through the qualitative research?

It goes without saying that the changes to the global economy, begin-
ning in the 1970s, proved instrumental in shaping structures of capital-
ist economies. Without question, the advanced industrial economies have 
become increasingly liberal (Casey, 2009). However, a total convergence 
toward a one best neoliberal conception of capitalism has not occurred. 
Rather, we see a continued “bifurcation” between CME and LME frame-
works (Soskice, 1999). The continental European states retain the charac-
teristics of a CME, while the Anglo-Saxon countries most closely represent 
an LME. This confirms much of what the comparative  capitalism  literature 
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which suggests, that is, there are a number of ways by which countries 
adapt to changing global markets (Martin & Thelen, 2007), and these 
strategies are largely governed by political regime.

This study suggests that the abilities for a given state to either adopt 
neoliberal reforms, or maintain coordinated economic structures largely 
depends on the political institutions composing a given political regime. 
States with majoritarian systems—or in the case of New Zealand, a legacy 
of majoritarian systems—were able to implement significant neoliberal 
changes when compared to states with consensus political systems.

The most recognizable intervening variable to be revealed in the quali-
tative case studies lies in the role of constitutional constraints, or insti-
tutional veto players, in shaping the choice sets of economic actors. The 
necessity of including such measures is discussed in greater depth in the 
“path ahead” section.

theOretiCal impliCatiOnS

This book has contributed to the growing research program calling into 
question the causal underpinnings of the VOC framework. Whereas the 
VOC approach focuses largely on the strategic behavior of the firm, this 
book contributes to a camp of scholars who “look for the sources of diver-
sity elsewhere—in politics, history, or culture rather than in the micro- 
structure of markets” (Hancké, 2009a, p. 8).

By concentrating on the role of politics, this book has answered Deeg 
and Jackson’s call for greater focus on the ways in which political insti-
tutions, and other “formal rule-making systems” shape the processes by 
which VOC are structured (2007, p. 169). Similarly, I have continued the 
work of Amable and Palombarini, who called for greater emphasis on the 
ways that states and political institutions constrain the behavior of actors 
operating within the political economy, and the ability of those controlling 
the state to autonomously institute changes to the institutional structure 
(2009, pp. 126–129).

By concentrating on political institutions, I have built upon and lent 
credence to a number of comparative capitalism studies. For example, I 
confirm Birchfield and Crepaz’s findings that majoritarian systems, char-
acterized by a unicameral government, single-member districts, two- 
party systems, and single-party majority governments, are conducive to 
a system of adversarial politics and strong competition between actors. 
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On the other hand, I find that consensus systems—PR rule, multi-party 
legislatures, multi-party governments, and bicameral legislatures—tend to 
promote compromise and negotiation (1998, p. 179). However, I move 
beyond Birchfield and Crepaz by illustrating how the propensity for a 
particular political regime to shape competition or cooperation can shape 
variation in capitalist systems.

Similarly, I confirm the work of Iversen and Soskice (2006) and Cusack 
et al. (2007) that electoral system and party system variables shape class 
coalitions and can affect economic outcomes. Specifically, I find that 
majoritarian systems tend to favor the interests of the center-right, while 
consensus systems tend to favor the interests of the center-left.

Furthermore, my findings suggest, like Martin and Swank’s (2008), 
that party systems matter in regard to the development of peak associa-
tions. Specifically I find that proportional representation and multi-party 
systems are conducive to the development of strong peak labor and busi-
nesses organizations, while single-member district electoral rules and two- 
party systems are conducive to more pluralist associations.

Also, I confirm the findings of Korpi (2006), Esping-Andersen (1990), 
and Brady and Leicht (2007) that partisanship and policy legacies mat-
ter in shaping the structures of differing capitalist systems. Specifically, I 
find that majoritarian institutions favor the right while consensus systems 
favor the left. Where the political right maintains long-term control of 
cabinets, we are likely to see policies favoring the interests of capital hold-
ers and business, while long-term cabinet tenure of left-leaning parties 
are conducive to policies favoring labor and those lower on the socioeco-
nomic scale.

Lastly, this book has laid a significant groundwork for further efforts to 
examine the role that political institutions play in constraining the adjust-
ment paths of European Union countries in the face of pressures to adopt 
severe austerity measures in light of the current economic crisis. As in the 
1980s, much of Europe is facing significant pressures to adopt neolib-
eral economic policies. However, as can be seen by the social backlash of 
Greece, Spain, and others, the degree to which domestic economies will 
adopt such proposed changes remains to be seen. As such, this book lends 
credence to the findings of Hooghe and Marks (1999) and Swank (2001, 
2002) that domestic institutions may allow for the continued domestic 
“variety of capitalism” despite international pressures to adopt neoliberal 
policies.
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the path ahead and SuggeStiOnS fOr further 
reSearCh

First, a major difficulty in conducting temporal studies of variation in 
capitalist systems lies in the general scarcity of comparable quantitative 
data capturing specific aspects of varieties of capitalist systems over a sig-
nificant period of time. The work of Terrence Casey (2009) that devel-
oped an encompassing set of relevant and comparable data capturing the 
most important aspects of capitalist variation is a welcome step in the 
right direction. Scholars operating within the comparative capitalism field 
should make a more concerted effort to build upon Casey’s efforts. More 
refined measures will allow for more broad and generalizable quantitative 
investigations, lend greater validity and reliability to empirical findings, 
and thus contribute significantly to the current research program address-
ing comparative capitalism generally, and political institutions and VOC 
specifically.

Second, the role of constitutional constraints, specifically institu-
tional veto players, on capitalist variation deserves further investigation. 
Although the quantitative evidence suggested that constitutional con-
straints were largely insignificant, the qualitative case studies indicate that 
such constraints play a key role in shaping the structure of a capitalist 
economy. In order to plumb deeper into the effects of institutional veto 
players it will behoove future quantitative inquiries to disaggregate the 
additive index created in this book into its constituent elements, namely, 
federalism, presidentialism, bicameralism, the use of referenda, and the 
degree of judicial review. By adding dichotomous variables capturing indi-
vidual institutional veto points into the model, greater empirical leverage 
will be gained in identifying the strength and direction of relationship, 
as well as the relevant causal mechanisms linking specific constitutional 
constraints and VOC.

COnCluSiOn

Capitalism has risen to become the dominant economic system for all 
advanced industrial societies. However, it would be a tremendous over-
simplification to assume that all capitalist economies are the same. Rather, 
significant variation exists between the capitalist structures of different 
states. As such, it is imperative to understand the underpinnings of differ-
ent capitalist economies.

 M.P. ARSENAULT



 179

This book has contributed to the comparative capitalism literature 
in three major ways. First, this book confirms the existence of a liberal 
and CME dichotomy. Second, this book confirms the strong correlation 
between majoritarian systems and LMEs, and consensus political systems 
and CMEs. Third, and most importantly, this book has soundly illustrated 
that the role specific political institutions play on shaping the capitalist 
economies of advanced industrial societies should not understated.

This study has illustrated the necessity of augmenting the VOC frame-
work with a more refined and encompassing discussion regarding the 
function of political institutions on capitalist divergence. Specifically, this 
book calls for a greater emphasis on the ways that political institutions 
constrain the incentive structures of relevant economic actors to cooper-
ate or compete, thus shaping the structures of divergent capitalist systems.
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