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Preface

I have been working on this book for many years. (Most of my friends would 
say too many years.) When asked to describe the project, I used to respond 
that it is about how national institutions—primarily electoral and labor mar-
ket institutions—shape the political and policy responses of governments to 
economic globalization. To clarify, I would add that it is about how domestic 
politics reacts to and interacts with the global economy and how institutions 
structure these relationships. These topics are central to the study of compar-
ative and international political economy, my areas of specialization in politi-
cal science. As a result of contemporary world events, I have changed the way 
I frame these issues and even changed the content of the book to a limited 
extent, hoping to reach a larger audience. Today I describe the book’s topic as 
the political backlash against globalization in the Anglo-American democra-
cies, and I say that the reason people who do not study political economy for 
a living should care about this, without trying to sound hyperbolic, is that 
the future of the global economy is at stake, and possibly international peace 
and stability as well. This is a more interesting description, even for political 
scientists.

When I started writing, the likelihood of a political backlash against glob-
alization, one with the potential to undermine longstanding foreign eco-
nomic policy commitments to economic openness and multilateralism, 
seemed remote. The idea that such a backlash would take hold in the Anglo-
American democracies seemed even less likely. Economic historians were 
noting important similarities between the late 19th and early 21st centuries, 
but the possibility that the emerging discontent then and now would end 
the same way, that we would see a repeat of the 1930s when the international 
economy collapsed under the weight of global depression and beggar-thy-
neighbor foreign economic policies, was dismissed, and rightfully so, by 
most as fanciful. This is no longer the case. The 1930s have become our new 
historical reference point. At the time of this writing, headlines warning the 
return of economic nationalism abound. The United Kingdom is prepar-
ing to undertake immigration reform, partly to save “British Jobs for British 
Workers,” and the United States has just adopted a nearly $800 billion stim-
ulus bill with a “Buy America” clause that has the international community 
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crying foul. Recognizing the severity of the economic crisis, the head of U.S. 
intelligence recently announced that the global economy is now the number 
one threat to American national security, replacing Al Qaeda and global ter-
rorism. I still believe that we are unlikely to see a 1930s-like scenario unfold, 
mainly because policymakers have learned important lessons from the inter-
war period, but the risks to the international economy are more serious today 
than at any other point since the end of World War II.

During the years I worked on this project, I took a tour of Big Ten polit-
ical science departments, a journey that started in Minnesota and ended in 
Illinois by way of Michigan. My ideas were infl uenced signifi cantly at each 
stop on the trip. The germ of this project surfaced in my dissertation, which 
I wrote at the University of Minnesota. John Freeman’s passion for political 
economy and social science infected me at a very early stage in my graduate 
studies, and his imprint on the book is probably the largest. I was inspired 
by both his and Ethan Kapstein’s research on globalization. John got me to 
think about the policy constraints that come with international capital mobil-
ity. Ethan Kapstein alerted me to the destructive potential of a globalization 
backlash. Both John and Diana Richards provided sage advice throughout 
the writing of my thesis. I received constructive comments from a number of 
my fellow graduate students as well. I am grateful to Glenda Morgan, Hans 
Nesseth, Darel Paul, and the other members of the international relations dis-
sertation discussion group that met during my last few years in Minnesota.

The book began to take shape while I was an assistant professor at the 
University of Michigan. I owe a special debt of gratitude to Sean Ehrlich and 
Clint Peinhardt, political science graduate students at the time, who worked 
with me as coauthors on a paper that ultimately became chapter 2. It would 
be impossible to overstate the infl uence, both in terms of research methods 
and political economy substance, of Robert (Rob) Franzese. When it comes 
to political economy scholarship, Rob has been and remains my example of 
excellence. I also benefi ted from conversations with several of my colleagues 
at the Gerald R. Ford School of Public Policy including Rebecca Blank, Kerwin 
Charles, Alan Deardorff , John DiNardo, Katherine Terrell, David Thacher, and 
Marina Whitman. Moving to Illinois in the fall of 2005 allowed me to fi nish the 
project. As department head, Peter Nardulli made sure that I had the time that 
I needed to write. William Bernhard and Robert Pahre gave me valuable com-
ments on chapter drafts. Many of my Illinois colleagues, past and present, pro-
vided advice and needed encouragement, particularly Jose Cheibub, Xinyuan 
Dai, Zachary Elkins, Brian Gaines, James Kuklinski, and Milan Svolik.

I benefi ted from several seminar presentations including ones at the 
University of Illinois in the summer of 2003, Yale University in the winter 
of 2005, Duke University and Pennsylvania State University in the fall 2006, 
and the University of Minnesota in the winter of 2007. I thank my hosts and 
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the participants for their suggestions. Others who have provided useful feed-
back over the years include Tim Büthe, William Clark, Jim Granato, Mark 
Hallerberg, Nathan Jensen, William Keech, Judith Kelley, David Leblang, 
Quan Li, Layna Mosley, Thomas Plümper, Frances Rosenbluth, Ken Scheve, 
and Vera Troeger. I apologize to those whose names I have forgotten to men-
tion. I know there are many. I also want to thank David McBride for providing 
comments that helped to make the book much more accessible to non-spe-
cialists. Finally, I want to thank my family and friends for all the support that 
they have provided me. I know that they, more than anyone, have made it 
possible for me to write this book.
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3

1

Economic Globalization and Domestic 
Politics in the Developed Democracies

Around the world there is growing political opposition to the liberalization 
of trade, the rising levels of foreign investment, and increased infl ows of 
foreign workers. This backlash against economic globalization is beginning 
to have an impact on public policy, particularly in the developed democra-
cies. In Europe over the last few years, we have witnessed EU “enlargement 
fatigue,” the rejection of a European constitution by French and Dutch vot-
ers, and, more recently, governmental attempts to limit cross-border mergers 
and acquisitions in a number of “strategic” sectors of the economy, such as 
the banking, steel, and energy sectors. On the other side of the Atlantic we 
see similar political developments. President George W. Bush had to fi ght 
an intense political battle early in his administration to win Trade Promotion 
Authority from Congress. During the 2004 campaign, presidential candidate 
John Kerry referred to CEOs who outsource production as traitors. The Central 
American Free Trade Agreement passed the U.S. House of Representatives 
by a single vote in the summer of 2005. Dozens of anti-China trade bills have 
been introduced in Congress in recent years. The collapse of the World Trade 
Organization’s Doha round of multilateral trade negotiations is yet another 
manifestation of swelling discontent with globalization. Why do we observe 
this backlash, and where will it have the most signifi cant and lasting policy 
consequences? What are the implications for the global economy and inter-
national relations more generally?

International and comparative political economists have argued that the 
domestic political foundation of the current liberal international economy 
rests on an implicit bargain between governments and their citizens called 
the bargain of embedded liberalism. According to this compact, govern-
ments are expected to protect their citizens from the vagaries of the global 
economy, primarily through the provision of social insurance and, more 
recently, with active labor market programs in return for political support for 
policies like free trade that drive economic globalization. Without this sup-
port, democratically elected politicians fi nd it hard to endorse policies of eco-
nomic openness.
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Some believe that new revenue constraints arising from the globalization 
of production and fi nance are making it increasingly diffi  cult for govern-
ments to live up to their end of the bargain, which, in turn, puts the future of 
the international economy in doubt. International bond markets “discipline” 
governments that borrow excessively, and multinational corporations shift 
production across borders to avoid taxation. This is troubling on economic 
grounds as expanding trade has been a source of growth and prosperity in 
core countries for many years and promises the same for countries in the 
developing periphery. There are potentially serious consequences for inter-
national peace and security as well. When globalization was reversed in the 
1930s, political disintegration and world war followed closely behind. Hence, 
it is imperative that we better our understanding of these issues.

In this book, I argue that the combination of majoritarian democracy and 
decentralized labor markets exacerbates the political problems that govern-
ments committed to economic openness face, and that the countries with 
these institutions are the most susceptible to a backlash against globaliza-
tion. Unfortunately, this list of countries includes the United States and 
United Kingdom, two pillars of the international economy, Australia, a coun-
try that plays a special role in multilateral trade talks because of its member-
ship in the Cairns Group—a coalition of agricultural exporting nations that 
was organized to promote free trade in agricultural products—and Canada, 
also a member of the Cairns group as well as the G8. Moreover, Germany 
and Japan are undergoing market reforms that, if successful, will make their 
political economies much more similar to the American and British systems. 
I engage and occasionally challenge some of the most infl uential research on 
globalization in political science, which has focused almost exclusively on the 
small corporatist European economies with large welfare states, downplayed 
the policy constraints arising from increased international capital mobility, 
and ignored public attitudes toward the international economy. In the end, I 
conclude that a new bargain of embedded liberalism must be forged, particu-
larly within the world’s most powerful nations, to sustain economic global-
ization. This will require carefully crafted compensatory programs that are 
designed with an eye to their politically sustainability.

ALTERNATIVE VIEWS OF GLOBALIZATION AND 
DOMESTIC POLITICS

Political economists have studied the reciprocal relationship between eco-
nomic globalization and domestic politics in the developed democracies for 
many years now.1 Does the internationalization of fi nancial markets lead to 
welfare state retrenchment? Is the international economy vulnerable to a 
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political backlash against globalization? Can corporatist systems of industrial 
relations survive the multinationalization of economic production? These 
are just a few of the important topics debated in the globalization literature 
today. Based on the answers they provide to these and related questions, it 
is possible to separate most globalization scholars into one of two groups—
those who view the relationship between domestic politics and economic 
globalization optimistically or, in other words, largely compatible; and those 
who take a more pessimistic outlook, emphasizing the tension between dem-
ocratic politics at the national level and the growth of international markets.2 
I do not take sides in the debate between globalization optimists and pessi-
mists.3 Instead, I draw on the relative analytical strengths of both camps in 
an attempt to bridge the divide that separates them. I begin by outlining their 
respective positions.

Pessimists believe that the internationalization of markets presents 
national governments with a number of serious challenges. They emphasize 
the constraints that come with economic openness. Dani Rodrik (1997), for 
example, has argued in an infl uential monograph that globalization increases 
the political demands on governments to provide social insurance and other 
public goods at the same time that it undermines their ability to fi nance addi-
tional spending. According to this argument, which I refer to throughout the 
book as Rodrik’s “globalization dilemma,” the political and economic forces 
of globalization pull governments from diff erent directions. Pessimists point 
to welfare state retrenchment and declining capital taxes as evidence of this 
dilemma.

The concern is that ultimately one of these opposing forces will win out—
either we will see an erosion of popular sovereignty over the domestic econ-
omy and democracy will be severely vitiated, or a political backlash against 
globalization will cause governments to rethink their commitment to policies 
of economic openness. The latter fear has become more prevalent recently, 
particularly among economic historians. These scholars worry that a public 
backlash against international economic openness might lead to a repeat of 
the policies of the 1930s that ended the fi rst great period of globalization (e.g., 
Kapstein 1996; Rodrik 1997; O’Rourke and Williamson 1999; Gilpin 2000; 
James 2001; Bordo, Taylor, and Williamson 2003). By contrast, much of the 
early research on globalization in political science argued that the interna-
tionalization of markets would force all countries to converge onto a single 
neoliberal political economic model (e.g., Freeman 1990; Kurzer 1993; Moses 
1994; Steinmo 1994).4 In other words, this work emphasized the domestic 
political consequences of economic globalization rather than the eff ects of 
politics on the international economy.5

The more optimistic view of globalization developed partly as a response to 
the convergence thesis, which was, and to some extent remains, ubiquitous 
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in both academic journals and the popular press. The group of globalization 
optimists includes many of the scholars who contribute to the “varieties of 
capitalism” literature.6 Optimists downplay globalization’s constraints and 
emphasize democratic choice instead.7 Most do not deny that globalization 
has important eff ects on domestic politics, but they see the relationship 
between the global economy and domestic politics as mutually reinforcing 
and supportive. Societies that prefer regulated economies, interventionist 
governments, and income equality will only see their preferences strength-
ened by economic globalization. Moreover, cross-national diff erences in 
domestic political and economic institutions create space for leftist govern-
ments to choose distinct policies in response to globalization. Therefore, sig-
nifi cant variation in the forms of democratic capitalism will continue into the 
indefi nite future and may even increase. Countries will pursue “divergent 
paths” in response to globalization. Kitschelt and colleagues (1999, 444) put 
it simply:

The more organized market economies remain organized, interventionist, reg-
ulatory, and socially supportive, and they continue to seek to manage adapta-
tion through cooperation and concertation among collective organizations and 
governments. The liberal market economies are becoming even more liberal, 
with a weakening of social supports and an increased emphasis on individual 
merit and markets.

Garrett (1998a, chapter 4) also concludes on the basis of careful empirical 
analysis that globalization increases the policy diff erences between govern-
ments in corporatist and liberal market economies: the former are spend-
ing more while the latter are spending less. The quantitative evidence in 
Swank (2002a, chapter 3, table 3.5) supports the divergent paths thesis as 
well. Increasing international capital mobility is associated with lower levels 
of social welfare eff ort in countries with liberal market economies and exclu-
sive electoral systems (i.e., polities in which the interests of political “losers” 
are not represented in the policy-making process) and higher levels of social 
welfare eff ort in countries with corporatist economies and inclusive electoral 
systems that encourage accommodation between political “winners” and 
“losers.”8

Because they argue that the constraints associated with globalization are 
exaggerated, some optimists believe the threat of a backlash is overstated as 
well. If globalization does not lead to neoliberal convergence, there is no rea-
son for a backlash to emerge. Countries that have competitive markets and 
minimalist welfare states have freely chosen this path, so compensating mar-
ket losers is politically unnecessary. These societies have elected right-wing 
and center-left governments that have pushed both economic openness and 
welfare state retrenchment. According to the optimists, these choices tell us 
something about societal preferences in the countries with liberal market 
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economies: they prefer free markets, trade, small government, and economic 
growth.9 Again, globalization will only reinforce the existing societal prefer-
ences. This position is implicit, if not explicit, in much of the “varieties of 
capitalism” research.10

For some purposes this division (optimists vs. pessimists) is a fruitful way 
to organize and think about the research on globalization, but it also obscures 
the fact that there are really two important and largely separate issues being 
debated. The fi rst debate is about convergence. More specifi cally, does global-
ization cause a race-to-the-neoliberal-bottom? The second is about the likeli-
hood of a political backlash against economic openness and the reversibility 
of globalization. Once we disconnect these debates, it is easier to see why 
globalization optimists and pessimists occasionally talk past each other, and 
the limitations of both camps become more apparent.

One problem with the standard “divergent paths” argument is that its 
assumptions about societal preferences in the liberal market economies 
are largely inconsistent with the public opinion research on globalization.11 
Consider the United States, everyone’s exemplar of a liberal market econ-
omy.12 The survey evidence from the United States is clear. Americans are 
worried about globalization, seemingly growing more so over time, and 
they expect their government to help them adjust to international compe-
tition. For example, here is a question from a recent (January 2004) PIPA/
Knowledge Networks Poll about government support for trade that was also 
asked in 1999.

Overall, with regard to international trade, do you think that it should be a goal 
of the US to: try to actively promote it, simply allow it to continue, try to slow it 
down, or try to stop or reverse it?

From 1999 to 2004, the number of American respondents who said the United 
States should actively promote international trade dropped by 9% from 32% 
to 23%. The number who said the United States should either allow it to con-
tinue without promoting it or actively try to slow it down (67%) increased by 
10%.13 The numbers are similar when the question asks more generally about 
globalization. Moreover, the response to the following question suggests that 
Americans are not unconditional proponents of free trade.

Which of the following three positions comes closest to your point of view? I 
favor free trade, and I believe that it is necessary for the government to have 
programs to help workers who lose their jobs. I favor free trade, and I believe 
that it is not necessary for the government to have programs to help workers 
who lose their jobs. I do not favor free trade.

A signifi cant majority of respondents say their support for trade is conditional 
on the government providing programs to help displaced workers. In 2004, 
60% of respondents agreed with the statement expressing conditional support 
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for trade. This is 6% below the level of support in 1999. The number of respon-
dents expressing unconditional support for trade also declined 5% from 18% 
to 13%. There was a large increase in the number of respondents who said 
they opposed free trade unconditionally (14% to 22%). Of those surveyed, 63% 
said that government eff orts to retrain workers who have lost their jobs as a 
result of trade were inadequate, up from 57% in 1999 (PIPA 2004).14

These concerns have had some eff ect on policy. In the summer of 2002, 
the U.S. Congress ended an eight-year stalemate by granting trade pro-
motion authority to President Bush. The authorizing legislation included 
an important concession made to free trade opponents—an increase in 
trade adjustment assistance to those who lose their jobs as a result of more 
intense international competition and an experimental wage insurance pro-
gram for older workers.15 More recently, in his nomination address at the 
2008 Republican National Convention, presidential candidate John McCain 
embraced retraining programs and wage insurance as part of a comprehen-
sive strategy for economic adjustment to trade-related job loss. In short, there 
seems to be little reason to dismiss the role of compensating losers when it 
comes to the politics of economic openness in the U.S. and other liberal mar-
ket economies.16

Globalization optimists and other proponents of the “divergent paths” 
argument correctly point out that the liberal and coordinated (or corporat-
ist) economies have responded diff erently to globalization. The problem is 
that there is almost no evidence that confi rms the underlying assumptions 
about public attitudes in the liberal market economies. This suggests that it 
may be problematic to infer social preferences from observed policy choices. 
At the same time, the pessimists have largely ignored domestic institutions 
and therefore failed to show why the liberal market economies are uniquely 
vulnerable to globalization pressures or why the growing discontentment 
with economic openness might have future policy implications. This book 
addresses these important yet relatively neglected issues.

To sum, surprisingly little progress has been made in reconciling the views 
of globalization pessimists and optimists. The divide remains wide. Most 
importantly, for my purposes, they give two diff erent explanations for why 
the liberal market economies are heading down a policy path that combines 
greater economic openness and smaller social safety nets. The “divergent 
paths” viewpoint is that the liberal market economies have freely chosen their 
course, which implies it is a politically sustainable trajectory (see fi gure 1.1). 
Others see this trend as evidence of a “globalization dilemma.” Governments 
must provide social protection in order to maintain public support for eco-
nomic openness, but the policy constraints that come with increased inter-
national capital mobility are pushing these countries off  a stable equilibrium 
path (see fi gure 1.2). To restore political equilibrium, governments must 
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either reduce levels of exposure to the international economy (Path A) or fi nd 
new ways to provide eff ective social protection (Path B).

It is worth noting that there is a group of scholars who argue that the 
internationalization of markets has little, if any, eff ect on domestic politics 
and policymaking (e.g., Iversen and Wren 1998; Iversen and Cusack 2000; 
Pierson 2001). I refer to this group as the globalization skeptics. If pessimists 
believe that globalization creates both pressures and constraints on govern-
ments, and optimists accept the former but not the latter (countries must 
adjust to globalization pressures but they are not constrained to a single neo-
liberal response), skeptics argue that globalization produces neither. Iversen 
and Cusack, for example, contend that globalization pressures are unrelated 
to overtime and cross-national patterns in government spending. This posi-
tion diff ers from arguments like Garrett’s and other “divergent path” propo-
nents who believe, not that globalization is causally irrelevant when it comes 
to variables like government spending, but rather, that globalization’s eff ects 
are fi ltered through domestic political structures and institutions. I address 
the skeptics’ case throughout the book.

In what remains of this introductory chapter, I briefl y outline my theo-
retical argument for why the majoritarian democracies with liberal market 
economies are vulnerable to a political backlash against globalization and 
discuss the empirical evidence that supports this argument. Some would say 
my concerns about a globalization backlash are overly dire because (1) there 
are positive trends in the international economy that make openness less 
risky for workers than in the past, (2) globalization is largely irreversible, and 
(3) globalization’s losers can be eff ectively compensated. I conclude the chap-
ter by addressing each of these issues.

THE ARGUMENT

My argument does not fi t neatly into any of the categories described above. I 
agree with the optimists (and disagree with many pessimists) that globaliza-
tion does not lead to neoliberal convergence. I do not believe, at any time in 
the near future, the economies of Austria and Sweden will resemble that of 
the United States. Nor do I believe that these countries are vulnerable to a 
globalization backlash that could have adverse consequences for the inter-
national economy. Thus, I accept the divergent paths thesis as an accurate 
description of what we are observing empirically. Nevertheless, I argue that 
globalization creates new political pressures on governments in countries 
where trade is directly linked to levels of unemployment and associated with 
more labor market risk, and I argue that globalization constrains govern-
ments that are dependent on capital taxation. For these reasons, I contend 
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that the political and economic conditions are ripe for a backlash against glo-
balization in a particular subset of the developed democracies: the majoritar-
ian democracies with liberal market economies. These countries are the ones 
that face Rodrik’s globalization dilemma. Therefore, I share a concern held 
by some pessimists. I do not believe that the policy trajectory of these coun-
tries is politically sustainable over the long term. I am particularly troubled 
because this subset includes some of the most important countries when it 
comes to governing the international economy (e.g., Canada, Britain, and the 
United States). If the leaders of any of these countries abandon their commit-
ment to maintaining openness in the international economy, it would have 
grave consequences. My argument, which has three parts, begins with the 
connection between Ruggie’s notion of embedded liberalism and Rodrik’s 
globalization dilemma.

Globalization and the Crisis of Embedded Liberalism (Part I)

Building on the classic work of Polanyi (1944), John Ruggie (1982) introduced 
the concept of embedded liberalism into the political science mainstream 
with his seminal article on hegemony and international economic orders.17 
According to Ruggie, the international community learned two important 
lessons from the collapse of the gold standard and interwar global economy. 
First, the international economy would break down if states pursued unilat-
eral, beggar-thy-neighbor trade policies. As a result, postwar governments 
around the Organisation for Economic Co-operation and Development 
(OECD), by and large, have committed themselves to pursuing free trade 
through multilateralism. Second, governments could not ignore the internal 
costs of adjusting to external economic shocks. Because trade causes eco-
nomic dislocations and exposes workers to greater risk, it generates political 
opposition that democratically elected leaders ignore at their peril. Thus, one 
important implication of the commitment to free trade is that political lead-
ers have had to be aware of and actively manage public support for economic 
openness. To do this, governments have exchanged welfare state policies 
that cushion their citizens from the vagaries of the international economy in 
return for public support for openness.

Embedded liberalism is the domestic social compact on which the post-
World War II international economy was built. It recognized the importance 
of maintaining a liberal international economic order based on free trade 
and multilateral cooperation, but this commitment to liberalism was embed-
ded within a more important obligation of governments to protect domes-
tic social welfare. According to this story of postwar reconstruction, a link 
between trade and welfare state spending was established soon after World 
War II ended.
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Ruggie’s argument recognizes there is both a demand and supply side associ-
ated with the politics of international economic openness.18 Workers exposed 
to fi erce international competition demand protection. Governments, in turn, 
supply protection, which can come in a number of diff erent forms—for exam-
ple, tariff s, insurance, and adjustment assistance, to name a few of the most 
important kinds. Governments committed to economic openness prefer, if 
possible, to supply policies like insurance and adjustment assistance (rather 
than tariff s) in return for public support for trade. In chapter 2, I argue that 
the underlying factors that gave rise to the bargain of embedded liberalism 
are still in place, even in the liberal market economies: governments remain 
committed to free trade; workers in sectors of the economy exposed to for-
eign competition are still the strongest opponents; insurance and compensa-
tion programs remain the most eff ective means for governments to increase 
support for trade among those who are inclined to oppose it.

Starting with Ruggie’s ideas, Rodrik (1997) identifi es a signifi cant glob-
alization dilemma. He argues that growing international economic integra-
tion increases the demand on governments for protection at the same time 
it undermines their ability to supply policies that require signifi cant govern-
ment spending.19 More workers are exposed to international competition 
through trade, and increased international capital mobility makes it diffi  cult 
for governments to fi nance spending. This dilemma makes countries politi-
cally vulnerable to a backlash against globalization. The unfortunate possi-
bility is that constrained governments will abandon their commitment to 
economic openness by adopting restrictions on international trade and capi-
tal fl ows. In this way, Rodrik’s globalization dilemma can be viewed as a crisis 
of embedded liberalism (Keohane 1984; Garrett 1998b).

I argue that, because of important cross-national diff erences in domes-
tic political and economic institutions, Rodrik’s globalization dilemma is 
not equally severe for all countries. First, the degree to which globalization 
increases demands for protection depends on how, and the extent to which, 
shocks in international commercial markets are transmitted to domestic 
labor markets. This depends greatly on a country’s labor market institu-
tions. The strength of the political demand for protection also depends on 
how exposed the aggregate (national) labor market is to trade and the size of 
the shocks in international commercial markets. I argue that, ceteris paribus, 
trade generates more uncertainty and insecurity for workers who operate 
in competitive labor markets, and this leads them to pressure their govern-
ments for protection. Second, the constraints arising from international cap-
ital mobility primarily aff ect countries dependent on capital taxes to fi nance 
government spending. This dependence is a function of how majoritarian 
a country’s polity is. Majoritarian democracies rely more heavily on capital 
taxes to fi nance public spending. Therefore, Rodrik’s globalization dilemma 
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applies most forcefully to countries that combine competitive labor markets 
with majoritarian political institutions, a combination found in the Anglo-
American democracies.

Competitive Labor Markets and the Demand for Protection (Part II)

I argue in chapter 3 that governments in countries with relatively competitive 
labor markets will face stronger demands for protection from international 
competition.20 The logic is mainly conventional and twofold. First, as Hall 
and Soskice (2001) have argued, fi rms in countries with liberal market econ-
omies are quick to hire and fi re in response to changing prices. Therefore, in 
these countries, trade-related shocks to the economy (e.g., shocks to foreign 
demand or the competitiveness of foreign fi rms) are passed to workers in 
terms of employment levels. This is not true in the corporatist economies 
where the labor market institutions were designed in part to sustain full 
employment despite volatile conditions in the international economy. One 
of the strategies used in the corporatist economies to achieve this end is real 
wage moderation (Lange 1984; Garrett 1998a, 32). Given their dependence on 
trade, it is critical to keep wages low in order to maintain international com-
petitiveness. In fact, Katzenstein has argued that terms-of-trade and balance-
of-payments problems—or, more generally, the deterioration of a country’s 
trade performance—are the key signals to labor unions that it is time to hold 
wages down.21

Second, trade increases the elasticity of the demand for labor in compet-
itive market economies, exposing workers to greater risk (Rodrik 1997).22 To 
the extent that it facilitates the multinationalization of production, either 
through outsourcing or foreign direct investment, trade fl attens the labor 
demand curve by making it easier for fi rms to substitute foreign labor for 
domestic.23 Exogenous shocks (domestic or international in origin) to a fl at 
labor demand curve lead to greater changes in equilibrium levels of employ-
ment than shocks to a steep labor demand curve do.24 Therefore, in countries 
with competitive labor markets, increased trade should be associated with 
more stochastic volatility in employment—that is, random, unpredictable 
changes in employment from year to year. Again, we would not expect this 
to be the case in corporatist economies where the labor market institutions 
were designed to stabilize employment and insulate workers from the risks 
associated with economic openness. However, the relative certainty under 
corporatism comes at a cost: there is less labor mobility across sectors of the 
economy, which can lead to long-term unemployment for a small group of 
workers. I argue that this is a trade-off  many workers, particularly the politi-
cally powerful labor “insiders” who face very little if any risk of unemploy-
ment in corporatist systems, are willing to make. Even in a growing economy 
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with opportunities for reemployment at high wages, losing one’s job gen-
erates more risk and insecurity than real wage cuts. Thus, workers in non-
corporatist economies are more likely to suff er trade-induced anxieties than 
their counterparts employed in corporatist systems.

Majoritarian Democracy and the Supply of Protection (Part III)

In chapter 4, I argue that countries with majoritarian political institutions 
face the strongest revenue constraints as a result of globalization because 
they are more dependent on capital taxes than countries with consensual 
polities. This makes it diffi  cult for them to respond with increased spend-
ing to new globalization pressures without experiencing signifi cant deterio-
ration in their budget balances. To understand my argument, it is helpful 
to think about the tax policy preferences of the median voter (most likely a 
wage earner) and the infl uence of the median voter in diff erent political con-
texts. The policy preferences of the median voter are important in majori-
tarian democracies because these policies will have majority support among 
the electorate. With respect to capital taxation, the median voter will prefer 
revenue-maximizing rates, and therefore, in majoritarian democracies, the 
capital tax rate will be set close to this level. In consensus democracies, where 
the polity is more inclusive in its representation of political minorities, the 
preferences of individuals with signifi cant capital income are more likely to 
be incorporated into tax policy, and, importantly, parties that represent wage 
earners are able to make credible commitments to tax rates below their rev-
enue-maximizing levels. To the extent that globalization reduces the cost of 
international capital mobility, it will shift the revenue-maximizing tax rate 
downward, and this will pressure governments in majoritarian countries to 
lower their capital taxes. It they do not lower tax rates, capital will fl ow out 
of the country, the tax base will shrink, and the revenue losses will be even 
greater.

THE EVIDENCE

In chapter 2, I provide micro-level evidence that connects exposure to trade, 
government spending, and individual support for tariff  protection. The data 
set I use comes from two International Social Survey Programme (ISSP) 
surveys on national identity conducted in 1995 and 2003. It includes respon-
dents from Australia, Austria, Canada, Germany, New Zealand, Norway, 
Spain, Sweden, the United Kingdom, and the United States. The results are 
consistent with the embedded liberalism thesis. The strongest opposition to 
trade comes from individuals employed in sectors of the economy that have 
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the highest levels of imports. Yet, the results demonstrate that politicians 
can, in fact, build support for trade, even among these sectors. Politically 
feasible policy reforms can off set declines caused by increased exposure to 
international competition. Interestingly, I fi nd that raising net replacement 
rates for unemployment insurance increases support for trade among those 
employed in tradable sectors of the economy while spending on active labor 
market programs does not.

At the macro-level, I show that aggregate exposure to import competition 
correlates strongly with levels of government spending across the OECD. 
As imports rise, so do levels of government spending, and the magnitude 
of this eff ect depends on the percentage of workers employed in tradable 
industries and, to a lesser extent, the average duration of unemployment 
spells. The macro-panel data set analyzed in chapter 2 (and later chapters) 
includes twenty OECD countries: Australia, Austria, Belgium, Canada, 
Denmark, Finland, France, Germany, Ireland, Italy, Japan, the Netherlands, 
New Zealand, Norway, Portugal, Spain, Sweden, Switzerland, the United 
Kingdom, and the United States. The sample period is 1960–2000. Taken 
together, the micro and macro fi ndings suggest that the bargain of embedded 
liberalism is an important part of the contemporary politics of international 
economic openness, even in countries with strong right-wing parties and lib-
eral market economies like the United States.

The empirical analyses in chapters 3 and 4 also utilize the macro-panel 
dataset. In chapter 3, I examine the relationship between wage and trade-
related shocks, levels of trade openness, and employment. The results are 
more or less consistent with the conventional wisdom from comparative 
political economy. First, there is more evidence that shocks, in non-corporat-
ist countries, are passed to workers in terms of employment levels; second, 
trade openness increases the elasticity of the demand for labor in the liberal 
market economies; and fi nally, trade generates more employment volatility 
in countries with competitive labor markets than it does in the corporatist 
economies.

The empirical evidence presented in chapter 4 shows that the tax policies 
of majoritarian democracies, richly endowed ones in particular, are most 
constrained by increasing levels of international capital mobility. These 
countries are the most dependent on capital taxes, and they have seen the 
largest declines in tax rates. A comparison of tax reform in Britain and the 
Netherlands beginning in the 1980s largely supports the theoretical argu-
ment. Britain, a majoritarian democracy, was at (or possibly above) its rev-
enue-maximizing capital tax rate at the beginning of the 1980s. European 
economic integration, which made these tax rates very costly in terms of 
revenue generation, was a major impetus for reform. The British govern-
ment could either lower its capital tax rate or see the tax base shrink to the 
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point at which the capital taxes would generate very little revenue anyway. 
The Netherlands, a consensus democracy, also reformed its tax system, but 
the Dutch if anything increased their average eff ective capital tax rate. The 
Dutch tax system was less dependent on capital taxes than the British sys-
tem for revenue generation, and therefore European economic integration 
did not present the same set of challenges for the Netherlands. In chapter 
5, I examine the empirical consequences of the demand and supply sides of 
my argument jointly. The econometric evidence suggests that countries that 
have relied heavily on capital taxes to fi nance spending face substantial bud-
getary pressures when they experience an increase in employment volatility.

IS THERE A SILVER LINING?

There are at least three reasons that my concerns about a political backlash 
against globalization may be too pessimistic. First, because of structural 
changes in the economies of the developed democracies, primarily deindus-
trialization, workers are becoming less exposed to foreign competition and 
externally generated risk despite rising trade fl ows. A similar argument is 
that there is more price stability in international markets today than in previ-
ous decades. Second, it could be that globalization is more or less irrevers-
ible. The most sophisticated and persuasive version of this argument is that 
a coherent ideological alternative to globalism is a necessary and currently 
missing condition for globalization to be reversed, particularly in the liberal 
market economies. Finally, it is possible that a new bargain of embedded lib-
eralism can be established, one that will allow governments in the Anglo-
American democracies to rebuild popular support for economic openness.

I address these arguments in turn below. I am doubtful that the fi rst two 
conditions make the probability of a political backlash signifi cantly less 
likely, but I am hopeful that a new social compact with this eff ect can be 
established.

Economic Trends

Figures 1.3 and 1.4 plot the average (cross-national) values of four key eco-
nomic variables throughout the post–Bretton Woods period. The fi rst two 
in fi gure 1.3 are the average percentage of workers employed in “tradable” 
sectors of the economy (i.e., manufacturing and agriculture) and the terms 
of trade volatility. The terms of trade measure is the average fi ve-year mov-
ing standard deviation for the log diff erence in the ratio of export to import 
prices. The variables plotted in fi gure 1.4 are the percentage of possible 
capital account transactions that are unrestricted and the value of imports 
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expressed as a percentage of GDP. From the graphs, it is clear that (on aver-
age) imports are rising; capital account restrictions are on the decline; fewer 
workers are employed in tradable sectors of the economy (deindustrializa-
tion); and terms-of-trade volatility is dropping. These trends are interest-
ing because two of the changes—increased imports on the one hand and 
fewer capital account restrictions on the other—are making countries more 
susceptible to externally generated labor market risk, while the other two 
 changes—declining terms of trade volatility and deindustrialization—are 
making countries less vulnerable.

Deindustrialization and the concomitant rise of the service economy 
represent one of the biggest changes underway in the OECD economies 
(Rowthorn and Ramaswamy 1999; Alderson 1999; Iversen and Wren 1998; 
Iversen and Cusack 2000; Alderson and Nielsen 2002). To the extent that ser-
vices remain non-traded, this implies fewer workers exposed to trade compe-
tition and therefore lower levels of political opposition to free trade policies. 
This proposition receives substantial support from the empirical analysis in 
chapter 2, but there is an important caveat. Those employed in services sec-
tors of the economy will become increasingly exposed to international com-
petition over time.

Regarding the U.S. economy, trade in services is growing rapidly and 
the balance between exports and imports is shrinking (relative to the value 
of these fl ows). According to data from the Bureau of Economic Analysis, 
exports of private services were worth $197 billion and imports $130 billion in 
1995. By 2005, these numbers were $360 billion and $281 billion, respectively. 
The recent American backlash against Indian phone centers is indicative of 
the increasingly competitive and global nature of service industries. Using 
measures of geographic industrial concentration, Jensen and Kletzer (2005) 
estimate that 13.7% of total U.S. employment is in tradable service industries 
and therefore, at least potentially, subject to international competition. In 
comparison, only 12.4% of total U.S. employment is in tradable manufactur-
ing industries.

As for international prices, there is no reason to expect continued terms-
of-trade stability. In fact, the oil price spike that occurred shortly after the 
U.S. invasion of Iraq sent a major terms-of-trade shock to most of the world’s 
economies. International price stability may be a bygone feature of the global 
economy already.

Globalization Is Irreversible

Not everyone believes that globalization is reversible. Some contend that 
the degree of interdependence and its benefi ts are so great that reversal is 
unimaginable. Others argue that globalization is not simply the result of 
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policy choices made by states, but is also driven by exogenous forces like 
technological and organizational change that are diffi  cult for governments to 
shape (Skolnikoff  1993; Winner 1977). In this sense, the international econ-
omy is beyond the control of states and acts as a structural constraint upon 
them (Andrews 1994; Cerny 1995). Some would go so far as to argue that the 
nation-state has become obsolete (Wriston 1992; Ohmae 1995). Much of the 
comparative politics literature on globalization also treats international eco-
nomic integration as an exogenous force that acts upon domestic politics 
(Kitschelt et al. 1999; Garrett 1998a).

While it may be useful to assume that globalization is exogenous for ana-
lytical purposes, the historical record strongly contradicts the view that glob-
alization is truly irreversible and exogenous. Though we sometimes forget, 
globalization has been stopped and reversed before, and many of the same 
arguments that are being made today about technology and interdependence 
also were made in the years prior to World War I (Angell 1914). In fact, the schol-
ars who are most concerned about the future of the international economy 
seem to be ones who study globalization from a historical perspective.25 For 
these scholars, the analogy of the early twentieth century and interwar periods 
has much to tell us about contemporary political responses to globalization.

For example, Kevin O’Rourke and Jeff rey Williamson (1999, 287) contend 
that distributional consequences of globalization during the late nineteenth 
and early twentieth centuries fueled the political backlash that ultimately 
destroyed the global economy; they argue that “globalization, at least in part, 
destroyed itself” and that “the globalization experience of the Atlantic economy 
prior to the Great War speaks directly and eloquently to globalization debates 
today.” Jeff ry Frieden (2006, xvi) writes “As was the case a hundred years ago, 
many people now take an integrated world economy for granted, regard it as the 
natural state of things, and expect that it will last forever. Yet the bases on which 
global capitalism rests today are not very diff erent from what they were in 1900, 
and the potential for their disruption is as present today as then.” A similar 
theme is echoed in the Bordo et al. (2003) conference volume, Globalization 
in Historical Perspective. In the book’s introduction, the editors advise, “if we 
fear that the violent political reaction to globalization seen recently in Seattle, 
Ottawa, Gothenberg, and Genoa might cause a political retreat from liberal 
policy, then it would pay to look carefully at the twenty years or so before World 
War I.” Globalization’s losers—landowners in Europe and workers in the New 
World—became the political opponents of economic openness later on. Today, 
low- to medium-skilled workers in the OECD have the most to lose from glo-
balization. The fear is that globalization will produce labor market uncertainty 
and a feeling of economic insecurity, which, in turn, will generate support for 
protectionism. If this happens on a widespread basis, the possibility of a pro-
tectionist backlash becomes more likely (Kapstein 1996, 1999).
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Harold James (2001) has a slightly more sophisticated understanding of 
the political backlash against globalization that occurred during the 1930s, 
one that includes but goes beyond economic self-interest. In The End of 
Globalization, James argues that a number of additional factors contributed 
to the de-globalization period of the interwar years. Importantly, the initial 
idealism of the 1920s about the effi  cacy of managing globalization problems 
through international institutions led to unreasonable expectations about 
their eff ectiveness. When these institutions failed to live up to expectations, 
they became targets of widespread resentment. This fostered the develop-
ment of nationalist ideologies such as the Soviet brand of Communism and 
the Fascism of Germany and Italy, which provided coherent alternatives to 
the liberal internationalism of the day.

According to James, the interwar backlash against globalization was more 
than a response to global economic integration; it was a backlash against 
internationalism broadly defi ned. From his perspective, the economists 
may be correct about the economic parallels between the current and earlier 
period of globalization, but the political and social preconditions for a back-
lash are missing today. Interestingly, the “divergent paths” proponents make 
a similar argument about politics in the liberal market economies. Because 
of the relative strength of right-wing parties in these countries, and the social 
preferences revealed by this fact, these scholars see dramatic trade policy 
reversals as unlikely. There are no alternatives to the free trade policies of the 
status quo available to voters, and even if there were, no one would vote for 
candidates or parties that espoused them.

In some ways, these arguments are reassuring. There does not seem to 
be a common nationalist agenda that unites today’s “opponents” of global-
ization. Clearly, the leaders of the anti-neoliberal globalization movement 
do not espouse nationalism (Elliott et al. 2004). But James’s argument begs 
the question of causation. Did nationalism make it possible for govern-
ments to justify and adopt the beggar-thy-neighbor policies that ultimately 
led to the “end of globalization”? Or, did the failing international economy 
fuel the fl ames of nationalism? Sheri Berman (2006) argues that the latter is 
true in her explanation for the rise of Fascism and National Socialism. The 
Depression played an important role in discrediting liberal institutions and 
policies, and this created the necessary ideological space for radical national-
ism to emerge. Moreover, the argument that there are no coherent nationalis-
tic ideological alternatives to liberalism today, like fascism and communism 
were in the 1930s, is a straw man. Political change on a much smaller scale 
could produce a retreat from policies of economic openness.

Those who argue that globalization is irreversible because there are cur-
rently no alternatives to the policies of economic openness—at least not ones 
supported by major parties—underestimate the potential for political change. 
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As I argued earlier in this chapter, we already see the emergence of a back-
lash against globalization that is beginning to infl uence foreign economic 
policy, particularly in the majoritarian democracies. In these cases, “critical 
realignments” are one possible mechanism of policy change. Nardulli (1995, 
11) defi nes this concept, which comes out of the research on American poli-
tics, as an “abrupt, large, and enduring form of change in prevailing electoral 
patterns, one that is initiated by a critical election and results in a signifi -
cantly diff erent partisan balance in the electorate.” These realignments over-
come institutional checks and balances designed to stabilize policy in normal 
times.26 Other scholars of American politics, particularly those who study 
macropartisanship, argue that change is more continuous than abrupt 
(Erikson et al. 2002). For my purposes, it matters little which of these models 
is the appropriate one. Most likely, both kinds of political change occur in 
majoritarian democracies. What does matter is that economic factors seem 
to drive both abrupt and continuous changes in the partisan balance of power 
by converting existing voters and mobilizing new ones.27

Careful studies of the New Deal realignment in the United States show 
convincingly that these are the kind of micro-level changes that brought 
Roosevelt to power. Brown (1988), for example, argues that both partisan 
conversion and participation by new voters explain the New Deal realign-
ment. It started with conversion in the 1932 election. A large number of 
Republican voters in 1928 switched their votes in 1932 because, according 
to most accounts, the public became dissatisfi ed with the way the Hoover 
administration was handling the economy. The Democrats’ hold on the pres-
idency was cemented by an infusion of new “working class” voters in 1936. 
Interestingly, Brown argues that voters abandoned the Republican Party in 
1932 not because the Democrats off ered a coherent set of policy alternatives 
to end the Depression—this came later—but rather because the electorate 
was frustrated with ineff ective Republican “solutions.”

It is well beyond the scope of this book to present a complete model of 
political change in majoritarian democracies. My point is to challenge and 
make explicit what is frequently implicit in the varieties of capitalism lit-
erature: that the underlying societal preferences driving policy divergence 
among the developed democracies are fi xed. If this were true, the current 
policy trajectory of the liberal market economies would be stable, and glo-
balization would be, for all intents and purposes, irreversible. In this book I 
show that, in majoritarian democracies with liberal market economies, glo-
balization is generating the kind of conditions that historically have led to 
signifi cant political change by making existing voters frustrated with status 
quo policies and by mobilizing new voters. We should not dismiss the poten-
tial for a backlash against globalization because we discount the possibility of 
signifi cant political change.
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A New Bargain of Embedded Liberalism

The strongest safeguard for the international economy is a renewed commit-
ment by politicians to policies of economic openness. This will require an 
updated version of the bargain of embedded liberalism, one that, at minimal 
cost, eff ectively protects workers in the liberal market economies from the 
new risks they face.

A number of policy recommendations have been made along these 
lines. Unfortunately, very little attention has been paid to the political sus-
tainability of these recommendations. For example, one possible strategy 
for governments in the liberal market countries is labor market reform. 
These countries could “import” corporatism (Garrett 1998a, 155–157). This 
has been tried in two majoritarian democracies—Britain during the 1970s 
and Australia during the 1980s—and in both cases the experiment failed.28 
Simply put, these reforms are not robust to partisan changes in government. 
Unless these reforms follow a major realignment of New Deal proportions, 
they are unlikely to provide a solid foundation upon which a new bargain of 
embedded liberalism can be built.29

Another strategy that is frequently discussed and debated is the use of pol-
icies to improve the supply side of the labor market. If they work, active labor 
market programs keep unemployment low and generate income growth, 
which makes them cost eff ective. This strategy is the hallmark of third way 
social democracy. Tony Blair’s and now Gordon Brown’s Labour government 
in Britain is the test case, and the jury is still out. It is not yet clear whether this 
approach will spread elsewhere. If there is a downside to this strategy, at least 
for left-leaning governments, it may be in its political consequences over the 
medium to long term. What made Margaret Thatcher’s economic reforms 
politically successful is that they helped cement the electoral dominance of 
the Tories. Privatization created a new set of property owners in Britain, and 
these individuals were more likely to vote Conservative in the next election 
(Garrett 1993, Boix 1998). Keynesian policies of demand management played 
a similar role for the Left throughout the OECD (Przeworksi 1985, chapter 5). 
Labour’s new “supply side agenda” may be less eff ective in this respect and 
therefore less attractive to leftist governments. If one takes the literature on 
the economics of voting seriously, active labor market policies that generate 
human capital may actually undermine electoral support for leftist parties.

Moreover, active labor market policies benefi t labor “outsiders” in ways 
that may undermine political support of “insiders,” which some argue are the 
core constituency of leftist parties (Rueda 2005).30 Also, the political reaction 
of fi rms, which matters greatly for the viability of active labor market policies, 
is highly contingent on the design of these programs (Mares 2003). Along 
these lines, recent work by Iversen and Soskice (2001) on the relationship 
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between workers’ skill sets and attitudes toward social policy suggests that 
the design of active labor market policies is critical in determining their eff ect 
on support for government spending and interventionist policies. Programs 
that increase workers’ skill specifi city are likely to increase support for gov-
ernment spending on things like unemployment insurance, health care, and 
pensions, while those that provide general skills are likely to undermine sup-
port for government spending.31 This is because workers with sector-specifi c 
skills are much more likely than those with general skills to experience long 
spells of unemployment. Workers with general skills have more opportuni-
ties for reemployment since they can search for jobs across a large number 
of sectors.

Retraining programs that provide workers with general skills could also 
change the underlying nature of trade politics in a way that has unintended 
consequences for foreign economic policy making. Research in political 
science and economics on trade policy politics has identifi ed the degree of 
intersectoral factor mobility as the key variable that determines the political 
cleavages over trade. If capital and labor are mobile across sectors of the econ-
omy, the political fault lines will divide classes, and, in the OECD countries, 
workers, particularly low-skilled workers, will be hurt the most by free trade. 
If capital and labor are immobile, the political cleavages will divide sectors of 
the economy. Those tied to export-oriented sectors will support free trade and 
those connected to import-competing sectors will oppose it. If they provided 
general skills to workers, retraining programs would increase the degree of 
intersectoral mobility, making it more likely that the major trade cleavages 
among producers would fall along class instead of sector lines (Hiscox 2001; 
Hiscox 2002). This could move trade policy from the realm of pressure poli-
tics to partisan politics (Verdier 1994), which, in turn, would make it more 
diffi  cult for chief executive offi  cers, particularly ones from leftist parties, to 
pursue free trade policies. Countries like the United States—where trade 
policy politics remains, to a signifi cant degree, sector based—have delegated 
authority over trade policy to the executive branch of government as a way to 
depoliticize trade. Because they represent large diverse constituencies, chief 
executives are rarely dependent politically on one or two industries in the way 
that individual legislators frequently are. This strategy becomes much less 
eff ective when the degree of intersectoral mobility is high and trade becomes 
an issue around which the major (class-based) parties contest elections. My 
own individual-level empirical analysis in chapter 2 suggests that spending 
on active labor market programs may not increase support for free trade poli-
cies among those employed in tradable sectors of the economy.

Finally, countries with competitive labor markets could simply redesign 
(and boost) their unemployment insurance programs. The problem with 
unemployment insurance is that these programs create incentives for people 
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to stay out of work and this makes them too costly. Therefore, these programs 
would need to be designed to minimize their labor market distortions (e.g., 
Shavell and Weiss 1979; Hopenhayn and Nicolini 1997; Acemoglu and Shimer 
1999; Kletzer and Litan 2001). To a very limited extent, the United States has 
started down this path with the expansion of trade adjustment assistance 
and the new wage insurance experiment for older workers that accompanied 
the latest trade promotion authority bill. This is a positive development, and 
maintaining support for globalization will require further increases in gov-
ernment programs aimed at those who will be directly aff ected by greater 
competition. In order for these programs to be politically sustainable, how-
ever, they must be designed to minimize the forms of moral hazard that 
unemployment insurance can generate.

During the early postwar period, Keynesian policies of demand manage-
ment were crucial to the bargain of embedded liberalism in the liberal market 
economies. Today, there is not yet a clear alternative to these policies. Labor 
market reform, retraining, and insurance all have political and economic 
costs that make them potentially problematic. Thus, the design of these pro-
grams is critical to their long-term success. I return to this topic—the possi-
bility of a new bargain of embedded liberalism—in chapter 5.

SUMMARY

One of the most important debates in the globalization literature concerns 
the likelihood of a political backlash against policies of economic openness. 
Globalization optimists dismiss the possibility of a backlash because they 
believe the constraints that come with openness are exaggerated. They argue 
that countries that combine policies of economic openness with welfare state 
retrenchment—that is, the liberal market economies—have freely chosen 
this path and that the political forces giving rise to these policies are stable. 
Globalization pessimists disagree, but these scholars have failed to make 
a case for why globalization presents the liberal market economies with a 
unique set of political challenges.

I argue that the combination of competitive labor markets and majori-
tarian political institutions increases the vulnerability of countries like the 
United States, the United Kingdom, Canada, and Australia (the Anglo-
American democracies) to globalization pressures and constraints that could 
lead them to abandon their policies of economic openness. The theoretical 
elaboration and empirical evaluation of this argument make up the core of 
this book (chapters 2–4). In chapter 5, I argue that the best guarantee against 
a return to autarky is a new bargain of embedded liberalism, one based on 
carefully crafted compensatory programs. I conclude in chapter 6.
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2

Government Spending and Public Support 
for Trade in the OECD

Governments learned from the collapse of the interwar global economy that 
they could not ignore the domestic costs of adjustment to external shocks. 
Trade causes economic dislocation, exposes workers to greater risk, and, 
therefore, generates political opposition to which democratically elected lead-
ers must respond. In order to pursue free trade policies, politicians have had 
to monitor and manage public support for economic openness. To accom-
plish the latter, governments have provided welfare state policies that protect 
their citizens from the vagaries of the international economy. John Ruggie 
calls this exchange the bargain of embedded liberalism.1

According to Ruggie’s story of postwar reconstruction, a link between 
trade and welfare state spending was established soon after World War II 
ended. Of course, the specifi c form this bargain takes is both geographically 
and historically contingent. The Keynesianism that emerged in the United 
States, for example, diff ered from the social democratic corporatism that 
developed in Sweden and Austria, and the demand management policies of 
the Bretton Woods era have given way to the active (supply-side) labor market 
policies of the so-called Third Way. But the idea that there is a more or less 
universal expectation held by citizens in the developed democracies that their 
governments will limit the costs and distribute the benefi ts of open markets 
through some kind of government intervention and spending, and that pub-
lic support for liberalism depends on the willingness and ability of govern-
ments to do this successfully, is the core of the embedded liberalism thesis. 
This is what distinguishes the embedded liberalism of the postwar period 
from the ideology of pure laissez-faire that guided economic policy under the 
gold standard.2

Recently, the argument that trade and government spending go hand 
in hand because governments in the developed democracies have to com-
pensate market losers has come under attack. Several studies claim that the 
observed country-level (macro-level) relationship between trade and spend-
ing is weak at best and largely attributable to omitted variable bias. In other 
words, the critics claim, the relationship is spurious not causal. I take a fresh 
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look at this old controversy by using individual-level (micro-level) survey data 
to test the critical assumption underlying the embedded liberalism thesis: 
government-provided compensatory and protective programs increase sup-
port for free trade among those individuals who would oppose it otherwise.

The chapter is organized as follows. In the fi rst section, I briefl y review and 
critique the literature on trade and government spending. In the second, I 
examine the empirical determinants of individual support for protectionism. 
My results show that lesser educated individuals, unemployed individuals, 
and individuals employed in tradable industries, particularly import compet-
ing industries, are the strongest opponents of free trade, but unemployment 
insurance and, to a lesser extent, other government programs can moderate 
their opposition. There is some evidence that active labor market spending 
is counterproductive in the sense that these programs lower support for free 
trade among workers in tradable sectors of the economy. Based on these fi nd-
ings, I argue that the macro-level relationship between trade and government 
spending is a conditional one. More specifi cally, I argue that (1) politicians 
respond more strongly to surges in imports and less so to expanding trade if 
it is balanced or generating trade surpluses, and (2) the extent to which politi-
cians respond to rising imports will be a function of how many workers are 
employed in tradable industries and the overall level of unemployment. I test 
these two macro-level hypotheses in the third section of the chapter as a way 
to check the signifi cance of my micro-level results for the trade and welfare 
state debate. I conclude in the fourth section.

TRADE AND GOVERNMENT SPENDING IN THE 
DEVELOPED DEMOCRACIES

It is well-known that countries with open economies have bigger govern-
ments.3 It is also true that OECD countries have increased both their levels 
of trade and government spending for most of the post–World War II period. 
However, the debate remains unresolved as to whether these strong cross-
national and over-time correlations refl ect a ubiquitous causal relationship 
between trade and government spending, a politically conditioned relation-
ship that exists in a small subset of OECD countries, or a completely spurious 
one. In addition to Ruggie, those who have argued recently that government 
policies, by neutralizing the negative eff ects of trade, can deliver pro-trade 
majorities are Rodrik; Adserà and Boix; Swank; and Mares.4

These scholars argue that there is a short-term causal, though conditional, 
relationship between trade and government spending throughout the OECD.5 
For example, Rodrik argues that exposure to external risk explains the empir-
ical relationship between trade and government spending. According to this 
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line of reasoning, the impact of trade openness on spending depends on the 
level of terms-of-trade volatility that a country experiences. Adserà and Boix 
argue that the political logic of embedded liberalism applies only to democ-
racies and therefore the empirical eff ects of trade openness on government 
spending should be observed only in countries with democratic institutions. 
Mares argues that trade’s losers will only demand protection and compensa-
tion from governments that can effi  ciently provide these goods. The eff ect of 
openness on government spending is, therefore, conditional on state capac-
ity. For my purposes, the important connection between these arguments is 
that they all imply that the politics of embedded liberalism will be present, 
under the right economic conditions, in all of the high-capacity, democratic 
states of the OECD.

This position that there is a causal relationship between trade and the 
size of government across the OECD has been challenged in two ways. First, 
Garrett and Mitchell argue that the relationship between trade and welfare 
state eff ort is long-term and historically contingent.6 For the small econo-
mies of Western Europe, trade dependence facilitated unionization, which, 
in turn, created strong social democratic parties that built large welfare states 
when they came to power. These historical forces molded a new type of politi-
cal economy, what Garrett has called social democratic corporatism. Garrett 
and Mitchell distinguish this argument, which is in the varieties of capital-
ism tradition, from Ruggie’s:

With respect to trade, for example, Cameron (1978) and Katzenstein (1985) 
both argue that there is a historical relationship between trade and welfare 
state eff ort. . . . This is a very diff erent argument from another perspective with 
which it is often confl ated—Ruggie’s (1983) notion of embedded liberalism. For 
Ruggie, the American welfare state expanded immediately after World War II 
because the government chose to liberalize trade, and realized they had to com-
pensate market losers directly for the dislocations liberalization generated.7

Garrett and Mitchell contend that when country and year dummies (fi xed 
unit and period eff ects) are added to regression models, the analyst can 
distinguish between the long-term historical argument of Cameron and 
Katzenstein on the one hand and Ruggie’s notion of embedded liberalism on 
the other. They do this and show that the positive relationship between trade 
openness and government spending disappears.8 To the extent that these 
short-term eff ects do exist, they are found in the social democratic corporatist 
economies (Garrett 1998a).9

The strongest challenge to the embedded liberalism thesis, however, has 
come from globalization skeptics who believe the pressures and constraints 
attributed to international economic integration have been grossly exagger-
ated. Iversen and Cusack, for example, argue that the post–World War II 
growth of the welfare state is a product of deindustrialization, not expanding 
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trade.10 They posit that workers who move from manufacturing and agricul-
ture to services cross signifi cant skill boundaries that make the transition 
diffi  cult and uncertain. These problems, in turn, create new demands for gov-
ernment spending. Iversen and Cusack show that the relationship between 
trade and spending is either statistically or substantively insignifi cant after 
controlling for deindustrialization. Moreover, they claim that deindustrial-
ization and globalization are largely independent processes.

Garrett and Mitchell and Iversen and Cusack raise serious questions about 
the validity of the embedded liberalism thesis. Thus, the causal mechanisms 
identifi ed by Ruggie and others deserve closer empirical scrutiny. Before 
turning to this task, however, I note four important criticisms of the research 
described in this section.

First, it fails to adequately distinguish between imports and exports. Most 
of the research uses trade openness—the summed value of exports and 
imports as a percentage of GDP—as the key independent variable.11 This 
variable constrains the eff ects of imports and exports on government spend-
ing to have the same magnitude and sign. Yet theory tells us that increasing 
imports and exports should have diff erent eff ects on government spending.12 
Rising imports create losers—displaced workers in import competing indus-
tries—that may have to be compensated; rising exports do not. Similarly, 
falling exports are harmful to domestic employment in a way that declining 
imports are not. Thus, there should be a positive relationship between ris-
ing imports and government spending and a negative relationship between 
exports and government spending.

Of course, this argument ignores Rodrik’s point about exposure to exter-
nal risk, but adding risk to the equation does not change the basic story. The 
size of the negative eff ect from rising exports on government spending will be 
reduced if production for foreign markets is risky—even workers in export-
oriented industries will want to maintain some protective and compensatory 
programs—but the positive relationship between rising imports and govern-
ment spending should be magnifi ed by high terms-of-trade volatility. This 
implies that balanced increases in trade will increase government spending, 
but by less than under expanding trade defi cits (holding exports constant).

Second, the research also fails to recognize that the impact of trade fl ows 
on government spending depends on the underlying structure of the econ-
omy, in particular how many workers are employed in vulnerable traded 
industries and the ease with which displaced workers can fi nd new employ-
ment. Because democratically elected governments are sensitive to numbers 
of votes, ceteris paribus, their response will be conditioned by the scope of 
threatened industries. If imports displace a large number of workers/voters 
who are unable to fi nd new jobs quickly, governments will have little choice 
but to provide compensation. If a small numbers of workers are displaced 
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and they are able to fi nd employment quickly, politicians will face less pres-
sure to respond.13

Third, the empirical analyses in these studies ignore the spatial inter-
dependence in the data. This is not only ineffi  cient from an econometric 
standpoint, but it could lead to biased estimates of the impact of imports on 
government spending. For example, if it is true that governments have been 
constrained by international capital mobility, particularly during the post–
Bretton Woods era, then countries will be aff ected by levels of government 
spending in their neighbors. If imports cluster spatially as well, ignoring 
the spatial interdependence in spending will bias estimation. For example, 
hypothetically, a surge in U.S. exports to Canada will have, in the short run, 
positive and negative consequences for labor market performance in the two 
countries, respectively. In Canada, this will lead to increased demands on the 
government to provide compensation, but, to the extent that the Canadian 
government is constrained by the possibility that fi nancing this spending 
will lead to capital fl ight, it will not respond as strongly as it would under 
other conditions. This is precisely the dilemma that globalization poses for 
politicians, and yet the analyst who ignores this spatial interdependence may 
overlook the evidence completely.

My fi nal and most important criticism is that very few studies have tested 
the micro-foundations of the embedded liberalism thesis. The key assump-
tion is that government policies can build public support for trade. Macro-
empirical studies that put spending on the left-hand side of regression 
models will always be vulnerable to claims of omitted variable bias. To build a 
convincing empirical case for the free trade / welfare state linkage, it is neces-
sary to examine data at a lower level of aggregation. In this chapter, I provide 
a micro-level test of the embedded liberalism thesis using individual-level 
survey data. The results have important and testable implications for the rela-
tionship between aggregate trade and government spending. If government 
spending on unemployment insurance, active labor market and other protec-
tive and (or) compensatory programs successfully reduces the level of oppo-
sition to trade, there is micro-level evidence that the embedded liberalism 
compromise is a viable solution to the political problems faced by democrati-
cally elected leaders who commit their countries to international economic 
openness.

UNEMPLOYMENT BENEFITS, EMPLOYMENT PROTECTION, AND 
INDIVIDUAL ATTITUDES TOWARD TRADE

A fl urry of research on the determinants of individual support for trade has 
been published in the last couple of years. Most of it, drawing on international 
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trade theory, focuses on how one’s skill level and the competitiveness of 
one’s sector of employment determine support for protectionism. Examples 
include Scheve and Slaughter, O’Rourke and Sinnot, and Mayda and Rodrik, 
among others.14 The main conclusion of this research is that groups adversely 
aff ected by international economic competition are less likely to support 
policies of free trade. If government spending is driven partly by the need 
to generate public support for economic openness, this micro-level research 
has signifi cant implications for the macro debate over trade and government 
spending. Yet none of these studies examines the impact of government pro-
grams on support for trade. It is surprising that very few scholars have tried 
to bridge the micro-macro divide.15

Data and Methods

The data that I use for my individual-level (micro) analysis is from the 
International Social Survey Programme’s (ISSP) 1995 and 2003 surveys on 
national identity. These data sets provide information about individuals’ atti-
tudes toward free trade. The countries in my sample are Australia, Germany, 
the United Kingdom, the United States, Austria, Norway, Sweden, Spain, New 
Zealand, and Canada.16 The dependent variable (FREETRADE) is constructed 
from respondents’ answers to the following question asked in the survey:

How much do you agree or disagree with the following statement: (Respondent’s 
Country) should limit the import of foreign products in order to protect its 
national economy.

1) Agree strongly
2) Agree
3) Neither agree nor disagree
4) Disagree
5) Disagree strongly

I assigned a value of 1 to respondents who answered “agree strongly,” a 2 
to those who answered “agree,” and so on. Thus, high values of FREE-
TRADE refl ect pro-trade attitudes, whereas low values refl ect support for 
protectionism.

The sample contains substantial cross-national and over-time variation in 
support for trade. This variance is highlighted in table 2.1 where the distribu-
tions of respondents giving each of the fi ve responses to the trade question are 
reported by country and year. Looking at the percentages of respondents who 
either support or strongly support limiting imports to protect the national 
economy, the greatest opposition to free trade is found in Australia, Austria, 
the United States, the United Kingdom, New Zealand, and Canada. These six 
countries have majorities that think limiting imports is a good idea.



Table 2.1 Cross-National Support for Trade 

 
freetrade = 1 

(Support Protection)
freetrade = 2 freetrade = 3 

(Indiff erent)
freetrade = 4 freetrade = 5

(OpposeProtection) X2 statistic

Australia
1995 Observed% 34.8 43.0 10.9 10.0 1.3 99.7***
2003 Observed% 25.0 41.1 19.4 12.7 1.8
Total Observed% 30.2 42.1 14.9 11.3 1.5
Austria
1995 Observed% 38.9 32.9 11.2 13.0 4.0 46.6***
2003 Observed% 29.9 28.9 17.7 14.7 8.8
Total Observed% 34.5 30.9 14.4 13.8 6.4
Canada
1995 Observed% 14.8 33.3 22.7 22.9 6.3 7.3
2003 Observed% 15.1 36.2 22.4 22.0 4.2
Total Observed% 15.0 34.6 22.5 22.5 5.4
Germany
1995 Observed% 19.8 27.5 19.1 25.2 8.5 29.02***
2003 Observed% 12.9 31.4 22.7 25.6 7.4
Total Observed% 17.0 29.0 20.5 25.4 8.0
New Zealand
1995 Observed% 18.4 35.6 20.2 20.7 5.2 10.6**
2003 Observed% 20.4 36.6 21.7 18.6 2.7
Total Observed% 19.4 36.1 20.9 19.6 4.0
Norway
1995 Observed% 9.8 30.7 29.5 24.6 5.3 17.4***
2003 Observed% 9.7 25.5 28.5 28.9 7.5
Total Observed% 9.8 28.1 29.0 26.7 6.4

(Continued)



Table 2.1 (Continued ) 

 
freetrade = 1 

(Support Protection)
freetrade = 2 freetrade = 3 

(Indiff erent)
freetrade = 4 freetrade = 5

(OpposeProtection) X2 statistic

Spain
1995 Observed% 22.9 54.2 11.9 10.0 1.1 936.8***
2003 Observed% 2.1 12.6 25.8 51.4 8.1
Total Observed% 12.4 33.1 18.9 31.0 4.6
Sweden
1995 Observed% 13.3 30.0 31.2 18.7 6.8 63.9***
2003 Observed% 6.4 22.5 35.8 23.7 11.6
Total Observed% 10.0 26.4 33.4 21.1 9.1
United Kingdom
1995 Observed% 24.2 42.0 19.4 12.9 1.5 13.6***
2003 Observed% 18.4 41.1 24.3 14.4 1.8
Total Observed% 21.6 41.6 21.6 13.6 1.6
United States
1995 Observed% 22.7 46.0 17.1 11.1 3.1 25.8***
2003 Observed% 23.0 38.4 21.4 15.3 1.9
Total Observed% 22.8 42.3 19.2 13.1 2.6  

Notes: Cell entries are sample percentages. Rows sum to 100%. The X2 statistic tests the null hypothesis 
that year and the distribution of support for trade are independent. *** signifi cant at 1%, ** signifi cant 
at 5%, * signifi cant at 10%.
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Most countries experienced statistically signifi cant pro-trade shifts in 
the mass of their distributions from 1995 to 2003. The exceptions are New 
Zealand, the only country to show a statistically signifi cant shift in the oppo-
site (anti-trade) direction, and Canada, whose sample distribution also 
shifts toward the anti-trade side of the scale, but by a smaller and statisti-
cally insignifi cant amount. Given the large pro-trade shift in Canadian pub-
lic opinion over the 1990s (Mendelsohn and Wolfe 2001), this apparent loss 
of momentum in the early 2000s is notable. Interestingly, the United States 
shows a small but statistically signifi cant increase in support from 1995 to 
2003. This contrasts with the evidence from the PIPA surveys discussed in 
chapter 1. Although it is impossible to say defi nitively, support for trade in 
the United States likely reached its highest point in the late 1990s when the 
fi rst PIPA survey was conducted and has declined since then. The countries 
with the largest percentage gains in respondents who said they either oppose 
or strongly oppose limiting imports to protect the domestic economy were 
Spain (+48.4%), Sweden (+9.8%), and Norway (+6.5%). What explains the 
variation we observe in trade attitudes? To answer this question, I turn to 
individual-level regression analysis.

My baseline regression is mostly grounded in trade theory.17 The specifi c 
factors (Ricardo-Viner) model from international economics identifi es sec-
tor of employment as crucial to determining an individual’s attitudes toward 
trade. Individuals employed in export industries are likely to benefi t from 
trade, whereas individuals employed in import industries are likely harmed. 
This contrasts with the mobile factors (Stolper-Samuelson) model, which 
highlights the importance of one’s factor endowment. Regardless of their 
industry of employment, the owners of relatively abundant factors of produc-
tion benefi t from trade. For the countries in this OECD sample, the abundant 
factors are highly skilled labor and capital.18 I also include the respondent’s 
employment status in the baseline specifi cation. Neither of the basic trade 
models, which assume full employment, have anything to say about this 
condition, but we know from other theoretical frameworks and empirical 
research that it is likely to be an important determinant of one’s preferences 
regarding free trade (Scheve and Slaughter 2006) as well as one’s preferred 
means of government protection and (or) compensation (Rueda 2005, 2006). 
To the baseline regression, I also add two policy variables: the net replacement 
rate for unemployment insurance (NRR) and the amount of government 
spending on active labor market programs per unemployed worker (ALM). 
In my extended analysis, which is primarily designed to see how robust the 
estimated eff ects are, I add two more policy related variables, fi xed-country 
and year eff ects, and a battery of individual-level controls highlighted in the 
literature. Before turning to the regression results, I describe the construc-
tion of all these variables and my methods of empirical analysis.
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As a proxy for one’s capital endowment, I use an income dummy vari-
able that takes a value of one for everyone in the sample whose annual fam-
ily income is greater than $35,000 (1995 $) and a score of zero for everyone 
else.19 Following Mayda and Rodrik (2005) and Scheve and Slaughter (2001), 
I use one’s level of education as a proxy for skill endowment. The education 
variable uses a fi ve-point scale. The median respondent in my data set has an 
education level of three, which represents a secondary-level education. An 
education level of fi ve represents a completed university degree.

I identify a respondent’s (or spouse’s) industry of employment by their 
occupation using the reported 4-digit code from the International Labor 
Organization’s International Standard Classifi cation of Occupations (ISCO). 
Several countries in my data set use ISCO-68 for their 1995 samples, but all 
of the countries use ISCO-88 for their 2003 samples. I start by converting all 
of the occupation codes into the ISCO-88 codes, using the conversion tables 
provided by Cusack, Iversen, and Rehm (2006). I then assign each occupation 
to either a non-tradable category or one of eleven tradable sectors identifi ed 
in the OECD’s (STAN) Industry Structural Analysis Database.20 This matching 
process is relatively straightforward, given the level of detail provided by the 
4-digit ISCO codes. In many cases, the sector of employment is included in 
the occupational description. For example, the description for the ISCO-88 
occupation 1221 is “production and operations department managers in 
agriculture, hunting and fi shing.” Table 2.2 provides a list of the occupations 
assigned to each of the tradable sectors. A random sample of the nearly 300 
non-traded occupations is also provided.

After matching occupations to industries of employment, I used the val-
ues of each industry’s ratio of exports and imports to value added to create 
an export and import variable for the respondents employed in tradable sec-
tors. The export variable ranges from a low of zero for non-traded industries 
to a high of 4.403 for the Norwegian fabricated metals industry in 2003. The 
denominator in this ratio, value added, represents each sector’s contribution 
to the country’s GDP. The ratio can be greater than one for industries with 
costly inputs. The import variable ranges from zero for all non-traded indus-
tries to 9.656 for the Norwegian textile industry in 2003. I calculated a net 
exports variable by taking the diff erence between exports and imports and 
then used this diff erence to create a net exports dummy variable that takes a 
value of -1 for all country-sector-years below the 25th percentile (net exports 
� 20.41), �1 for all country-sector-years above the 75th percentile (net exports 
� 0.24), and 0 for the country-sector-years in the middle of the distribution. 
I refer to sectors below the 25th percentile of the net exports distribution as 
import-competing sectors and those above the 75th percentile as export-ori-
ented sectors. To estimate the eff ects of one’s employment status, I created 
an unemployed dummy variable that takes a value of one for all jobless respon-
dents who are actively seeking work and zero for those who are not.



Table 2.2 Matching ISCO-88 Occupation Codes to OECD Sectors 

(1) Agriculture, hunting, forestry and fi shing

Production and operations department managers in agriculture, hunting, and 
fi shing (1221); General managers in agriculture, hunting, and fi shing (1311); 
Agronomists and related professionals (2213); Agronomy and forestry technicians 
(3212); Farming and forestry advisers (3213); Skilled agricultural and fi shery worker 
(6000); Market-oriented skilled agricultural and fi shery workers (6100); Market 
gardeners and crop growers (6110); Field crop and vegetable growers (6111); Tree 
and shrub crop growers (6112); Gardeners, horticultural and nursery growers (6113); 
Mixed-crop growers (6114); Market-oriented animal producers and related workers 
(6120); Dairy and livestock producers (6121); Poultry producers (6122); Apiarists 
and sericulturists (6123); Mixed animal producers (6124); Market-oriented animal 
producers and related workers not elsewhere classifi ed (6129); Market-oriented 
crop animal producers (6131); Forestry and related workers (6140); Forestry workers 
and loggers (6141); Charcoal burners and related workers (6142); Fishery workers, 
hunters and trappers (6150); Aquatic-life cultivation workers (6151); Inland and 
coastal waters fi shery workers (6152); Deep-sea fi shery workers (6153); Aquatic-life 
cultivation workers (6154); Agricultural and other mobile-plant operators (8330); 
Motorised farm and forestry plant operators (8331); Agricultural, fi shery and 
related labourers (9200, 9210, 9211); Forestry labourers (9212); Fishery, hunting and 
trapping labourers (9213).

(2) Mining and quarrying

Mining engineers, metallurgists and related professionals (2147); Mining and 
metallurgical technicians (3117); Miners and quarry workers (7111); Mining- and 
mineral-processing-plant operators (8110, 8111, 8112); Well drillers and borers and 
related workers (8113); Mining and quarrying labourers (9311).

(3) Food products, beverages, and tobacco

Food processing and related trades workers (7410); Butchers, fi shmongers and 
related food preparers (7411); Bakers, pastry-cooks and confectionary makers (7412); 
Dairy-products makers (7413); Fruit, vegetable and related preservers (7414); Food 
and beverage tasters and graders (7415); Tobacco preparers and tobacco products 
makers (7416); Food and related products machine operators (8270); Meat- and 
fi sh-processing-machine operators (8271); Dairy-products machine operators 
(8272); Grain- and spice-milling-machine operators (8273); Baked-goods, cereal and 
chocolate-products machine operators (8274); Fruit-, vegetable- and nut-processing-
machine operators (8275); Sugar production machine operators (8276); Tea-, coff ee-, 
and cocoa-processing-machine operators (8277); Brewers-, wine and other beverage 
machine operators (8278); Tobacco production machine operators (8279).

(Continued)
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Table 2.2 (Continued )

(4) Textiles, textile products, leather and footwear

Handicraft workers in textile, leather and related materials (7332); Silk-screen, block 
and textile printers (7346); Textile, garment and related trades workers (7430); Fibre 
preparers (7431); Weavers, knitters and related workers (7432); Tailors, dressmakers 
and hatters (7433); Furriers and related workers (7434); Textile, leather and related 
pattern-makers and cutters (7435); Sewers, embroiderers and related workers 
(7436); Upholsterers and related workers (7437); Pelt, leather and shoemaking 
trades workers (7440); Pelt dressers, tanners and fellmongers (7441, 7442); Textile-, 
fur- and leather-products machine operators (8260); Fibre-preparing-, spinning- 
and winding-machine operators (8261); Weaving- and knitting-machine operators 
(8262); Sewing-machine operators (8263); Bleaching-, dyeing- and cleaning-machine 
operators (8264); Fur- and leather-preparing-machine operators (8265); Shoemaking- 
and related machine operators (8266); Textile-, fur- and leather-products machine 
operators not elsewhere classifi ed (8269).

(5) Wood and products of wood and cork

Handicraft workers in wood and related materials (7331); Wood treaters, cabinet-
makers and related trades workers (7420, 7421, 7422, 7423); Wood-processing- and 
papermaking-plant operators (8140, 8141); Wood products machine 
operators (8240).

(6) Paper and paper products

Paper-pulp plant operators (8142); Papermaking-plant operators (8143); Paper 
products machine operators (8253).

(7) Publishing, printing and reproduction of recorded media

Printing and related trades workers (7340); Compositors, typesetters and related 
workers (7341); Stereotypers, and electrotypers (7342); Printing engravers and etchers 
(7343); Photographic and related workers (7344); Bookbinders and related workers 
(7345); Printing-, binding- and paper-products machine operators (8250); Printing-
machine operators (8251); Bookbinding-machine operators (8252)

(8) Chemical, rubber, plastics and fuel products

Chemical engineers (2146); Pharmacologists, pathologists, and related professionals 
(2212); Chemical engineering technicians (3116); Chemical-processing-plant 
operators (8150); Crushing-, grinding- and chemical-mixing-machinery operators 
(8151); Chemical-heat-treating-plant operators (8152); Chemical-fi ltering- and 
separating-equipment operators (8153); Chemical-still and reactor operators except 
petroleum and natural gas (8154); Petroleum- and natural-gas-refi ning-plant operators 
(8155); Chemical-processing-plant operators not elsewhere classifi ed (8159); 
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Chemical-products machine operators (8220); Pharmaceutical- and toiletry 
products machine operators (8221); Chemical-products machine operators not 
elsewhere classifi ed (8229); Rubber- and plastic-products machine operators (8230); 
Rubber-products machine operators (8231); Plastic-products machine operators 
(8232).

(9) Other non-metallic mineral products

Stone splitters, cutters, and carvers (7113); Potters, glass-makers and related trades 
workers (7320); Abrasive wheel formers, potters and related workers (7321); Glass-
makers, cutters, grinders and fi nishers (7322); Glass engravers and etchers (7323); 
Glass, ceramics and related decorative painters (7324); Glass, ceramics and related 
plant operators (8130); Glass and ceramics kiln and related machine operators (8131); 
Glass, ceramics and related plant operators, not elsewhere classifi ed (8139); Cement 
and other mineral-products machine operators (8212).

(10) Basic metals

Metal moulders, welders, sheetmetal workers, structural-metal preparers, and 
related trades workers (7210); Metal moulders vand coremakers (7211); Precision 
workers in metal and related materials (7310); Metal worker general (7500); Metal 
worker n.e.c. (7510); Metal-processing-plant operators (8120); Ore ad metal furnace 
operators (8121); Metal melters, casters and rolling-mill operators (8122); Metal-
heat-treating-plant operators (8123); Metal drawers and extruders (8124); Metal- and 
mineral-products machine operators (8210); Metal fi nishing-, plating- and coating-
machine operators (8223).

(11) Machinery and equipment

Precision-instrument makers and repairers (7311); Electrical engineers (2143); 
Electronics and telecommunication engineers (2144); Electrical engineering 
technicians (3113); Electronics and telecommunications engineering technicians 
(3114); Mechanical engineering technicians (3115); Blacksmiths, tool-makers and 
related trades workers (7220); Blacksmiths, hammer-smiths and forging-press 
workers (7221); Tool-makers and related workers (7222); Metal wheel-grinders, 
polishers and tool sharpeners (7224); Mechanical-machinery assemblers (8281); 
Electrical-equipment assemblers (8282); Electronic-equipment assemblers.

(12) Non-traded sectors

Mathematicians, statisticians and related professionals (2120, 2121); Social science 
and related professionals (2440); Archivists, librarians and related information 
professionals (2430); Computer programmers (2132); Biologists, botanists, 
zoologists and related professionals (2211); Writers and creative or performing artists 
(2450); Civil engineering technicians (3112); 

(Continued)
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I calculated each country’s spending on active labor market (ALM) pro-
grams per unemployed worker using data from the OECD’s Social Spending 
and Labor Force databases. These ALM programs, which are designed to 
improve job seekers’ prospects of fi nding employment and increase the earn-
ing potential of workers, include spending on public employment, labor 
market training, and other policies intended to promote employment among 
the unemployed. The average spending per unemployed worker is roughly 
the amount of ALM expenditures that an unemployed (or underemployed) 
individual can expect to benefi t from in times of need. I include the net 
replacement rate of each respondent’s government-provided unemployment 
benefi ts (NRR). The 1998 edition of the OECD’s Benefi t Systems and Work 
Incentives provides the 1995 net replacement rates for four family types at two 
income levels; the 2004 edition of Benefi ts and Wages provides these rates for 
2002.21 The family types are single, married couple, couple with two children, 
and lone parent with two children. The income levels are average and two-
thirds the average income level.22 This gives up to eight diff erent net replace-
ment rates for each country in the sample.

I use marital status, number of persons in household, and the household 
cycle variables from the ISSP data set (v202, v293, and v294, respectively), as 
well as the family income dummy variable to identify each survey respon-
dent’s net replacement rate. The household cycle variable indicates whether 
there are children in the household. It is not a problem to identify singles 
and married couples without children. In many instances it is not diffi  cult to 
identify lone parents and married couples with children because these family 

Table 2.2 (Continued )

Air traffi  c pilots (3144); Air traffi  c safety technicians (3145); Modern health associate 
professionals except nursing (3220); Medical assistants (3221); Dental assistants 
(3225); Pharmaceutical assistants (3228); Administrative secretaries and related 
associate professionals (3431); Statistical, mathematical and related associate 
professionals (3434); Administrative associate professionals not elsewhere classifi ed 
(3439); Artistic, entertainment and sports associate professionals (3470); Religious 
associate professionals (3480); Secretaries and keyboard-operating clerks (4110); 
Word-processor and related operators (4112); Client information clerks (4220); 
Telephone switchboard operators (4223); Transport conductors (5112); Cooks (5122); 
Fashion and other models (5210); Shop salespersons and demonstrators (5220); 
Insulation workers (7134); Car, taxi and van drivers (8322); Lifting-truck operators 
(8334); Building caretakers, window and related cleaners (9140, 9141)

Notes: ISCO-88 occupations are assigned to one of eleven tradable sectors from the OECD’s 
STAN Industrial Dataset. Parentheses contain ISCO-88 occupation codes. There are approxi-
mately three hundred occupations assigned to the non-traded sector. This table contains a ran-
dom sample of those occupations. 
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types are included in the household cycle variable. The diffi  cult cases arise 
when singles live in households with more than one adult and couples live 
in households with more than two adults. In these cases, parental status is 
unknown. I gave all identifi ed married respondents with children the mar-
ried two-child net replacement rate. Similarly, I gave all lone parents the lone 
parent two-child net replacement rate. When I could not identify parental 
status, I gave the respondent the average value of their no dependent and 
two-child net replacement rate.

The household cycle variable is not available for the United Kingdom and 
Austria in the 1995 survey. For these British and Austrian respondents, I used 
the number of persons in household variable to identify cases where there 
are no children living in the household (e.g., a single respondent living in a 
household with only one person). When I could not determine whether or 
not children were living in the household, I used an average net replacement 
rate. In most countries, net replacement rates are higher for low-income 
individuals. I used the income dummy variable to assign average income and 
below average net replacement rates. The main advantage of the NRR vari-
able is that, with eight replacement rates, it provides variation within a coun-
try in unemployment insurance coverage. Nevertheless, most of the variation 
in net replacement rates in the sample is still between countries.23

I include two additional policy variables in the extended analysis: the 
strictness of a country’s employment protection legislation (EPL) and each 
respondent’s subjective evaluation of the social security system. The EPL 
index comes from the OECD’s Employment Outlook publication.24 The sub-
jective evaluation variable is based on a question that asks respondents how 
proud they are of the social security system in their country. Respondents can 
answer “very proud,” “somewhat proud,” “not very proud,” or “not proud at 
all.” I scored these responses from 1 to 4, giving those who were not proud at 
all a 1 and those that were very proud a 4. I included a subjective measure out 
of concern that respondents might not be aware of the details of the unem-
ployment insurance, active labor market, or employment protection policies 
in their countries. I assume that respondents who are “very proud” of their 
social security system feel that they are well protected by it and those who are 
“not proud at all” feel that they are not.25

I also use an extensive list of individual-level controls in the analysis, 
including Iversen and Soskice’s measure of skill specifi city and several demo-
graphic and ideological variables used by Hiscox and Burgoon.26 An individu-
al’s skill specifi city determines how easily she or he can adjust to trade-related 
dislocations. High degrees of skill specifi city make workers more vulnerable 
to unemployment during economic downturns. Hiscox and Burgoon iden-
tify gender, age, employment status, and marital status as important deter-
minants of trade preferences. They also focus on an individual’s political 
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ideology and whether or not the respondent self-identifi es with a particular 
religious faith. For ideology I use a fi ve-point party affi  liation scale provided 
in the ISSP data set that ranges from far left (1) to far right (5). For the religion 
variable, I use a dummy that takes a value of one for individuals who self-iden-
tify with a religious denomination and zero for everyone else. One important 
demographic characteristic that Hiscox and Burgoon do not include in their 
analysis is whether the respondent has a dependent child living in his or her 
household. When it is possible to identify parental status from the survey, 
I include it as a control variable. I also include whether one holds national-
ist attitudes, which was found by both Mayda and Rodrik and O’Rourke and 
Sinnott to be an important determinant of trade policy preferences. In their 
analysis, Mayda and Rodrik use four separate questions that gauge whether 
one holds patriotic, nationalistic, and/or chauvinistic attitudes. Using factor 
analysis, I extract from the answers to these four questions a single com-
ponent that measures the degree to which an individual holds nationalist 
attitudes.

I estimate ordered probits because my dependent variable, FREETRADE, 
is ordinal. Ordinal dependent variables can create problems for the standard 
linear model because it assumes that the intervals between adjacent catego-
ries are equal. This implies, for instance, that the diff erence in support for 
trade between a 2 (agree) and a 3 (neither agree nor disagree) is equivalent 
to the diff erence between a 4 (disagree) and a 5 (strongly disagree). This is a 
strong assumption, and if it does not hold, the estimated coeffi  cients and the 
predicted probabilities they generate will be biased and misleading.27 Also, 
since individuals sampled from the same country are likely to be infl uenced 
by common contextual factors, they should not be treated as independent of 
one another. This systematic country-level heterogeneity either needs to be 
modeled directly, or the standard error estimates for the regression coeffi  -
cients need to take this clustering into account. I use fi xed country and period 
eff ects and robust clustered standard errors to address this problem.28

Results

The regression results are presented in table 2.3.29 Model 1 is the baseline 
regression, which includes all the trade-theory variables, one’s employment 
status, the respondent’s net replacement rate (NRR) from unemployment 
insurance, and the amount of ALM expenditures from which she or he can 
expect to benefi t in times of need. Note that I use the trichotomous net exports 
dummy variable in the regressions because the relationship between sector 
net exports and support for trade is nonlinear.30 One of the drawbacks of the 
ordered probit model is that the size of eff ects from changes in the indepen-
dent variables on an individual’s propensity to support free trade policies 



Table 2.3 Ordered Probit Models of Individual Support for Trade

 (1) (2) (3) (4) (5)

Tradable –.204***
(.051)

–.327**
(.167)

–.443***
(.168)

–.262
(.344)

–.401*
(.207)

Net Exports .117**
(.048)

.132***
(.031)

.101***
(.031)

.123*
(.068)

.091**
(.039)

Education .119***
(.026)

.148***
(.006)

.155***
(.006)

.106***
(.018)

.112***
(.008)

Income .238***
(.050)

.246***
(.017)

.233***
(.017)

.302***
(.045)

.253***
(.024)

Unemployed –.022
(.052)

–.406*
(.313)

–.537*
(.315)

–.846*
(.500)

–.826**
(.419)

NRR 1.679***
(.407)

1.001***
(.250)

–.122*
(.104)

1.186***
(.297)

.099
(.151)

NRR × Tradable .164
(.278)

.475*
(.250)

–.055
(.419)

.181
(.311)

NRR × Unemployed .043
(.522)

.261
(.450)

1.049*
(.624)

1.149*
(.600)

ALM .118**
(.045)

.062
(.054)

.105**
(.048)

ALM × Tradable –.118***
(.043)

–.117***
(.024)

–.126***
(.045)

–.131***
(.031)

ALM × Unemployed .064
(.093)

.107**
(.045)

.034
(.093)

.074
(.061)

EPL .234**
(.091)

.180**
(.078)

EPL × Tradable .104
(.084)

.038
(.036)

.123
(.089)

.091**
(.046)

EPL × Unemployed .012
(.078)

–.050
(.055)

–.081
(.087)

–.151**
(.071)

Social Security .015
(.036)

.023**
(.010)

.078**
(.031)

.094***
(.013)

Soc. Sec. × Tradable –.030
(.033)

–.016
(.027)

.011
(.040)

.022
(.034)

Soc. Sec. × Unemp. .104*
(.059)

.125***
(.041)

.048
(.081)

.047
(.057)

Skill Specifi city –.060**
(.026)

–.044***
(.011)

Male .265***
(.036)

.262***
(.020)

Age –.002**
(.001)

–.003***
(.001)

Single .120***
(.039)

.051**
(.024)

(Continued)
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cannot be read directly from the coeffi  cient estimates. The sign of these coef-
fi cient estimates are meaningful, however, in the sense that a positive coef-
fi cient on an independent variables implies that the probability of observing 
the extreme (disagree strongly) pro–free trade response increases with this 
variable, while the probability of observing the extreme (agree strongly) anti–
free trade response decreases. The eff ects on the probability of observing the 
intermediate responses are ambiguous and depend on the values of the other 
independent variables, but the coeffi  cients do tell us whether the variables 
strengthen or weaken attitudes that are pro–free trade.

The coeffi  cients on all of the model 1 variables except unemployed are cor-
rectly signed and statistically signifi cant. Individuals in tradable industries 
are less supportive of free trade policies than those employed in non-tradable 
industries. However, because of the positive coeffi  cient on the net exports 
dummy variable, this diff erence is smaller (and statistically insignifi cant) for 
individuals employed in export-oriented industries, implying that individuals 
employed in import-competing industries are more likely to support tariff s 
to protect the economy than individuals who are employed in either high-
export or non-tradable industries. The size of the coeffi  cient on the tradable 
dummy variable should be viewed as conditional on the value of net exports. 
The tradable coeffi  cient for an individual employed in an export-oriented sec-
tor of the economy is –.087 (–.204 + .117), –.204 for an individual employed 

Table 2.3 (Continued )

 (1) (2) (3) (4) (5)

No Kids .124***
(.035)

.059**
(.024)

Ideology .045***
(.014)

.043***
(.010)

Religious –.065
(.056)

–.090***
(.025)

Nationalism –.298***
(.029)

–.295***
(.010)

Fixed Eff ects
Country/Period 

No/No No/No Yes/Yes No/No Yes/Yes

Clustered S.E.s Yes Yes No Yes No
Observations 20,811 19,979 19,979 12,680 12,680
Log Likelihood –30055.5 –28647.4 –28217.3 –17214.4 –16971.3
Pseudo R2 .027 .035 .049 .068 .082

Notes: The dependent variable, support for free trade, is ordinal with values ranging from 1 to 5. 
Low values represent support for limiting imports and high values represent opposition. The 
models’ cut-point estimates are omitted to save space. Parentheses contain standard errors. The 
standard-error estimates for models 1, 2, and 4 are clustered by country-year.
*** signifi cant at 1%, ** signifi cant at 5%, * signifi cant at 10%.
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in a sector with balanced imports and exports, and –.321 (–.204 + –.117) 
for an individual employed in an import-competing sector of the economy. 
Note that being employed in an export-oriented sector of the economy does 
not make one an ardent supporter of free trade (at least, not relative to those 
employed in non-tradable sectors). Why not? The likely explanation is that 
no sector in any country exists solely to supply goods to foreign markets. 
Even in export-oriented sectors, fi rms sell to both foreign and domestic buy-
ers. Therefore, even workers in export-oriented sectors may see limiting 
imports as providing some degree of protection against job loss.31 This is 
particularly true if these respondents do not anticipate retaliatory responses 
from their country’s trading partners. Turning to the factor endowment 
variables, as expected, individuals with high levels of education (skills) and 
income (capital) are less likely to support protectionism. The estimated coef-
fi cient on the unemployed variable is correctly signed (negative), but statisti-
cally insignifi cant.

With respect to the policy variables, the higher an individual’s net replace-
ment rate, the less likely he or she is to support protectionism. Note that these 
eff ects are identifi ed from cross-national and over-time diff erences in net 
replacement rates for the various household types (e.g., single parent with 
below average income). The coeffi  cient on the ALM policy variable is also cor-
rectly signed and statistically signifi cant. For these regressions, the standard 
error estimates assume clustering by country-year (e.g., New Zealand-1995). 
These results confi rm an important element of the embedded liberalism 
argument: government policies that remedy the negative eff ects of trade 
increase support for economic openness.32

In the second regression, I add the two other policy-related variables, EPL 
and the respondent’s subjective evaluation of his or her social security sys-
tem, and allow for interaction eff ects between all the policy variables and the 
respondent’s labor market status variables (i.e., tradable and unemployed). 
The interaction eff ects are important because trade’s likely opponents are a 
heterogeneous group with confl icting preferences over public policy alter-
natives. Most importantly, the insider-outsider division highlighted in the 
work of David Rueda (2005, 2006) suggests that individuals employed in trad-
able sectors of the economy benefi t more from employment protection pol-
icies than unemployed individuals, and unemployed individuals are likely 
to benefi t more from ALM expenditures than individuals who are already 
employed. The model 2 estimates are very similar to the model 1 estimates. 
Again, the standard error estimates are clustered by country-year. One of the 
main diff erences is that the estimated coeffi  cient on unemployed is now statis-
tically signifi cant at the .10 level. Support for the insider-outsider distinction 
is mixed. The positive eff ects on support for free trade from ALM expendi-
tures are larger for the unemployed than for those employed in tradable sec-
tors, but the eff ect of EPL strictness on support for trade, while positive and 
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statistically signifi cant, does not seem to depend on one’s employment sta-
tus. This is likely due to the estimates picking up substantial cross-national 
variation in support for free trade. The within-country insider-outsider divi-
sions are likely to be more pronounced when we allow for country-specifi c 
cut-points. Finally, positive evaluations of the social security system seem to 
increase support for trade primarily among the unemployed.

In the third regression, I add fi xed country and year eff ects. Most of the 
estimated coeffi  cients on the baseline variables are similar to those previ-
ously reported. Note that we can no longer estimate a general eff ect for ALM 
spending and the EPL index since there is no within-country-year variation 
in these variables. The within-country divisions with respect to policy eff ects 
on support for trade are more evident in this model, however. The eff ect of 
NRR on support for free trade is positive and statistically signifi cant for indi-
viduals employed in tradable sectors of the economy. The positive eff ects of 
ALM expenditures are much larger for the unemployed than for individuals 
employed in tradable sectors. Positive evaluations of the social security system 
have general eff ects, but the largest eff ects are still among the unemployed.

In the fourth and fi fth regressions, I add the full battery of control vari-
ables. The fi nal regression includes country and year fi xed eff ects while the 
penultimate regression does not. All of the additional controls are statistically 
signifi cant and have the anticipated signs. Individuals with specifi c skills are 
more likely to support limiting imports to protect the domestic economy. 
Young, single men without children, right-wing partisans, and individuals 
with cosmopolitan attitudes are stronger supporters of free trade, all else 
equal. Unfortunately, because of missing data on the additional variables, I 
lose almost 40% of the original sample, and this makes it diffi  cult to identify 
whether diff erences in coeffi  cient estimates are due to changes in the model 
specifi cation or changes in the sample. Nevertheless, all of the baseline coef-
fi cient estimates are robust to the addition of the new control variables and 
changes in the sample. The eff ects of NRR and ELP show up primarily among 
the unemployed. In the former case the eff ects are positive and in the latter 
they are negative. NRR still has a positive and statistically signifi cant eff ect on 
support for trade among those employed in tradable sectors of the economy, 
though the magnitude of the eff ects are considerably smaller (see the coun-
terfactual analysis below). ALM expenditures have a negative and statistically 
signifi cant eff ect on support for free trade among those employed in tradable 
sectors of the economy. Positive evaluations of the social security system now 
have a large positive, general, and statistically signifi cant correlation with 
pro–free trade attitudes.

In order to demonstrate the size of the eff ects that the key variables have 
on individual support for free trade, I conduct several counterfactual experi-
ments using the estimates for models 1 and 5. The results are reported in 
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terms of predicted probabilities and changes in predicted probabilities in 
Table 2.4. As the benchmark, I use an individual employed in an import-com-
peting industry with median scores on all of the other variables. This individ-
ual has the equivalent of a high school level education, government-provided 
unemployment insurance with a net replacement rate of 70%, can expect to 
benefi t from $189 worth of government spending on active labor market pro-
grams in the case of job loss, and supports protectionism as a means to bol-
ster the domestic economy with an approximate probability of .69 and .59 
according to the model 1 and model 5 estimates, respectively. This represen-
tative respondent opposes protection with an approximate probability of .13 
(model 1) and .19 (model 5).

According to the model 1 estimates, if the respondent were employed in 
an export-oriented sector of the economy instead of an import-competing 
sector, the probability of support for protectionism would decrease by a little 
less than .09. This number is calculated by summing the fi rst two columns 
of table 2.4. If this respondent had a college degree instead of a high school 
degree, support for protectionism would drop again by approximately .09. 
Increasing this respondent’s unemployment insurance from the median 
net replacement rate of 70% to the maximum rate of 92% would lower the 
probability of strong support for protection by .14. Finally, raising the level of 
active labor market spending from the median of $189 to the maximum level 
of $3,393 would lower the probability of support for protectionism by more 
than .14.

The model 5 estimates of the counterfactual eff ects from increasing NRR’s 
and ALM spending, which are quite diff erent from the model 1 estimates, 
are presented in the last two rows of table 2.4. Model 5 includes country and 
year fi xed eff ects and a complete set of control variables. The eff ects of NRR 
on support for trade have the same sign as previously and remain statisti-
cally signifi cant, but the size of the eff ects is considerably smaller. Support 
for protectionism decreases by about 2.5%, while support for trade increases 
by almost 2%. These estimates should be viewed as conservative, however. 
The fi xed eff ects take care of unobservable or otherwise omitted country-level 
factors that correlate with a country’s average net replacement rate, which 
makes it a useful model for convincing skeptics that a causal relationship 
exists, but it also suff ers from attenuation bias since the NRR variable is mea-
sured with error and most of the sample variance in replacement rates is 
between countries (see note 24).

The model 5 estimates for ALM spending eff ects on support for trade 
change signs. These estimates should also be viewed as “worst case” since 
the common eff ect of ALM spending on support for trade in a given country 
in a given year is completely absorbed by the country-year fi xed eff ects. If we 
give ALM spending no credit for diff erences in average levels of support for 



Table 2.4 Estimated Effects of Key Variables on Support for Trade

 
Pr(freetrade=1) 

(Support Protection)
Pr(freetrade=2) Pr(freetrade=3)

(Indiff erent)
Pr(freetrade=4) Pr(freetrade=5) 

(Oppose Protection)

Benchmark, Import Industry
Model 1 Estimates
Predicted Probability

.298
(.038)

.392
(.013)

.176
(.008)

.117
(.001)

.017
(.005)

1)  Eff ect of changing from
import to export industry

–.075**
(.038)

–.011***
(.001)

.030***
(.002)

.045***
(.001)

.012**
(.006)

2) Eff ect of college degree –.077***
(.020)

–.012***
(.001)

.030***
(.002)

.046***
(.001)

.013***
(.003)

3)  Eff ect of raising NRR
from 70% to 92% 

–.114***
(.020)

–.026***
(.002)

.044***
(.003)

.074***
(.002)

.023**
(.011)

4)  Eff ect of raising ALM
from $189 to $3,393

–.116**
(.046)

–.027***
(.002)

.044***
(.003)

.075***
(.002)

.023**
(.009)

Benchmark, Import Industry
Model 5 Estimates
Predicted Probability

.176
(.056)

.415
(.006)

.223
(.003)

.168
(.001)

.018
(.010)

5)  Eff ect of raising NRR from 70% 
to 92% 

–.014
(.014)

–.011***
(.000)

.006***
(.000)

.015***
(.000)

.004
(.005)

6)  Eff ect of raising ALM from $189 
to $3,393

.131***
(.042)

.019***
(.001)

–.061***
(.001)

–.075***
(.002)

–.011**
(.006)

Notes: Parentheses contain standard errors, calculated using the delta method. For each counterfactual, 
I report the change in predicted probabilities based on the Model 1 and Model 5 estimates.
*** signifi cant at 1%,** signifi cant at 5%, * signifi cant at 10%
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trade across country-years, individuals employed in import-competing indus-
tries in countries with high ALM spending are less supportive of free trade 
(relative to their respective country-year mean levels of support) than their 
counterparts in countries with low ALM spending. Why might high NRRs 
increase support for trade among workers in import-competing industries 
while high ALM expenditures decrease support? One explanation is that indi-
viduals who lose their jobs in countries that invest heavily in ALM programs 
are expected to fi nd employment in new sectors of the economy, and this 
is something that workers would like to avoid if possible (e.g., Iversen and 
Cusack 2000). In countries that provide generous unemployment insurance, 
the individual is not being pushed to seek employment in a new industry. 
Individual workers may ultimately choose to seek employment elsewhere, 
but a benefi ts system based primarily on unemployment insurance does not 
incentivize labor mobility to the same extent that a system based on ALM 
programs does. In chapter 5, where I explore the possibility of rebuilding the 
bargain of embedded liberalism, I discuss these and related issues in more 
detail.

Overall, the results are very supportive of the embedded liberalism thesis. 
The strongest opposition to trade comes from individuals employed in sec-
tors of the economy that have the highest levels of imports. Yet, the analysis 
also demonstrates that politicians can, in fact, build support for trade, even 
among these sectors. Politically feasible policy reforms can off set declines 
caused by increased exposure to international competition. Are these fi nd-
ings unique to the ISSP surveys and my particular sample of countries? 
Fortunately, my fi ndings are consistent with and add to a growing collection 
of evidence which suggests that governments can eff ectively manage support 
for trade. For example, in their analysis of data from the Asia-Europe Survey, 
Mayda et al. (2007) fi nd that generous social safety nets reduce the marginal 
eff ect of risk aversion on opposition to trade. Similarly, using Eurobarometer 
data, Scheve (2000) fi nds that welfare state spending shrinks the skill gap in 
support for European integration, which he interprets as evidence that com-
pensatory programs can build support for international economic openness 
among those who are likely to oppose it otherwise. Finally, in a larger sample 
of ISSP countries, Scheve and Slaughter (2004) fi nd that labor market spend-
ing reduces aggregate levels protectionist opinion.

One possible problem with my estimates is that question framing can 
have an eff ect on respondents’ attitudes toward trade, particularly among 
lesser educated individuals (Hiscox 2006). Hiscox argues the ISSP ques-
tion wording (a negative frame) exaggerates the diff erences in support for 
trade between individuals with high and low levels of education. This implies 
that the coeffi  cient estimates for variables correlated with education may 
be infl ated or attenuated. Since education is correlated with employment 
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in tradable sectors of the economy—highly educated individuals are more 
likely to work in non-traded sectors of the economy (e.g., Jensen and Kletzer 
2005)—the negative eff ect of working in a tradable industry on support for 
free trade policies may be infl ated by framing. More importantly for my 
purposes, however, is the fact that the respondents who qualify for high net 
replacement rates, low-income single parents, have less education on aver-
age, so the estimated eff ect of the net replacement rate (NRR) variable on 
support for trade is likely attenuated.

IMPORTS AND GOVERNMENT SPENDING IN 
POST-INDUSTRIAL ECONOMIES

The micro results confi rm the signifi cance of the tradable/non-tradable, 
import/export, and employed/unemployed distinctions. Politicians who 
want to maintain support for trade will have to respond to surges in imports. 
This is particularly true if there are a large number of individuals employed 
in tradable sectors of the economy and the macroeconomy is performing 
poorly. However, as individuals move out of tradable industries and/or the 
macroeconomic environment improves, it becomes less important for politi-
cians to respond to increased imports. Thus, the micro results suggest that 
the movement of workers from tradable to non-tradable sectors and improve-
ments in the employment performance of the economy will increase support 
for trade. Therefore, globalization, deindustrialization, and level of unem-
ployment should have interdependent eff ects on government spending.33 In 
post-industrial high-employment economies, the eff ect of imports on spend-
ing should be smaller in magnitude. I test this hypothesis below.

Data and Methods

The sample, which spans from 1960 to 2000, includes twenty OECD coun-
tries: Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, 
Ireland, Italy, Japan, the Netherlands, New Zealand, Norway, Portugal, Spain, 
Sweden, Switzerland, the United Kingdom and the United States. The key 
independent variable is the natural log of imports measured in millions of 
1995 U.S. dollars.34 The size of the eff ect that imports will have on spend-
ing depends on how many workers are employed in tradable industries and 
the rate of unemployment. I use Iversen and Cusack’s measure of dein-
dustrialization as a measure of the number of workers exposed to import 
competition.35

I include two dependent variables in the analysis, both of which are com-
mon in the literature: government consumption as a percentage of GDP and 
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social benefi ts as a percentage of GDP.36 Some have criticized research using 
government consumption and social benefi ts as dependent variables (for 
example, see Burgoon 2001; Mares 2004). Mares argues that all expenditure-
based measures are problematic because they do not refl ect politically salient 
aspects of policy design. I disagree, since expenditures are driven partly by 
the generosity of benefi t payments, which is both discretionary and politically 
salient, and the non-discretionary component of spending can be addressed 
with controls. Moreover, with respect to the program scope of the dependent 
variable, it is important not to be too narrowly focused. Constrained gov-
ernments might respond in less direct ways to demands for compensation 
and insurance. For example, in the United States, much of the insecurity 
associated with losing one’s job comes from the fear of losing one’s health 
insurance. In theory, the U.S. government could respond to globalization 
pressures by providing better health care for its poorest citizens.

I add fi ve control variables to the analysis: GDP per capita; the percentage 
of the population above the age of sixty-fi ve; the percentage of cabinet seats 
held by left-wing parties; union density; and exports.37 The fi rst variable con-
trols for Wagner’s law, which predicts that governments will spend a higher 
proportion of GDP as per-capita real income rises. It also correlates with the 
business cycle and therefore may control for some of the nondiscretionary 
changes in government spending. (In this case, we would expect the coef-
fi cient to be negative.) Pierson and others have identifi ed an aging population 
as the key demographic change driving government spending in the OECD 
today.38 One would expect government spending to be higher where the politi-
cal left and/or organized labor is strong. Since imports and exports are highly 
correlated, the log of exports is also included as a control variable. I expect the 
coeffi  cients on imports and exports to have opposite signs.

I estimate four panel regressions, two for each of the dependent variables. 
One model includes the controls and year dummies; the other does not. Like 
many political scientists, I include a temporal lag of the dependent variable 
and country dummies in all of the models to control for persistence and unit 
heterogeneity, respectively. I also include a spatial lag in the analysis as a 
way to model the cross-sectional interdependence in the data. This not only 
improves estimation effi  ciency, but also helps guard against bias. For exam-
ple, if it is true that governments have been constrained by international 
capital mobility, particularly during the post–Bretton Woods era, then coun-
tries will be aff ected by levels of government spending in their neighbors. If 
imports cluster spatially as well, ignoring this interdependence in spending 
will bias estimation of the impact of imports on government spending.39 The 
spatial lags are generated with a row-standardized binary contiguity weight-
ing matrix using shared territorial borders as the criterion.40 Spatio-temporal 
lag models are discussed extensively in Franzese and Hays (2007, 2008) and 
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more briefl y in the methodological appendix to this chapter. Formally, the 
model is written as

 y � r Wy � fMy � X� � � (2.1)

Where y, the dependent variable, is an NT � 1 vector of cross sections stacked 
by periods (i.e., the N fi rst-period observations, then the N second-period 
ones, and so on to the N in the last period, T ). The parameter r is the spa-
tial autoregressive coeffi  cient and W is an NT � NT block-diagonal spatial-
weighting matrix. More specifi cally, we can express this W matrix as the 
Kronecker product of a T � T identity matrix and an N � N weights matrix 
(IT ⊗ WN), with elements wij of WN refl ecting the relative degree of connection 
from unit j to i. Wy is thus the spatial lag; that is, for each observation yit, Wy 
gives a weighted sum of the yji, with weights, wij, given by the relative connec-
tivity from j to i. The parameter f is the temporal autoregressive coeffi  cient, 
and M is an NT � NT matrix with ones on the minor diagonal, that is, at coor-
dinates (N �1, 1), (N �2, 2), . . . , (NT, NT 2 N), and zeros elsewhere, so My is 
the (fi rst-order) temporal lag. The matrix X contains NT � k observations on 
k independent variables, and � is a k � 1 vector of coeffi  cients on them. The 
fi nal term in (2.1), �, is an NT � 1 vector of disturbances, assumed to be inde-
pendent and identically distributed.

I estimate the model using maximum likelihood. This estimator is dis-
cussed in the appendix as well. All of the right-hand-side variables, with the 
exception of the spatial lag, are serially lagged one period to address potential 
problems of endogeneity.41

Results

The regression estimates are reported in table 2.5. In short, I fi nd that the 
eff ect of imports on a country’s level of government spending depends on 
how exposed the domestic labor market is to trade.42 The estimated coeffi  -
cients on the imports and deindustrialization interaction variables are cor-
rectly signed in all the regressions. An increase in a country’s imports is 
associated with an increase in government spending. This eff ect is magnifi ed 
when a large portion of the working-age population is employed in tradable 
industries. I fi nd more limited support for the argument that a healthy labor 
market reduces the size of the import eff ect. The unemployment variable and 
the unemployment-imports interaction term are jointly statistically signifi -
cant and correctly signed in the baseline social benefi ts regression, but not in 
any of the other models. The estimated coeffi  cients on both the temporal and 
spatial lag variables are positively signed and statistically signifi cant.

What do these results tell us of the substantive magnitude that import 
shocks in OECD countries have on government spending over time and 
across space? To answer this question we need to calculate the so-called 
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Table 2.5 Trade and Government Spending

Government 
Consumption Social Benefi ts

 (1) (2) (3) (4)

Temporal Lag .890***
(.018)

.905***
(.021)

.961***
(.019)

.962***
(.020)

Spatial Lag .022***
(.004)

.010***
(.004)

.017***
(.005)

.003
(.005)

Imports 2.132***
(.343)

1.860***
(.496)

2.286***
(.359)

1.810***
(.589)

Deindustrialization .152***
(.053)

.132**
(.060)

.144**
(.060)

.113
(.076)

Unemployment –.124
(.104)

–.106
(.118)

–.080††

(.117)
–.128
(.134)

Imports � Deindustrialization –.023***
(.005)

–.014**
(.006)

–.024***
(.005)

–.013*
(.007)

Imports � Unemployment .012
(.010)

.010
(.011)

.011††

(.011)
.013

(.012)
Exports –.544*

(.282)
–1.062***

(.280)
RGDP per capita .006

(.018)
.022

(.019)
Old Age 8.080***

(2.856)
8.900**

(3.528)
Leftist Government .130*

(.068)
–.018
(.070)

Union Density –.117
(.363)

 –.053
(.395)

Fixed Eff ects Country / Year Yes/No Yes/Yes Yes/No Yes/Yes
Observations 706 706 650 650
Log Likelihood –596.6 –487.14 –533.5 –433.3
R-squared .977 .985 .984 .988

Notes: The fi xed eff ect coeffi  cient-estimates are suppressed to conserve space. Standard errors are 
in parentheses. The spatial lags are generated with a binary contiguity weighting matrix using 
shared territorial borders as the criterion, excepting that France, Belgium, and the Netherlands 
are coded as contiguous with Britain, Denmark as contiguous with Sweden, and Australia as 
contiguous with New Zealand. All the spatial weights matrices are row-standardized. *** signifi -
cant at 1%; ** signifi cant at 5%; * signifi cant at 10%; ††  jointly signifi cant at 5%. 

spatial and spatio-temporal multipliers. The spatial multiplier, (IN � rW)�1, 
captures the feedback from, say, Belgium on France and other countries, 
and back from France and those others on Belgium, and so on recursively. 
The immediate time-t eff ect on the vector of policy outcomes throughout the 
OECD, including that recursive feedback, can now be calculated with this 
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spatial multiplier by considering certain counterfactual shocks to variables 
in X on the right-hand side of (2.1). Specifi cally, multiplying (IN � rW)�1 by an 
N x 1 column vector with 1 in row i and 0 elsewhere gives the immediate eff ect 
of a permanent unit-shock to country i on policies in the other (N21) coun-
tries j. For example, multiplying (IN � rW)�1 by a 20 x 1 column vector with 0 
in all rows except that corresponding to Austria, which gets a 1, will give a 20 x 
1 column-vector containing the estimated eff ects of a unit-shock in Austria on 
both its own spending and the spending of the other nineteen countries.

In addition to these spatial dynamics, the model of government consump-
tion includes a time-lag of the dependent variable and corresponding tempo-
ral dynamics. We could, therefore, plot the evolution of the one-period eff ect 
over time to illustrate the spatio-temporal dynamics of responses to various 
counterfactuals. More compactly, we can calculate the long-run steady-state 
eff ect, including the feedback eff ects, of permanent hypothetical shocks to 
one country. (See the appendix for a discussion of how to do this.) Table 2.6 
reports these steady-state calculations. The off -diagonal elements of the table 
report the eff ect of a one-unit positive shock in the column country’s imports 
on the other countries’ level of government consumption. The diagonal ele-
ments of Table 2.6 report the eff ect of a one-unit positive import shock in 
the column country on its own government consumption after spatial feed-
back. The long-run steady-state eff ects are large. For example, in the long 
run, a 1-unit positive shock to the log of British imports increases spending in 
Ireland by more than 1.2% of GDP. Of course, this eff ect assumes a perma-
nent increase in British imports and would take many years to materialize. 
In this sense, the calculation likely represents an upper bound for the spatial 
eff ects. The results for a 1-unit increase in German imports are presented 
graphically in fi gure 2.1.

Finally, I conduct a set of counterfactual experiments that compare the 
eff ects of a permanent increase in German imports on government consump-
tion in Germany for both the industrial and post-industrial cases.43 I set the 
deindustrialization variable to its sample low and high values for Germany 
and then calculated the eff ects of a 1-unit surge in imports.44 In fi gure 2.2, 
I plot the temporal eff ects (with spatial feedback) on government consump-
tion in Germany. The solid and dashed lines with markers represent the esti-
mated eff ects for the post-industrial and industrial cases, respectively. The 
solid and dashed lines without markers provide a 95% confi dence interval 
around these eff ects. The eff ects are larger for industrial Germany than for 
post-industrial Germany—.78% vs. .5% of GDP to begin and then 5.36% vs. 
3.4% after ten years—and the fi rst diff erences in these eff ects are statistically 
signifi cant for up to ten years after the initial surge in German imports.

Why do my empirical results diff er from those previously reported, partic-
ularly by Iversen and Cusack? I provide a reanalysis of the Iversen and Cusack 



Table 2.6 Steady-State Spatio-Temporal Effects from a One-Unit Increase in Imports on Government Consumption in Europe (Intermediate
Level of Deindustrialization)

 AUT BEL DNK FIN FRA DEU IRE ITA NTH NOR POR ESP SWE CHE GBR

AUT 5.897*
(3.272)

.028
(.02)

.078
(.054)

.438*
(.264)

.435*
(.262)

.025
(.017)

.003
(.003)

.439*
(.264)

.006
(.005)

BEL .019
(.014)

5.895*
(3.272)

.345*
(.209)

.346*
(.21)

.018
(.013)

.016
(.011)

.343*
(.207)

.002
(.001)

.015
(.01)

.002
(.002)

.348
(.212)

DNK .033
(.022)

.036
(.025)

5.864*
(3.253)

.048
(.033)

.035
(.024)

.618*
(.37)

.004
(.003)

.034
(.024)

.048
(.033)

.001
(.001)

.62*
(.371)

.003
(.002)

.006
(.005)

FIN .048
(.033)

5.938*
(3.297)

.005
(.004)

.666*
(.402)

.692*
(.42)

FRA .032
(.022)

.276
(.168)

5.908*
(3.279)

.266*
(.161)

.014
(.01)

.249*
(.149)

.042
(.029)

.026
(.018)

.251*
(.151)

.019*
(.014)

.266*
(.161)

DEU .311*
(.186)

.346*
(.21)

.333*
(.201)

5.898*
(3.273)

.003
(.002)

.037
(.025)

.328*
(.197)

.001
(.001)

.014
(.01)

.024
(.017)

.055
(.038)

IRE .001
(.001)

.072
(.051)

.069
(.048)

.011
(.009)

5.885*
(3.266)

.003
(.002)

.069
(.048)

.003
(.002)

1.236*
(.739)

ITA .435*
(.262)

.024
(.017)

.439*
(.265)

.073
(.051)

.001
(.001)

5.892*
(3.27)

.006
(.005)

.002
(.002)

.019
(.013)

.439
(.264)

.02
(.014)

NTH .023
(.016)

.457*
(.276)

.07
(.049)

.437*
(.263)

.023
(.016)

.005
(.004)

5.89*
(3.269)

.003
(.002)

.002
(.002)

.44*
(.265)

NOR .048
(.033)

.666*
(.402)

.005
(.004)

5.938*
(3.297)

.692*
(.42)

POR .001
(.001)

.006
(.005)

.131
(.09)

.006
(.005)

.006
(.004)

.001
(.001)

5.95*
(3.304)

1.243*
(.744)

.006
(.005)

(Continued)



Table 2.6 (Continued )

 AUT BEL DNK FIN FRA DEU IRE ITA NTH NOR POR ESP SWE CHE GBR

ESP .003
(.003)

.029
(.021)

.628*
(.377)

.028
(.02)

.001
(.001)

.026
(.018)

.004
(.004)

.622*
(.372)

5.976*
(3.319)

.002
(.002)

.028
(.02)

SWE .002*
(.002)

.003
(.002)

.413*
(.247)

.461*
(.28)

.002
(.002)

.044
(.03)

.002
(.002)

.461*
(.28)

5.96*
(3.31)

CHE .347
(.21)

.035
(.025)

.351
(.214)

.347*
(.211)

.001
(.001)

.344*
(.208)

.021
(.015)

.002
(.001)

.015
(.011)

5.869*
(3.256)

.018
(.013)

GBR .004
(.003)

.348
(.212)

  .332*
(.201)

.055
(.038)

.309*
(.185)

.014
(.01)

.33*
(.199)

 .001
(.001)

.014
(.01)

 .001
(.001)

5.94*
(3.298)

Notes: The off -diagonal elements of the table report the eff ect of a one-unit increase in the column 
country’s imports on government consumption in its European counterparts. The diagonal elements 
give the total eff ect of an exogenous one-unit increase in the column country’s imports on its own 
government consumption. These numbers are calculated using the spatio-temporal multiplier and 
thus refl ect all feedback eff ects. Parentheses contain standard errors calculated by the delta method. 
*** signifi cant at 1%; ** signifi cant at 5%; * signifi cant at 10%
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regressions in table 2.7.45 The short answer to this question is that my results 
diff er from theirs because I distinguish between exports and imports. The 
trade openness variable used by Iversen and Cusack constrains the eff ects of 
imports and exports on government spending to have the same magnitude 
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Figure 2.1 Spatio-Temporal Effects from a One-Unit Increase in German Imports on 
Government Consumption in Europe (Intermediate Level of Deindustrialization)
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Table 2.7 Reanalysis of Iversen and Cusack (2000)

Transfers (Social Benefi ts)
Government 
Consumption

  I&C (2000) Reanalysis Reanalysis I&C (2000) Reanalysis

Lagged Spending 
Level (Yt-1)

–.067***
(.021)

–.067***
(.026)

–.094***
(.027)

–.051***
(.013)

–.050***
(.015)

Trade Openness –.005
(.004)

–.004*
(.002)

∆ Trade Openness .018**
(.009)

–.005
(.005)

Imports 1.223*
(.708)

1.659**
(.769)

.687**
(.291)

Exports –.051
(.451)

–.550
(.482)

–.513**
(.201)

Imports ×
Deindustrialization

–.015**
(.006)

–.012*
(.006)

–.002
(.003)

Deindustrialization .044***
(.014)

.161**
(.070)

.140*
(.077)

.031*** 
(.010)

.044
(.030)

∆ Deindustrialization
.142***

(.038)
.361***

(.061)
.492***

(.068)
.090***

(.022)
.101***

(.028)
Leftist Gov. CoG –.062

(.050)
–.082
(.059)

–.095
(.062)

.090***
(.034)

.095***
(.036)

∆ Leftist Gov. CoG .041
(.066)

–.006
(.076)

–.017
(.081)

.049
(.041)

.031
(.042)

Electoral 
Participation

–.005
(.007)

–.001
(.010)

–.003
(.010)

.012***
(.004)

.011***
(.005)

Strength of Labor .078
(.867)

.003
(.011)

–.001
(.012)

.898***
(.312)

.752**
(.331)

Unexpected Growth –.077***
(.012)

–.110***
(.016)

–.092***
(.006)

–.093***
(.007)

Automatic Transfers .845***
(.089)

Old Age .100*
(.053)

.096*
(.053)

Unemployment .079**
(.031)

.025
(.032)

Automatic 
Consumption 

   .971***
(.061)

.977***
(.064)

Fixed Eff ects
Country / Year

Yes/No Yes/No Yes/No Yes/No Yes/No

Observations 495 442 442 495 442
R-squared .470 .353 .259 .630 .638

Notes: The fi xed eff ect coeffi  cient-estimates are suppressed to conserve space. Standard errors 
are in parentheses. *** signifi cant at 1%; ** signifi cant at 5%; * signifi cant at 10%. 
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and sign. This is problematic because theory (as well as intuition) tells us that 
increasing imports and exports should have diff erent eff ects on government 
spending. Rising imports create losers that may have to be compensated, 
while rising exports do not.

Other than the key change made by replacing the trade openness variables 
in their analysis with separate import and export variables in my reanalysis, I 
follow the original specifi cations closely with two exceptions: in the transfers 
regressions, I experiment with removing the automatic transfers and unex-
pected growth variables. I replace the automatic-transfers variable with old-
age and unemployed percentages of the total population, the original controls 
for automatic transfers in Garrett (1998). I substitute these for Iversen and 
Cusack’s variable because their measure of automatic transfers is calculated 
as the sum of the products of several ratios, and it is extremely diffi  cult to iso-
late which changes (spending, demographic, or GDP) are driving the correla-
tion with the dependent variable. Moreover, the unexpected growth variable 
is clearly endogenous since the dependent variable has the change in GDP 
(i.e., growth) in the denominator. Including this variable is likely to bias the 
coeffi  cient estimates on the trade variables since rising exports are a cause 
of growth and growth is a cause of imports. From the table, it is clear that 
the main macro-level empirical results of this chapter—that imports cause 
increased spending both on transfers and government consumption, and 
that the eff ect is conditioned by deindustrialization—are robust and evident 
even when I use Iversen and Cusack’s error-correction model, their sample, 
and most of their control variables.

To sum, the macro results presented in this section demonstrate the sig-
nifi cance of the individual-level fi ndings for the trade / welfare state debate. 
Previous research has concluded that the short-term relationship between 
trade and governments spending is an artifact that disappears when fi xed 
country eff ects and deindustrialization are taken into account. My results 
show that this is not the case. The relationship between trade and govern-
ment spending is robust when imports and exports are distinguished, the 
interactive eff ects of trade and deindustrialization are recognized, and the 
spatial interdependence in the data is modeled.

CONCLUSION

Ruggie’s embedded liberalism involves a political compromise in which 
leaders commit their countries to freer trade while managing the disloca-
tions that follow. My empirical tests demonstrate that this compromise is a 
politically feasible one. Citizens’ attitudes toward trade are well informed by 
their self-interest according to the predictions of trade theory. At the same 
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time, their policy preferences are malleable. Workers who compete against 
imports tend to oppose free trade, but their opposition can be reduced with 
policies designed to protect them, such as unemployment insurance.

Interestingly, the macro-level results in this chapter also suggest that gov-
ernments are less responsive to imports today than in the past. As OECD 
countries have moved more toward service economies, the eff ect of import 
surges on spending has declined because fewer citizens work in import-com-
peting sectors. Does this mean that the political signifi cance of the bargain of 
embedded liberalism is on the decline? Probably not. The current situation 
with respect to trade and services is unlikely to last long. Those employed in 
services sectors of the economy will become increasingly exposed to interna-
tional competition over time.

With respect to the U.S. economy, trade in services is growing rapidly and 
the balance between exports and imports is shrinking (relative to the value 
of these fl ows). According to data from the Bureau of Economic Analysis, 
exports of private services were worth $197 billion and imports $130 billion 
in 1995. By 2005, these numbers were $360 billion and $281 billion, respec-
tively. Using measures of geographic industrial concentration, Jensen and 
Kletzer (2005) estimate that 13.7% of total U.S. employment is in tradable 
service industries and therefore, at least potentially, subject to international 
competition. Thus, it is likely that the bargain of embedded liberalism will 
remain politically signifi cant well into the twenty-fi rst century.
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Appendix

In this appendix, I discuss how to estimate regression models with endoge-
nous spatial lags on the right-hand side, show how to calculate spatio-tem-
poral eff ects, and provide the STATA code I used to estimate the regressions 
in table 2.5.

I. ESTIMATING SPATIAL LAG MODELS

A. Least Squares Estimation

OLS estimation of model (2.1), sometimes called spatial OLS or S-OLS, is 
inconsistent because the regressor Wy, the spatial lag, covaries with the resid-
ual, �. The reason is simple; the spatial lag, Wy, is a weighted average of the 
outcome in other units, thus placing the left-hand side (LHS) of some observa-
tions on the right-hand side (RHS) of others. This is textbook simultaneity. To 
see the implications of this endogeneity, fi rst rewrite the spatial-lag model as

 y � Q� � �, (2.1)

where

 Q � [Wy My X] and � � [r f �]�. (2.2)

The matrices Q and � have dimensions N � (k � 2) and (k � 2)�1 respectively. 
The asymptotic simultaneity bias for the S-OLS estimator is given by
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In the case where Q contains a single exogenous regressor x (i.e., k � 1, 
cov(�, x) � 0) and the error term retains no serial dependence controlling for 
time-lagged y (i.e., cov(My, �) � 0), we can rewrite equation (2.3) as
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where
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Since � is a variance-covariance matrix, its determinant is strictly pos-
itive. Thus, when the data exhibit positive (negative) spatial and temporal 
dependence, the covariances in equation (2.4) will be positive (negative), and 
so S-OLS will over- (under-) estimate r and under- (over-) estimate f and b. 
To elaborate, assuming W positive defi nite, cov(Wy, �) and cov(Wy, My) have 
the same signs as r and f, respectively, and cov(Wy, x) is non-zero if x exhibits 
spatial interdependence, say x � uWxu, and, assuming both W are positive 
defi nite, has the same sign as ru.

In short, assuming positive spatial and temporal dependence, the most 
common case in practice, S-OLS estimation of spatial-lag models tends to 
overestimate the strength of spatial interdependence at the expense of unit-
level and exogenous-external explanatory factors, including the temporal 
dynamics, all of which will tend consequently to be underestimated in pro-
portion to their relative correlation with the spatial lag.

B. Maximum-Likelihood Estimation

The conditional likelihood function for the spatio-temporal-lag model, which 
assumes the fi rst observation non-stochastic, is a straightforward extension 
of the standard spatial-lag likelihood function, which, in turn, adds only one 
mathematically and conceptually small complication (albeit a computation-
ally intense one) to the likelihood function for the standard linear-normal 
model. To see this, start by rewriting the spatial-lag model with the stochastic 
component on the left:

 y � rWy � X	 � � ⇒ � � (I � rW)y 2 X	 ≡ Ay � X	. (2.5)

Assuming i.i.d. normality, the likelihood function for � is then the typical lin-
ear one:
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which, in this case, will produce a likelihood in terms of y as follows:

 
L

NT

( ) expy A (Ay XB) (Ay XB)� � � � �
1

2

1

2
2

2

2
 
p

⎛
⎝⎜

⎞
⎠⎟

⎛
⎝⎜

⎞
⎠⎟

 (2.7)

This still resembles the typical linear-normal likelihood, except that the 
transformation from � to y is not by the usual factor, 1, but by |A|=|I 2 �W|. 

,

.	 	
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Note that since |A| depends on r, each time the maximum-likelihood 
routine recalculates the likelihood with updated estimates of r, it has to 
recalculate the determinant at these new r-values. Ord (1975) redressed 
this computational-intensity issue by using the approximation ∏i
i for |W| 
because the vector of eigenvalues λ does not depend on r. Using |I 2 �W| = 
∏i(1 2 �
i) for |A| requires the estimation routine only to recalculate a prod-
uct, not a determinant, as it updates. The estimated variance-covariances of 
parameter estimates follow the usual ML formula (negative the inverse of 
Hessian of the likelihood) and so are also functions of |A|. The analogous 
strategies may serve there.

II. CALCULATING AND PRESENTING SPATIO-TEMPORAL EFFECTS

Calculation, interpretation, and presentation of eff ects in empirical mod-
els with spatio-temporal interdependence involve more than simply con-
sidering coeffi  cient estimates. Coeffi  cients do not generally equate to eff ects 
beyond that simplest strictly linear-additive world. In empirical models 
containing spatio-temporal dynamics, as in those with only temporal 
dynamics, for example, coeffi  cients on explanatory variables give only the 
pre-dynamic impetuses to the outcome variable from changes in those 
variables. The coeffi  cients represent only the (often inherently unobserv-
able) pre-interdependence impetus to outcomes associated with each RHS 
variable.

This section discusses the calculation of spatio-temporal multipli-
ers, which allow expression of the eff ects of counterfactual shocks of vari-
ous kinds to some unit(s) on itself (themselves) and other units over time, 
accounting both the temporal and spatial dynamics. These multipliers also 
allow expression the long-run, steady-state, or equilibrium impact of such 
permanent shocks. In this section, I also apply the delta-method to derive 
analytically the asymptotic approximate standard errors for these response-
path and long-run eff ect estimates.46

Calculating the cumulative, steady-state spatio-temporal eff ects is most 
convenient working with the spatio-temporal-lag model in (N x 1) vector 
form:

 yt � rWyt � fyt�1 � Xt	 � εt . (2.8)

To fi nd the long-run, steady-state, equilibrium (cumulative) level of y, sim-
ply set yt�1 equal to yt in (2.8) and solve. This gives the steady-state eff ect, 
assuming stationarity and that the exogenous RHS terms, X and ε, remain 
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permanently fi xed to their hypothetical/counterfactual levels:47
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To off er standard-error estimates for these steady-state estimates, one could 
use the delta method, that is, give a fi rst-order Taylor-series linear-approxima-
tion to nonlinear (2.9) around the estimated parameter-values and determine 
the asymptotic variance of that linear approximation. To fi nd the key elements 
needed for this, begin by denoting the ith column of S as si and its estimate as 
ŝi. The steady-state spatio-temporal eff ects of a one-unit increase in explana-
tory variable k in country i are sibk giving delta-method standard-errors of
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are the ith columns of b̂kŜWŜ and b̂kŜŜ respectively.

The spatio-temporal response path of the N � 1 vector of unit outcomes, yt, 
to the exogenous RHS terms, X and ε, could also emerge by rearranging (2.8) 
to isolate yt on the LHS:

 yt � [IN � rWN]�1 {fyt�1 � Xt� � εt}. (2.11)

This formula gives the response-paths of all unit(s) {i} to hypothetical shocks 
to X or � in any unit(s) { j}, including a shock in {i} itself/themselves, just by 
setting (Xt� � εt) to one in the row(s) corresponding to {j}. To calculate mar-
ginal spatio-temporal eff ects (non-cumulative) or plot the over-time path of 
the eff ect of a permanent one-unit change in an explanatory variable (cumu-
lative), and their standard errors, working with the entire NT � NT matrix is 
easier. Simply redefi ne S in the (2.9) as S ≡ [INT � rW2fM]�1 and follow the 
steps outlined above.

.

,
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III. STATA CODE FOR IMPLEMENTING THE S-ML ESTIMATOR

clear
pr drop _all
set more off 
***********************
* Likelihood Evaluator
***********************
program defi ne splag_11
args lnf mu rho sigma
tempvar A rSL
gen ‘A’= ones—‘rho’*EIGS1
gen ‘rSL’=‘rho’*SL1
qui replace ‘lnf’= ln(‘A’) + ln(normden($ML_y12‘rSL’2‘mu,’ 0, ‘sigma’))
end
*Number of Observations in the Dataset
global nobs = ???
***********************
* Open Data For Weights
***********************
clear
use “C:\PATH_HERE\weights_matrix_data_fi le.dta,” clear
* This fi le should contain the ful NT x NT spatial weights matrix
***********************
mkmat var1-var ???, matrix(W)
matrix eigenvalues eig1 imaginaryv = W
matrix eig2 = eig1’
matrix ones=J($nobs,1,1)
**************************
* Open Data for Regression
**************************
drop _all
use “C:\PATH_HERE\data_fi le.dta,” clear
**************************
global Y dependent_variable
global X iv_1 iv_2 iv_3
mkmat $Y, matrix(Y)
matrix SL = W*Y
svmat SL, n(SL)
svmat eig2, n(EIGS)
svmat ones, n(ones)
*************************
*Produce starting values
*************************
qui regress $Y $X
matrix OLSb=e(b)
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local OLSsigma=e(rmse)
***************************
*Estimate spatial lag model
***************************
ml model lf splag_11 (mu: $Y=$X) (rho:) (sigma:), vce(opg)
ml init OLSb
ml init rho:_cons=0
ml init sigma:_cons=‘OLSsigma’
ml max
predict yhat
mkmat yhat, matrix(yhat)
matrix eye = I($nobs)
matrix mult = eye—_b[rho:_cons]*W
matrix yhat_m = ((yhat’)*inv(mult))’
matrix e2 = (Y2yhat_m)’*(Y2yhat_m)
scalar e2 = e2[1,1]
qui summarize $Y
matrix ym = r(mean)*J($nobs,1,1)
matrix ym2 = (Y2ym)’*(Y2ym)
scalar ym2 = ym2[1,1]
scalar r2 = 1—(e2/ym2)
scalar list r2
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3

Trade and Employment Volatility 
in Corporatist and Competitive 
Labor Markets

The politics of international economic openness has both a demand and sup-
ply side to it. Workers exposed to international competition demand protec-
tion, which governments supply in a number of diff erent forms, including 
tariff s, insurance, and various kinds of adjustment assistance. Governments 
committed to economic openness prefer to supply policies like insurance 
and adjustment assistance (rather than tariff s) in return for public support 
for trade. This is the essence of embedded liberalism. In the previous chap-
ter, I established the empirical validity of the embedded liberalism thesis. At 
the individual level, workers employed in import-competing industries are 
less likely to support free trade than those working in export-oriented sec-
tors of the economy. The strength of their opposition to free trade, however, 
depends on how well they are protected from or compensated for income 
loss due to trade-related dislocations. At the macro-level, the evidence from 
the OECD countries suggests that government spending depends, in part, on 
how exposed the domestic workforce is to international competition.

Starting with Ruggie’s notion of embedded liberalism, Rodrik (1997) iden-
tifi es a signifi cant globalization dilemma: growing international economic 
integration increases the demand on governments for protection and com-
pensation at the same time that it undermines their ability to supply policies 
that require signifi cant government spending. More workers are exposed to 
international competition through trade, and increased international capital 
mobility makes it diffi  cult for governments to fi nance spending. Thanks to 
this dilemma, countries are politically vulnerable to a backlash against glo-
balization. The unfortunate possibility is that constrained governments will 
abandon their commitment to economic openness by adopting restrictions 
on international trade and capital fl ows. In this way, Rodrik’s globalization 
dilemma can be viewed as a crisis of embedded liberalism (Keohane 1984; 
Garrett 1998).

The purpose of this chapter and the next is to argue that, because of 
important cross-national diff erences in domestic political and economic 
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institutions, the severity of Rodrik’s globalization dilemma varies across 
countries. In particular, the degree to which globalization increases demands 
for protection depends on how, and the extent to which, shocks in interna-
tional commercial markets are transmitted to domestic labor markets. This 
depends greatly on a country’s labor market institutions (Blanchard and 
Wolfers 2000; Blau and Kahn 2002). I focus on the diff erences between cor-
poratist (coordinated) and competitive (liberal) labor markets, arguing that 
trade generates more risk for those who operate in the latter. The economic 
insecurity leads workers to pressure their governments for protection.

In my analysis, trade generates employment volatility in countries with 
competitive labor markets for two reasons. First, in competitive markets, 
trade-related shocks to the economy (e.g., shocks to foreign demand or the 
competitiveness of foreign fi rms) are passed to workers in terms of employ-
ment levels. Second, trade makes the demand for labor more elastic in 
these countries, which, in turn, makes market outcomes more sensitive to 
all shocks, both international and domestic. The mechanisms in the com-
petitive case, discussed below, are straightforward market mechanisms that 
are well-known to political economists (e.g., Rodrik 1997, chapter 2). With 
respect to the corporatist case, I argue that the role of unions in a system 
of consensual and coordinated wage bargaining generates stability. Under 
corporatism, workers delegate authority to negotiate employment contracts 
to an agent (the union) with stronger preferences for work (employment) 
over leisure (unemployment) than they, the principals, hold. This delega-
tion within a system of industrial relations that encourages a consensual 
cost-sharing approach to economic adjustment generates employment sta-
bility. The empirical evidence strongly supports my claim that competitive 
labor markets experience more employment volatility than their corporatist 
counterparts, and trade amplifi es this diff erence. There is support for the two 
causal mechanisms highlighted for the competitive case as well.

It is important to be clear about the kind of labor market volatility and 
employment risk that I have in mind. I focus primarily on the risk that some-
one will become unemployed over a given span of time. This is largely dis-
tinct from the probability that an individual remains unemployed for an 
extended period. In fact, these two risks seem to be inversely related. I take 
the position that the risk of becoming unemployed in competitive labor mar-
kets is more politically problematic, when compared with the risk of long-
term unemployment, because it aff ects a larger portion of the citizenry. I also 
argue that citizens hold politicians responsible for predictable and sustained 
levels of labor market volatility, risk that is driven by trade-related and other 
factors over which politicians may have some control, and not for unexpect-
edly large random shocks to employment, especially when there is no volatil-
ity clustering.
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In the next section, I discuss some of the new challenges to corporatism 
and how corporatist institutions have evolved in response to them. In the sec-
ond section, I theoretically examine how trade aff ects labor market volatility 
in both competitive and corporatist systems, a topic that gets relatively little 
attention in the literature. I then turn to the empirical relationships between 
trade, employment, and labor market volatility. In the fi nal section, I review 
the broader literature on the comparative economic performance of national 
labor markets throughout the OECD, focusing primarily on the issue of wage 
inequality. Unfortunately, the same workers who are experiencing greater 
employment uncertainty and risk are also seeing their real wages decline, 
at least relative to individuals in the top income brackets. Thus, the trends in 
wage inequality only exacerbate the political problems caused by higher lev-
els of employment volatility in the Anglo-American democracies.

CORPORATISM YESTERDAY AND TODAY

In chapter 1, I discussed how globalization pessimists argue that corporatism 
is under signifi cant pressure as a result of the internationalization of markets 
for goods, services, and capital and is therefore unlikely to survive over the 
long term. I believe the optimists have made a strong case, both theoretically 
and empirically, that this fear is exaggerated and that corporatism is not in a 
state of terminal decline. This is not to say that corporatist institutions have 
remained static in the face of global economic change. In this section, I start 
by defi ning the central features of corporatism for my purposes and then 
briefl y discuss how corporatist institutions have evolved over the last two to 
three decades. In the end, I conclude that corporatism qua coordinated and 
consensual wage bargaining continues to shape how workers experience the 
pressures of global economic integration, particularly in the Nordic coun-
tries and Austria.

Maier (1984, 40) defi nes corporatism as a system of “broad concertation 
between employer and employee representatives across industries, which is 
usually established and sometimes continually supervised under state aus-
pices.” This concertation, which operates through consensual wage bargain-
ing, perhaps the defi ning corporatist institution, responds “to criteria of a 
broader public interest, transcending the short-term profi ts or pay increases 
that a given labour market might allow.” 1 According to Maier, the national 
will for strongly consensual industrial relations emerged from an extreme 
sense of economic vulnerability and a need to fairly distribute the costs of 
economic austerity after World War II, and, in some cases, a desire to move 
beyond destabilizing internal confessional and (or) class divisions. Similarly, 
Katzenstein (1985) argues that democratic corporatism is distinguished by an 
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ideology of social partnership, centralized systems of interest intermediation, 
and continuous bargaining. He emphasizes that historically the “corporatist 
bargain” was built on an “electoral bargain,” which was institutionalized by 
the adoption of proportional representation electoral systems in the small 
countries of western Europe. Proportional representation, by encouraging 
political opponents to share power, “generated its own political predictability, 
enhanced the prospects for consensus, and thus facilitated the corporatist 
compromise of the 1930s” (Katzenstein 1985, 156).

For my purposes, corporatism is defi ned by three central features. First 
and foremost, employment relations are governed by collective contracts that 
are negotiated by unions. Second, the relationship between employers and 
unions is cooperative rather than adversarial, as emphasized by both Maier 
and Katzenstein. This cooperation is typically encouraged and facilitated by 
political cooperation among left and right-wing parties, and it remains an 
important feature of twenty-fi rst century corporatism (e.g., Rhodes 2001). 
And fi nally, there is economy-wide coordination with respect to wages. I do 
not emphasize centralization as being critical to successful wage and employ-
ment coordination, and this diff ers somewhat from the older conventional 
view, including Katzenstein’s. Corporatist countries have the institutional 
capacity to promote coordinated economy-wide wage restraint, but central-
ization, as typically defi ned in the literature, is not the only way to achieve that 
end (e.g., Soskice 1990).

In its heyday, corporatism was celebrated for the fl exible adaptability that 
it promoted. During the 1970s, the small western European countries weath-
ered the turbulent storm that was the international economy better than 
their large economy counterparts, and most observers attributed this suc-
cess to corporatism. However, the corporatist economies fared less well in 
the post-Keynesian 1980s and 1990s. Corporatist institutions were strained 
by changing production processes and welfare state maturation. Many schol-
ars have pointed to the decentralization of collective bargaining in Sweden 
and elsewhere and the decline of unionism around the world as incontrovert-
ible evidence of corporatism’s decline. This inference is probably incorrect. 
Strong incentives remain for countries to pursue coordinated adjustment to 
economic shocks and structural change. In fact, there has been an increase 
in the number of “social pacts”—in countries like the Netherlands, Italy, 
Ireland, Portugal and Spain—designed precisely for this purpose (Rhodes 
2001; Mares 2006; Hamann and Kelly 2007).

Those who see corporatism in decline have focused their attention on 
wage-bargaining decentralization in Sweden, the paragon country of corpo-
ratism, where for many decades centralized wage bargains were negotiated 
between the SAF, the Swedish peak association of private employers, and 
the LO, the peak association for blue-collar workers.2 Decentralization in 
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Sweden began in 1983 when the Association of Engineering Employers (VF), 
an infl uential affi  liate within the SAF, and the Metalworkers’ union (Metall) 
left the system of peak-level bargaining to negotiate separate employment 
contracts. Seven years later the system suff ered a serious blow when the SAF 
announced that it would not participate in centralized collective bargain-
ing. There were unsuccessful attempts to revitalize peak-level bargaining 
between the mid-1980s and early 1990s, but the system had been irreversibly 
transformed by that point (Pontusson and Swenson 1996).

Sweden is certainly one of the most visible cases of labor market reform, 
but it is not the only corporatist country to have undergone signifi cant wage 
bargaining decentralization over the last few decades. In Denmark, decen-
tralization began in the early 1980s after several failures to reach national-
level wage agreements (Iversen 1996). The Finnish system became more 
decentralized in 1993 when the peak-level confederations began negotiating 
“opening clauses” to industry-level collective agreements. Since the early 
1990s national agreements have been used to determine the issue areas open 
to bargaining, typically wages and work-time related issues, at the industry 
and fi rm levels and to set minimum requirements in these and other areas 
for all agreements (Niemela 1999).3 Interestingly, the trend toward decen-
tralized bargaining has not aff ected industrial relations in either Austria or 
Norway. If anything, in Norway, there was increased centralization during 
the 1980s and 1990s, in large part because of the need to contain the infl a-
tionary pressure generated by the oil industry (Iversen 1996, 1999; Bowman 
2002). In Austria, the level of centralization has remained remarkably stable 
both in the level of centralization and in the mode of corporatist coordination 
(Traxler 2004). Iversen (1996, 1999) attributes the stability of the Austrian sys-
tem to the fact that it did not lead to the same level of wage compression as in 
the Scandinavian cases.

What explains wage-bargaining decentralization, and does this trend 
imply a general movement away from coordinated labor markets to com-
petitive uncoordinated ones? While corporatism was celebrated for the 
fl exibility that it promoted in 1970s, there seems to be a consensus among 
scholars that, by the 1980s, in some countries, centralized bargaining under-
mined the ability of fi rms to compete in global markets. Wage solidarity and 
interoccupational leveling of wages within industries was relatively unprob-
lematic for employers during the age of Fordist mass production.4 With 
the shift to fl exible specialization, however, wage compression prevented 
employers from rewarding productive and creative employees and reduced 
incentives for workers to make investments in fi rm specifi c skills (Iverson 
1996’ Eichengreen and Iversen 1999). In Sweden, for example, the bargain-
ing power of low-wage employees in the LO and the commitment of Social 
Democratic employers to wage solidarity in government employment led 
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to extreme interoccupational leveling in both the private and public sectors, 
which, in turn, produced distributional confl icts and infl ationary wage rival-
ries among labor groups (Pontusson and Swenson 1996).

Most scholars now agree that wage bargaining decentralization does 
not necessarily imply a movement to liberal uncoordinated labor markets 
(Traxler 1995). For Soskice (1990), informal networks can help promote coor-
dination with respect to wage setting across economic sectors. Traxler and 
Kittel (2000) argue that institutions that facilitate trust between employers 
and workers are crucial to decentralized coordination. They emphasize the 
legal enforceability of collective bargaining agreements and binding prohibi-
tions on industrial action while agreements are in force. When both condi-
tions are present—as they are in the Nordic countries and Austria—the wage 
bargaining system is “highly governable.” Traxler (2004) fi nds that decentral-
ization has no eff ect on wage restraint for highly governable systems. For 
Iversen (1999), the move to non-accommodating monetary policy also may 
improve the capacity for decentralized coordination and wage restraint. He 
argues that a new “monetarist decentralization” equilibrium has replaced the 
old “Keynesian centralization” equilibrium (cf. Hall and Franzese 1998). In 
short, the move to more decentralized wage bargaining systems in many of 
the corporatist economies of western Europe does not represent a move to 
competitive and uncoordinated labor markets. In fact, most of these systems 
have the same or even greater capacity to deliver wage restraint and promote 
employment than previously.

In the end, I largely agree with Pontusson’s (2005, 113) assessment of the 
future for coordinated wage bargaining:

The wage-bargaining arrangements characteristic of northern Europe’s social 
market economies have traditionally facilitated coordinated wage restraint by 
enabling national union and employer organizations to manage their internal 
confl icts more eff ectively. The macro-economic benefi ts of coordinated wage 
bargaining do not appear to have diminished over time: quite the contrary, they 
have probably increased as globalization has progressed. To the extent that the 
capacity of unions and employers to coordinate their wage-bargaining behavior 
has diminished, this trend has been more pronounced in liberal than social 
market economies . . . coordinated bargaining remains possible and desirable 
for the social market economies.

EMPLOYMENT VOLATILITY IN COMPETITIVE AND 
CORPORATIST SYSTEMS

The formal theoretical literature on corporatism in both economics and politi-
cal science is large and sophisticated (for example, Calmfors and Driffi  ll 1988; 
Summers et al. 1993; Hall and Franzese 1998; Iversen 1999; Mares 2006). 
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Scholars are now focusing on complex interactive relationships between 
corporatism and central banking institutions, welfare state regimes, and tax 
systems, to name just a few of the topics at the research frontier. In this sec-
tion, I focus on the role of consensual wage bargaining. The theoretical mod-
els suggest that trade will aff ect employment volatility more in competitive 
labor markets than in corporatist ones because the employment eff ects of 
demand shocks are minimized in the latter. In this way, my argument dif-
fers from Rodrik’s (1997: 23–25) that globalization will have similar eff ects on 
labor markets, regardless of the particular system of industrial relations in 
place, because trade and the multinationalization of production undermine 
the bargaining power of unions, which aff ects wages and the distribution 
of economic surplus between capital and labor. I argue that the consensual 
nature of bargaining in most of the corporatist countries is fi rmly entrenched 
politically and unlikely to change, at least in the near future, as a result of eco-
nomic globalization. However, before turning to the corporatist case, I show 
theoretically how trade and the globalization of production aff ect employ-
ment volatility in competitive labor markets. The competitive case is widely 
known, and the theory is well-developed. My purpose is to remind readers of 
the factors at work rather than to provide a new theoretical model.

Trade and Employment in Competitive Labor Markets

I rely on a partial-equilibrium model of production with three inputs: domes-
tic (or home) labor, foreign labor, and capital, denoted Lh, Lf, and K, respec-
tively. I present the model’s basic assumptions and key results below, and 
describe the intuition behind the results. I save most of the math and formal 
proof for the appendix at the end of the chapter. With respect to notation, 
unless noted otherwise, I use superscripts for indexes and subscripts for par-
tial derivates. The fi rst step is to fi nd the demand for domestic labor. In par-
ticular, we are interested in the slope of the labor demand curve, the change 
in labor demanded for a unit change in the wage. Assume a representative 
fi rm with output

 Y � F(Lh, Lf, K). (3.1)

Domestic and foreign labor are paid wages wh and w f, and capital is paid a 
return r. The fi rm is not taxed, and the competitive price of the good sold by 
the fi rm is fi xed at one. Therefore, profi ts are

 � � F(Lh, Lf, K ) � whLh � w f L f � rK.  (3.2)

The fi rst-order conditions for equation (3.2), the conditions under which the 
fi rm’s profi t is maximized, imply FLh � wh and FLf � w f. In other words, wages 
are equal to the marginal productivity of labor. For now I assume that the 
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supply of capital is fi xed and perfectly inelastic. Consequently, investment 
decisions drop out of the model. In the next chapter, I make the supply of cap-
ital endogenous.

The positive cross-eff ects of Lf on the marginal productivity of Lh make 
the optimal input of domestic labor a function of both the domestic and 

foreign wage. To solve for 
∂
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where Lh* is the profi t maximizing labor input. (See appendix for the der-
ivation.) Equation (3.3) shows that, as the cross-eff ects of foreign labor on 
domestic labor productivity increase, the demand for domestic labor becomes 
more sensitive (i.e., more elastic) to changes in the domestic wage. Note that 
if the marginal productivity of domestic labor does not depend on the level of 
foreign labor, the two input decisions are made independently, and the right-

hand side simplifi es to the well-known result for a single factor,
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where the demand for domestic labor is the inverse of the change in its mar-
ginal productivity (Hamermesh 1993). Expression (3.3) generalizes this 
result to allow for cross-eff ects on productivity.

How does trade aff ect labor demand? In this model, trade aff ects the elastic-
ity of the demand for domestic labor by increasing the size of the cross- eff ects 
on marginal labor productivity (FLhLf ). The most straightforward example of this 
kind of cross-eff ect is when foreign labor is used to provide intermediate inputs 
for production through outsourcing or foreign direct investment. As trade 
becomes cheaper, either as a result of changing technology or policy, the fi rm 
is able to provide more intermediate inputs using a fi xed amount of foreign 
labor. This, in turn, raises the productivity of domestic labor. When there is an 
exogenous increase in the domestic wage, the fi rm cuts back its employment of 
domestic labor and expands employment of foreign labor until domestic labor 
productivity matches the new wage rate. The fi rm reduces domestic employ-
ment by more when the cross-eff ect on productivity is large. Of course, this is 
not the only way that trade can aff ect the elasticity of the demand for domestic 
labor (see, for example, Rodrik 1997, 1998; Slaughter 2001). Outside of the model 
presented here, trade can make it easier to substitute foreign labor directly for 
domestic labor. Trade can also increase the competitiveness of the goods mar-
kets, making the demand for these goods more elastic, which, in turn, makes 
the demand for the labor used to produce these goods more elastic.5
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Turning next to labor supply, the standard derivation draws on consumer 
theory. Individuals consume levels of a market good (c) and leisure (ℓ ) that 
maximize their utility (u),

 u � u(c, ℓ ), (3.4)

subject to a budget constraint

 wht � whℓ � c � e, (3.5)

where wh is the wage paid (per-period) to labor, t is the total time available for 
work, and e is a non-wage income endowment. An individual’s labor eff ort 
lh is the total time available for work less the time devoted to leisure (t � ℓ ). 
Therefore, another way to state the budget constraint in (3.5) is: c � wh lh � e.

The fi rst order condition, which determines the utility maximizing work 
eff ort, is

 uℓ(lh*(wh))/uc(lh*(wh)) � wh. (3.6)

The left-hand side of equation (3.6), the ratio of the marginal utilities evaluated 
at (c, ℓ), is the marginal rate of substitution of consumption for leisure (i.e., 
the marginal utility of leisure in terms of forgone consumption), which is 
equal to the wage. We can fi nd the labor supply curve by taking the derivative 

of (3.6) with respect to the wage rate, wk, and solving for
 

∂
∂
l

w

h

h

*

. Both leisure 

and the market good are assumed to be normal goods—their consumption 
increases with income—and therefore the sign of the labor supply curve’s 
slope is ambiguous. Rising wages have both a substitution and an income 
eff ect on work eff ort. As wages rise, the cost of leisure relative to the market 
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where 
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 is a pure income eff ect.6 It is generally 

assumed that the slope of the supply curve is positive at low wages—the sub-
stitution eff ect is greater than the income eff ect—but may bend backward 
at some point as wages increase. In the analysis below, I assume that the 
labor supply curve is upward sloping. Summing over the individual fi rms’ 
and workers’ schedules, which are assumed to be identical, gives the aggre-
gate labor demand and supply curves, LLDD and LLSS, respectively, which are 
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graphed in fi gure 3.1. Note that I have dropped the h superscripts from the 
supply and demand curves (except along the axes), and the subscripts do not 
represent partial derivatives, but rather index alternative labor market condi-
tions. I make these notational changes because my focus is exclusively on the 
domestic labor market and how changing market conditions aff ect equilib-
rium levels of employment. The curves are drawn as lines for convenience.

As the cost of trade declines, the elasticity of the demand for labor increases. 
This implies that a change in the domestic wage leads to relatively larger 
changes in the quantity of domestic labor demanded. Graphically, the demand 
curve becomes fl atter. Figure 3.1 illustrates some of the labor market conse-
quences from this change in demand. There are two sets of labor demand 
curves labeled (1) and (2), and each set contains both a high and low demand 
curve. The latter (low) demand curve is marked with a prime (LLDD�

(•)) while the 
former (high) demand curve is not (LLDD

(•)). The curves in the fi rst set are relatively 
inelastic compared to those in the second. There are also two supply curves 
with the fi rst (LLSS

(1)) being relatively elastic when compared to the second (LLSS
(2)).
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labor is more elastic (flatter) LD , then the same shock (measured by vertical distance in
the wage-employment space) leads to a larger decline in both equilibrium wages and
employment at point C.
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Figure 3.1 Labor Demand Shocks in a Competitive Market
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Figure 3.1 shows the market response to the same negative demand 
shock, a parallel downward shift in the labor demand curve, when demand 
is both elastic and inelastic. The size of the shock is measured by the ver-
tical distance between the original and post-shock curves, the wage diff er-
ence for a given level of labor demand. For example, if labor is paid the value 
of its marginal product and the price of the good produced by labor drops 
by 10%, then the wage at each level of labor demand should drop by 10% as 
well. In each case, the market begins at point AA. After the shock, the mar-
ket moves to point BB when the demand for labor is relatively inelastic and 
point CC when the demand for labor is elastic. In the latter case, the negative 
shock leads to a larger decrease in the equilibrium wage and level of employ-
ment. If we were to draw fi gure 3.1 with a positive demand shock, we would 
see that there is a larger increase in equilibrium wages and employment 
when the demand for labor is elastic. In short, we expect more labor market 
volatility.

I include the second labor supply curve (the dashed line LLSS
(2)) to show that, 

in a competitive market, the only way to off set the employment consequences 
of an increase in the elasticity of labor demand is a decrease in the elasticity 
of labor supply. In other words, preferences would have to change such that 
workers value leisure relatively less compared to work (and consumption) at 
low wages and relatively more at high wages. With a more vertical labor sup-
ply curve, shocks to labor demand produce smaller changes in equilibrium 
employment. In the elastic demand case described above, the new market 
equilibrium is at point DD instead of point CC. 7 This is important because I 
argue below that, by delegating authority to an agent that values leisure less 
than they (i.e., a labor union), workers may experience less employment vola-
tility and higher utility than they would otherwise.

Unions and Corporatist Labor Markets

As a system of industrial relations, corporatism diff ers from competitive mar-
ket regimes in several ways. First and foremost, in corporatist labor markets, 
unions play an important role in determining wages and levels of employ-
ment. From the older conventional perspective (Katzenstein 1985; Calmfors 
and Driffi  ll 1988), the unions are also more “encompassing”—that is, they 
represent a larger share of the workforce and are organizationally more cen-
tralized under corporatism. The formal theoretical models of corporatism in 
the literature, almost invariably, focus on “encompassment” (e.g., Summers 
et al. 1993; Iversen 1999; and Mares 2006). The feature of corporatism that 
often gets overlooked in the formal models is the consensual nature of the 
bargaining between unions and employers. Despite the importance of bar-
gaining under corporatism, almost all of the models, with the exception 
of Summers et al. (1993), build upon the “monopoly union” framework in 
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which bargaining is wholly absent. Unions set the wage and fi rms set the 
level of employment; both actions are taken unilaterally.

In this section, I focus on the eff ects that consensual bargaining has on 
employment outcomes in corporatist systems. I start with the “effi  cient con-
tracts” framework in which fi rms and unions bargain over both the wage and 
levels of employment. The theory suggests that there is less labor market vola-
tility when unions and employers cooperate to set wages and employment. By 
consensual bargaining, I mean that the negotiated contracts refl ect the state of 
the economy in the following way. When wages and employment are high and 
profi ts are low, the negotiated terms of employment will be closer to the fi rm’s 
ideal outcome. Conversely, when wages and employment are low and profi ts are 
high, the negotiated terms will be closer to those most preferred by the union. In 
other words, workers and employers share the costs of economic adjustment. 
I assume this behavior for now. In chapter 5, I argue that governments play 
an important role in inducing this cost-sharing behavior, and multiparty gov-
ernments are more successful in doing so than their single-party counterparts. 
Because the recent literature (discussed above) downplays the importance of 
centralization, I do not focus on this aspect of corporatist systems.

To begin, we need to specify a utility function for the union. One of the 
simplest functions is

 U � wL� � (N � Ly)  (3.8)

where N is the number of union members, assumed to be exogenous, L is 
the number of employed union members, and w and  are the wage paid to 
employed union members and the average value of leisure among the unem-
ployed union members respectively.8 The union’s utility is an aggregate func-
tion of its members’ individual-level utilities. The parameter � determines 
the extent to which the union values employment relative to wages. To see 
the importance of �, it is useful to write down the individual-level version of 
(3.8). Assuming u(c) � wl and u(ℓ) � (t � l)b, where b is an individual-specifi c 
constant value of leisure, we have

 u � l(w 2 b) � tb, (3.9)

a specifi c form of the utility function (3.4) in which the individual’s total util-
ity is the sum of his or her utility from regular consumption fi nanced by work 
and leisure. In this setup, the individual’s optimization problem has a corner 
solution.9 Those for whom the wage is higher than the value of leisure will 
work full time and the others will choose not to work. If � = 1, the union’s util-
ity (3.8) is the sum of its individual members’ utilities (3.9). I assume that the 
union values employment more and leisure less than its members do, up until 
the point where L*, the competitive equilibrium level of employment, equals 
N. In other words, I assume � is a function of L*, or, more completely: if L* � 

N, then � � 1 and
 
d

dL

�
� 0, else � � 1,

 
d

dL

�
� 0. A couple of justifi cations that 

could be given for this are, inter alia, the union collects more dues at higher 
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levels of employment among its membership or the union sees employment 
promotion for the rank-and-fi le as its primary raison d’être. The key result is 
that workers collectively can achieve higher levels of employment stability at 
lower cost (i.e., higher wages) by delegating authority to negotiate employ-
ment contracts to an agent with stronger preferences for employment over 
leisure than they themselves have.10

The union’s utility function is represented in the wage-employment space 
by a set of indiff erence curves (see fi gure 3.2). These curves, labeled I I 1–II 4, 
give all combinations of wage and employment outcomes over which the 
union is indiff erent. The indiff erence curves are convex to the origin, and 
higher indiff erence curves represent higher levels of utility. The labor market 
preferences of profi t maximizing fi rms are represented in the wage-employ-
ment space with isoprofi t curves that give the combinations of wages and lev-
els of employment over which profi ts are constant. Isoprofi t curves intersect 
the labor demand schedule at their maximum point, and lower curves imply 
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Notes: When the demand for labor is low LD�, the union’s indifference curves, I1 and I2,
are such that the contract curve is upward sloping from point C�to D�(g > 1).  When the
demand for labor is high LD, the union’s indifference curves, I3 and I4, are such that the
contract curve is vertical from point C to D (g = 1).  The intertemporal cost-sharing
approach to economic adjustment implies the firm will accept D� when the demand for
labor is low and the union will accept C when the demand for labor is high.

Figure 3.2 Consensual Bargaining under Corporatism



Globalization and the New Politics of Embedded Liberalism78

larger profi ts. To simplify the analysis, I assume that there are no labor pro-
ductivity cross-eff ects (i.e., FL Lh f � 0). Again, there is a high demand curve (LLDD) 
and a low demand curve marked with a prime (LLDD�) and therefore two sets of 
isoprofi t curves underlying them. Finally, there is a single labor supply curve.

If the union sets the wage and the fi rm chooses the level of employment, 
as in the “monopoly union” model, the equilibria in fi gure 3.2 are BB when 
demand is high and BB� when demand is low. The union simply chooses the 
point along the labor demand curve that is tangent to its highest indiff erence 
curve. Despite the popularity of this model, its usefulness for understanding 
corporatist labor markets seems limited because it fails to capture the fact that 
unions and employers bargain consensually over both the wage and levels of 
employment. It does not allow unions to trade lower wages for higher levels 
of employment (i.e., practice wage restraint), which some consider to be the 
sine qua non of successful corporatism in the Nordic countries and Austria.

If unions and employers bargain over wages and employment, it is clear 
that the outcomes BB and BB� are not Pareto effi  cient. In the case of low labor 
demand, for example, both the union and fi rm could be made better off  with 
lower wages and higher levels of employment. In fact, the union is much 
happier with outcome DD� while the fi rm is indiff erent between BB� and DD�. 
The fi rm, on the other hand, is much happier with CC� while the union is 
indiff erent between BB� and CC�. Both BB� and CC� are points of tangency between 
the union’s utility curve and the fi rm’s isoprofi t curve. The line that connects 
these outcomes, called the effi  cient-contracts curve, has the slope:
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For any point off  the effi  cient-contracts curve, there is a point on the curve 
where at least one of the actors is better off  and the other is indiff erent. (See 
appendix for the derivation of (3.10).) This curve slopes upward when � � 1 
(i.e., when L* � N) and is vertical when � � 1 (L* � N). Again, when � � 1 the 
union’s preferences are the same as its members, so the equilibrium level of 
employment is set at the competitive level. When � � 1 and the demand for 
labor is low, the level of employment will be greater than or equal to the com-
petitive level. One useful way to think about my model is that it combines the 
standard “overemployment” result (e.g., Oswald 1985, 169–173) with the effi  -
cient employment outcome in Summers et al. (1993) where the union “wants 
to set labor supply at the level that maximizes social surplus and then garner 
its portion of that surplus by setting the wage appropriately.”

The main diff erence between my model and the Summers et al. model 
is my argument that, with consensual bargaining, market conditions and 
an intertemporal cost-sharing approach to economic adjustment determine 
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where outcomes fall along the effi  cient contracts curve. When the demand 
for labor, wages, and employment are low, the negotiated terms of employ-
ment will be closer to the union’s ideal outcome, point D� in fi gure 3.2. When 
the demand for labor, wages, and employment are high, the union has no 
interest in pushing employment even higher (i.e., beyond L(A)). Under these 
conditions, consensual bargaining will produce negotiated terms of employ-
ment closer to the fi rms’s ideal outcome, point CC in fi gure 3.2. When the 
union has stronger preferences for employment than its rank-and-fi le mem-
bership, consensual bargaining implies less labor market volatility in corpo-
ratist economies. When the demand for labor is low, corporatist economies 
will maintain higher rates of employment than their competitive counter-
parts. When the demand for labor is high, corporatist economies will achieve 
competitive market outcomes with respect to employment. (See the appendix 
for a proof of this proposition.) In theory, therefore, shocks to labor demand 
can have diff erent employment consequences in competitive and corporatist 
labor markets. More specifi cally, in the former case, shocks to labor demand 
have larger eff ects on employment compared to corporatist systems.

EMPIRICAL ANALYSIS

My primary objective in this section is to test the hypotheses outlined above 
using regression analysis. Before turning to the regressions, however, I break 
down the globalization trends discussed in chapter 1—deindustrialization, 
terms of trade volatility, import penetration, and fi nancial openness—by coun-
try and labor market type. This data is presented in table 3.1. For the analysis in 
this chapter and the remainder of the book, my subset of corporatist economies 
includes Norway, Sweden, Finland, Denmark, (i.e., the Nordic countries) and 
Austria. These fi ve corporatist economies were the initial focus of the Golden, 
Lange, and Wallerstein project on wage-setting practices and institutions 
(Lange, Wallerstein, and Golden 1995).11 Sweden, Norway, and Austria are con-
sidered by most to be the loci classici of corporatism, and Denmark and Finland 
consistently score high on comparative scales of corporatism. The fi ve Anglo-
American democracies—the United States, Canada, the United Kingdom, 
Australia, and New Zealand—represent my cases of competitive labor markets.

The interesting point about table 3.1 is that the globalization trends 
observed from the beginning of post–Bretton Woods until the end of the cen-
tury are more or less universal. All countries experienced deindustrializa-
tion and a decline in their terms of trade volatility. Import penetration and 
fi nancial openness increased across the board as well. There are important 
diff erences in levels, of course. At the end of the period, the liberal market 
economies have the fewest workers employed in “tradable” sectors of the 



Table 3.1 Exposure and Sensitivity to External Risk, 1973–1999 

Employment in Tradables Terms of Trade Volatility Import Penetration Financial Openness

 1970s 1980s 1990s 1970s 1980s 1990s 1970s 1980s 1990s 1970s 1980s 1990s

Liberal Market Economies:
Australia 26.31 22.08 18.9 7.83 5.39 3.94 12.32 13.92 19.1 –0.09 1.09 2.51
Canada 22.19 20.62 17.85 4.48 2.34 2.17 22.89 23.34 34.02 2.54 2.54 2.54
New Zealand 29.71 26.9 23.34 13.73 4.22 2.55 19.52 22.12 30.61 –0.09 1.22 2.54
United Kingdom 30.05 24.52 20.81 5.46 1.78 1.65 15.56 17.9 23.54 –0.44 2.38 2.54
United States 20.2 19.18 17.45 5.60 3.44 1.47 6.07 7.27 10.5 2.54 2.54 2.54
Average: 25.69 22.66 19.67 7.42 3.43 2.36 15.27 16.91 23.55 0.89 1.95 2.53

Corporatist Economies:
Austria 33.72 30.47 27.34 2.46 1.44 0.66 25.86 30.05 36.82 1.19 1.19 2.13
Denmark 29.79 25.76 23.46 4.36 1.92 1.00 23.26 26.42 34.16 –0.09 0.25 2.46
Finland 35.28 31.98 23.16 3.55 2.53 2.52 20.35 21.83 27.54 0.64 1.19 2.13
Norway 29.64 25.97 21.06 4.18 5.83 5.92 31.21 28.5 32.77 –0.09 –0.09 1.21
Sweden 31.82 27.83 21.58 4.65 2.18 1.71 23.23 24.97 32.22 1.19 1.19 1.86
Average: 32.05 28.4 23.32 3.84 2.78 2.36 24.78 26.35 32.7 0.57 0.75 1.96



Other:
Belgium 24.55 18.29 16.35 1.44 1.65 0.9 51.52 56.18 71.93 1.33 0.6 2.3
France 30.45 23.89 18.53 6.12 3.74 1.12 14.9 16.32 21.23 –0.18 –0.19 1.89
Germany 33.72 28.65 26.24 3.72 4.28 1.86 16.35 18.91 25.2 2.54 2.54 2.54
Ireland 30.77 24.45 22.22 6.2 2.92 1.63 33.25 40.42 63.96 –0.57 –0.09 1.62
Italy 29.8 24.59 21.21 5.61 4.06 3.31 15.11 17.03 22.87 –1.55 –0.43 1.89
Japan 33.59 30.73 29.22 11.22 9.12 3.28 6.29 6.13 8.14 1.22 2.38 2.4
Netherlands 21.14 17.71 17.62 2.07 1.29 0.43 37.97 41.88 52.13 0.85 2.54 2.54
Portugal 42.42 37.42 31.85 6.38 3.87 1.97 17.58 19.67 30.53 –1.13 –0.92 1.48
Spain 32.84 23.12 19.72 7.48 6.6 1.61 9.36 11.62 22.14 –0.54 –0.09 1.34
Switzerland 37.36 31.82 27.37 4.79 3.93 2.21 21.24 28.15 33.83 NA NA 2.54
Average: 31.66 26.07 23.03 5.50 4.15 1.83 22.36 25.63 35.2 0.22 0.7 2.05

Notes: The deindustrialization, terms of trade volatility, and import penetration variables reported in 
this table are the same ones considered in chapter 1. I report the Chinn and Ito (2007) measure of 
fi nancial openness (instead of Quinn’s measure) because it is available through 2006. (See Table 6.1.) 
The correlation between the Quinn and Chinn and Ito measures is .84. 
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economy, import the fewest goods and services in relation to the size of their 
economies, and are, fi nancially speaking, the most open economies in the 
sample. Nevertheless, all countries experienced similar changes along these 
four dimensions over the last quarter of the twentieth century. What I dem-
onstrate over the next few chapters is that the labor market, public policy, 
and political eff ects of these common trends diff er signifi cantly, starting with 
employment.

To reiterate, the empoloyment-related hypotheses I want to evaluate are:

Shocks to labor demand have larger employment eff ects in countries 
with competitive labor markets compared to countries with corporatist 
systems.

Trade increases the elasticity of labor demand in countries with competi-
tive labor markets.12

Trade increases employment volatility in competitive labor markets and 
not in corporatist systems.

There is surprisingly little quantitative empirical research examining the 
eff ects of trade on labor markets that is cross-national and comparative in 
nature.13 The work that has been done largely focuses on the United States. 
Slaughter’s (2001) research is particularly notable, and my empirical analysis 
largely follows his lead with a few important diff erences. Therefore, I briefl y 
review Slaughter’s important study before turning to my own analysis.

Trade and the Demand for Labor

Slaughter examines the eff ect of trade on labor demand elasticity for U.S. 
manufacturing industries using a two-stage estimation process. His data, 
which are from the Productivity Database (1997) of the National Bureau 
of Economic Research (NBER), include observations on 450 4-digit SIC 
manufacturing industries over the period 1958 to 1991. Slaughter begins by 
estimating the labor demand elasticity (stage one).14 He regresses the quan-
tity of labor employed on the relevant factor prices and output using a log-
linear specifi cation. The coeffi  cient on wages is an estimate of the own price 
labor demand elasticity while the coeffi  cients on the other factors of produc-
tion gives the cross-price labor demand elasticity.

Typically, one cannot estimate the slope of the labor demand curve with a 
simple regression of employment on wages because market-clearing quan-
tities and prices are determined simultaneously. Wages are endogenous, 
and therefore the eff ect of an exogenous wage change on employment is not 
identifi ed. The use of industry-level data is crucial to Slaughter’s identifi ca-
tion strategy. He assumes that, at the industry level, wages are exogenous, 
which implies that the level of employment is determined taking the price of 
labor as given. This is almost certainly true at the fi rm level, and, in general, 
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the more disaggregated the data, the more appropriate this assumption is 
for identifi cation purposes. To identify over time variation in the elasticity 
of demand for labor, Slaughter assumes this elasticity is constant across all 
manufacturing industries or eight large sets of industries.15

Slaughter estimates separate regressions for production and non-produc-
tion workers. The number of workers is the dependent variable. The nominal 
wage per employee is calculated by dividing the total nominal payroll by the 
number of workers. He uses price indices for capital, energy, and materi-
als. One problem with the price indices is that the levels are not comparable 
across industries. Therefore, Slaughter diff erences the data to get the per-
centage change in the price indices.16 Slaughter fi nds that the constant-out-
put price elasticity for production workers increases signifi cantly between 
1960 and 1990. It does not increase for non-production workers.

In the second stage, Slaughter regresses the elasticity estimates on a full 
set of industry and period dummies and measures of international trade, 
technology, and labor market institutions. Slaughter fi nds limited support 
for the hypothesis that trade makes the demand for labor more elastic. The 
trade coeffi  cient estimates for production workers typically have the cor-
rect signs, but they are not statistically signifi cant when controls for time—
deterministic trends or period dummies—are included in the regression 
model. The trade coeffi  cients for non-production workers are correctly signed 
and marginally signifi cant.

Some of the important diff erences between my empirical analysis and 
Slaughter’s are: I use a cross-national sample of data at the industry-level; I 
estimate the eff ect of trade on labor demand elasticity in a single step using 
a simple interaction model; and I use a dynamic log-linear specifi cation with 
variables in levels rather than long-diff erences. My data are from the OECD’s 
STAN data set. At the level of industrial aggregation that gives the best cross-
national coverage, there are thirteen industries per country, giving 260 units 
(country-industries) in the sample.17 The observations span from 1970 to 
2000. I estimate three constant output labor demand regressions using the 
full sample of countries and the baseline specifi cation with the corporatist 
and liberal subsamples.

In the fi rst model (the baseline model), I regress logged employment at the 
industry level on a one-period temporal lag of logged employment, the log of 
labor compensation per employee (at the aggregate level: total manufactur-
ing), the compensation variable interacted with a labor market institutions 
dummy variable that takes a value of 1 for the liberal market economies, -1 
for the corporatist economies, and 0 otherwise, the log of value added per 
worker, value added interacted with the labor market institutions dummy, 
the lagged ratio of exports to value added, and the lagged ratio of imports to 
value added. I use the last two variables as proxies for trade-induced shocks to 
the labor demand curve. A high ratio of exports to value added signals strong 
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global demand for the industry’s products, while a high ratio of imports to 
value added is an indicator of an industry’s domestic decline.

I use the aggregate (total manufacturing) wage as my independent variable 
in a way similar to Slaughter (2001) to deal with the endogeneity problem. 
In other words, I assume that industries face a relatively horizontal supply 
curve with wages determined exogenously at the aggregate level. I make 
this assumption on the basis that employment in each industry represents a 
relatively small portion of total employment in manufacturing. Note that in 
the corporatist countries, wages are endogenous, especially when bargain-
ing is coordinated across sectors of the economy, and adjusted to minimize 
changes in employment outcomes. Therefore, the identifi cation strategy is 
much more problematic for the corporatist economies, especially prior to the 
period of decentralization discussed above.

In the second model, I interact the log of the aggregate domestic 
manufacturing wage with each industry’s level of trade openness (i.e., the 
sum of exports and imports expressed as a ratio to value added). In the third 
model, I include spatially lagged labor compensation variable. Theoretically, 
this regressor, like the export and import to value added variables, shifts the 
labor demand curve (see equation (3.11) in the appendix). I generated this 
spatial lag with a binary contiguity weighting matrix using shared territorial 
borders as the criterion, excepting that France, Belgium, and the Netherlands 
are coded as contiguous with Britain, Denmark as contiguous with Sweden, 
and Australia as contiguous with New Zealand. The spatial weights matrix 
is row-standardized. All of the regressions include fi xed industry and period 
(year) eff ects.18

The results, which are provided in table 3.2, largely confi rm my theoretical 
expectations. In the full sample (columns 1, 2, and 3), an exogenous increase 
in the manufacturing wage results in a decrease in employment, holding 
output constant (i.e., value added per worker). This eff ect is larger for lib-
eral market economies and is magnifi ed by an increase in trade openness. 
For example, using the estimates in column 2, when trade openness is at 
its median value for the industries in the sample (≈1.5), the eff ect of a 1% 
increase in labor compensation is to reduce employment in competitive labor 
markets by about 1.35% in the long run; this estimated eff ect is statistically 
signifi cant; in the case of corporatist labor markets the estimated eff ect is a 
statistically insignifi cant increase of a little more than .2%. When trade open-
ness is at the sample’s 90th percentile (≈4.5), the eff ect from a 1% increase 
in labor compensation is to lower the steady state equilibrium in competi-
tive labor markets by approximately 1.65%. In the corporatist labor markets, 
the estimated eff ect is a decrease, in the long run, of about .5%. Again, the 
former estimate is statistically signifi cant and the latter is not. The size of 
the diff erence in estimated eff ects is about 1.15, and this diff erence is statis-
tically signifi cant. These results are confi rmed when I estimate the baseline 



Trade and Employment Volatility in Corporatist and Competitive Labor Markets  85

model using the corporatist and liberal market subsamples (columns 4 and 
5). In short, the empirical evidence suggests that trade increases the elasticity 
of demand for labor in competitive markets. The results for the corporatist 
economies are mixed, inconclusive, and certainly consistent with the expec-
tation of no short-run trade eff ects.

Trade shocks have signifi cant direct eff ects on employment as well, the 
size of which depends on the wage level. Using the full sample estimates in 
column 2 of table 3.2, an increase in the export orientation of an industry has 
a positive and statistically signifi cant eff ect on employment; a 1% increase in 

Table 3.2 Trade, Labor Market Institutions, and the Demand for Labor

 (1) (2) (3) (4) (5)

Temporal Lag
(Employment)

.955***
(.004)

.953***
(.005)

.953***
(.005)

.943***
(.009)

.914***
(.013)

Labor 
Compensation 
per Worker

–.036***
(.010)

–.030***
(.011)

–.006
(.012)

–.026
(.027)

–.264***
(.081)

Labor 
Compensation × 
Labor Market

–.023**
(.011)

–.027**
(.012)

–.027**
(.012)

Labor 
Compensation × 
Trade Openness

–.005***
(.002)

–.009***
(.002)

–.003
(.005)

–.036**
(.017)

Value Added per 
Worker

.025***
(.005)

.026***
(.005)

.034***
(.005)

.009
(.010)

.061***
(.014)

Value Added ×
Labor Market

.033***
(.007)

.033***
(.007)

.039***
(.007)

Spatial Lag (Labor 
Compensation)

.028**
(.012)

–.022
(.034)

–.175**
(.078)

Ratio of Exports 
to Value Added

.009***
(.002)

.026***
(.006)

.026***
(.006)

.020
(.018)

.154***
(.056)

Ratio of Imports 
to Value Added

–.006***
(.001)

.009*
(.005)

.009*
(.005)

.001
(.016)

.090
(.055)

Fixed Eff ects Yes Yes Yes Yes Yes
Sample Full Full Full Corporatist Liberal
Observations 5471 5471 5218 1653 1041
R2 (within industry) .938 .938 .939 .965 .894

Notes: All regressions included fi xed unit (industry) and period (year) eff ects. These coeffi  cient 
estimates are suppressed to conserve space. Standard errors are in parentheses. The spatial lags 
are generated with a binary contiguity weighting matrix using shared territorial borders as the 
criterion, excepting that France, Belgium, and the Netherlands are coded as contiguous with 
Britain, Denmark as contiguous with Sweden, and Australia as contiguous with New Zealand. 
All the spatial weights matrices are row-standardized. *** signifi cant at 1%; ** signifi cant at 5%; 
* signifi cant at 10%.
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the ratio of exports to value added leads approximately, in the long run, to a 
0.336%, 0.309%, and 0.284% increase in employment when wages are low, 
intermediate, and high, respectively. An increase in import penetration has a 
negative and marginally statistically signifi cant eff ect on employment when 
wages are high; a 1% increase in the ratio of imports to value added leads 
approximately, in the long run, to a 0.065% decrease in employment in the 
high wage case. These results, along with the same counterfactuals using the 
coeffi  cient estimates from corporatist and liberal subsamples, are presented 
in table 3.3.

For the corporatist countries, the estimated eff ects of an increase in export 
orientation are marginally statistically signifi cant and smaller than for the full 
sample. A 1% increase in the ratio of exports to value added leads to a 0.238%, 
0.223%, and 0.209% increase in the equilibrium level of employment when 
wages are low, intermediate, and high, respectively. The estimated eff ects 
of import penetration are negative as expected but not statistically signifi -
cant. The estimated eff ects of an increase in export orientation, for the lib-
eral countries, are statistically signifi cant and much larger than the size of 
the estimated eff ects for the full sample: 0.851%, 0.737%, and 0.631% for the 
three wage levels.

While the estimates for the liberal countries are highly signifi cant statisti-
cally, they are also somewhat imprecise. To test whether the export eff ects are 
larger for the liberal countries than for the rest of the sample, I estimated the 
model-2 regression with liberal and corporatist dummies interacted with the 
export and import variables and calculated the diff erence in long-run eff ects 

Table 3.3 Trade Shocks and Employment

 Full Sample Corporatist Liberal

Exports (Low Wage) .336***
(.074)

.238*
(.143)

.851***
(.277)

Exports (Median Wage) .309***
(.068)

.223*
(.125)

.737***
(.228)

Exports (High Wage) .284***
(.062)

.209*
(.109)

.631***
(.186)

Imports (Low Wage) –.017
(.048)

–.097
(.124)

.178
(.251)

Imports (Median Wage) –.041
(.042)

–.110
(.105)

.073
(.201)

Imports (High Wage) –.065*
(.036)

–.123
(.087)

–.025
(.157)

Notes: Calculations assume sample median levels of import and export shares. 
Low and high wages are at the 10th and 90th percentiles. Standard errors are in 
parentheses. *** signifi cant at 1%; ** signifi cant at 5%; * signifi cant at 10%.
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and the standard error for the diff erence in long-run eff ects. The estimated 
diff erence for a 1% increase in export orientation (liberal eff ect less the cor-
poratist eff ect) is .491% and the estimated standard error for this diff erence 
is .20%; hence, the diff erence is statistically signifi cant. The estimated diff er-
ence from a counterfactual increase in import penetration is not statistically 
signifi cant.

Trade and Employment Volatility

Rodrik argues that the well-known empirical relationship between trade open-
ness and government spending is explained by the fact that trade increases 
labor market volatility. There are at least three reasons that this might be the 
case. First, it could be that trade leads countries to specialize in the produc-
tion of a small number of goods. If this occurs, these countries might be 
more vulnerable to product-specifi c shocks (Rodrik 1998). Second, it could 
be that industries in countries that trade extensively experience larger price 
and quantity shocks for the goods that they produce than countries that do 
not trade (Rodrik 1998). These shocks are then passed on to the labor market. 
Finally, if trade increases the elasticity of labor demand, as discussed above, 
the same size shocks will produce more market volatility (Rodrik 1997). In 
other words, even if countries that trade do not experience larger shocks than 
countries that do not trade, it is still possible that the former will experience 
more labor market volatility than the latter because the same shocks (or even 
smaller shocks) have larger eff ects on employment and wages when the elas-
ticity of the demand for labor is high.

The most signifi cant challenge to this line of thinking comes from 
Iversen and Cusack (2000). They argue that trade is just as likely to reduce 
the amount of risk that workers face because trade diversifi es the set of econ-
omies to which a country sells its products.19 Moreover, Iversen and Cusack 
claim there is no theoretical reason to expect industries that produce for 
foreign markets to experience more price volatility than industries that pro-
duce for domestic markets.20 They criticize Rodrik’s empirics because he 
does not show a direct connection between trade and labor market volatil-
ity. To support their argument, Iversen and Cusack show there is no simple 
bivariate relationship between a country’s level of export dependence and 
its employment, wage, and output volatility in manufacturing sectors of the 
economy.

The relationship between trade and labor market risk in liberal market 
economies is critical to the overall argument that I make in this book, so I take 
Iversen and Cusack’s challenge seriously. With respect to theory, Iversen and 
Cusack largely ignore the third (and most plausible) mechanism highlighted 
by Rodrik and emphasized throughout this chapter: trade increases the 
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elasticity of the demand for labor. Empirically, their bivariate null results are 
not very compelling, especially given that they lump all the OECD countries 
together without regard for labor market institutions. It is true that there is 
no simple bivariate relationship that shows up in a scatter plot, but that is 
hardly surprising. In the remainder of this section, I reexamine the empirical 
relationship between trade and employment volatility.

I take a diff erent approach from Iversen and Cusack to examine whether 
a country’s exposure to trade aff ects its overall labor market volatility. First, 
I examine economy-wide employment data. This allows me to evaluate the 
interactive eff ects of trade openness and deindustrialization on employment 
volatility and test some of the underlying causal mechanisms assumed in 
chapter 2. Second, and most importantly, instead of trying to explain diff er-
ences in average or fi xed levels of labor market volatility across countries, I 
focus on within-country variation. It is diffi  cult to identify causal relation-
ships in data that are so highly aggregated temporally. Iversen and Cusack 
calculate a single standard deviation in annual manufacturing employment 
growth for each country in their sample over the period 1970 to 1993. OECD 
labor markets experienced periods of both instability and tranquility. If we 
are willing to accept that labor market volatility is heteroscedastic in this 
sense—that is, periods of high and low volatility cluster temporally in a non-
random way—it is clear from the economy-wide employment data that there 
is much over-time variation in this volatility. In fi gure 3.3, I plot the average 
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moving (3-period) standard deviation in employment growth for the liberal 
and corporatist subsamples.

Several things are notable about this chart. First, when measured this 
way, the over-time variation in employment volatility in the liberal econo-
mies seems to correspond with known periods of price instability in inter-
national markets (early 1970s and early 1980s), rapid structural change in 
domestic labor markets—i.e., deindustrialization in the early 1980s and early 
1990s, and global recession. Since theoretically the eff ects of all these factors 
on labor markets should depend in part on levels of economic openness, 
this pattern is consistent with an important role for trade. Second, employ-
ment volatility, again, measured in this way, rises to much higher levels on 
average in the liberal competitive markets when compared to the corporat-
ist economies. Third, the corporatist economies weather the terms-of-trade 
volatility much better than their liberal counterparts. Finally, the employ-
ment volatility spikes in the liberal economies during the economic reces-
sions of the early 1970s, 1980s, and 1990s suggest that negative labor demand 
shocks produce more employment volatility in countries with competitive 
labor markets, which confi rms the theoretical diff erences highlighted ear-
lier about how corporatist and competitive labor markets respond to falling 
labor demand. It is also interesting to note that the volatility observed in the 
liberal market economies across these three recessionary periods rises over 
time. This is consistent with the idea that, due to expanding trade, the labor 
markets in these economies are growing more sensitive to demand shocks. 
The preliminary evidence in fi gure 3.3 suggests the importance of both trade 
and labor market institutions. To evaluate this possibility more rigorously, 
I estimate several multiplicative heteroscedasticity models (Harvey 1976; 
Tsebelis 2002). This model has two equations, one for the mean level of the 
dependent variable and one for its variance, which, in this context, allows me 
to examine the determinants of employment volatility.

In the regressions, I use employment growth (i.e., the log diff erence in lev-
els of employment) for my dependent variable. I focus on three variables that 
condition the eff ect of trade on labor markets: labor market institutions, dein-
dustrialization, and terms of trade volatility. The key interaction is between a 
country’s labor market institutions and its level of trade openness. Based on 
the theory presented above, I expect trade to lead to more volatility in the lib-
eral competitive market economies. I measure labor market exposure to trade 
by interacting a country’s level of trade openness (the ratio of imports and 
exports to GDP) with its deindustrialization score, the latter being, roughly, 
the size of the non-traded sector of the aggregate economy. As countries 
experience deindustrialization, the percentage of the aggregate labor market 
exposed to foreign competition declines.21 I measure shock intensity by inter-
acting a country’s terms of trade volatility with its level of trade openness.
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The results are reported in table 3.4. In the fi rst regression, I include trade 
openness, a trichotomous labor market dummy variable, and the interaction 
term in the variance equation. The trichotomous labor market dummy vari-
able takes a 1 for the liberal competitive labor markets, –1 for the corporatist 
coordinated labor markets, and 0 for all the intermediate cases. A positive 
coeffi  cient on the interaction term implies that trade has the largest eff ect on 
labor market volatility in the liberal market economies and the smallest eff ect 
in the corporatist case. In this regression, the mean equation contains coun-
try dummy variables.

The results in the fi rst regression imply that labor market volatility starts 
low in the liberal countries and rises with trade. The opposite pattern holds 
for the corporatist cases. In the second regression, I add the deindustrializa-
tion variable, terms of trade volatility, and the respective interactions with 
trade openness. In this specifi cation, trade increases employment volatility in 
both liberal and corporatist economies, but the eff ect is larger in the former 
case. Deindustrialization reduces the size of the trade eff ect in all countries. 
In this regression, the coeffi  cient on the interaction of terms of trade vola-
tility and trade openness has the wrong sign. In the third regression, I keep 
the same specifi cation for the variance equation, but add a temporal lag of 
the dependent variable and period (year) dummies to the mean equation. In 
this regression, all of the interaction terms are correctly signed and statisti-
cally signifi cant. In the last two regressions, I substitute two dichotomous 
labor market dummy variables for the single trichotomous dummy. This 
relaxes the constraint that the trade eff ects on liberal and corporatist labor 
markets be the same size with opposite signs. The diff erence between these 
two specifi cations is the last one includes decade period dummies in the var-
iance equation. These results imply, with respect to trade’s eff ect on the labor 
market volatility, that it is the corporatist economies that are distinct from the 
rest of the sample: the trade eff ect, while positive, is smaller for corporatist 
economies. The main consequence of adding decade period dummies is that 
the terms of trade volatility eff ect disappears.

In fi gures 3.4 and 3.5, I plot the estimated standard deviation in employ-
ment growth for the liberal and corporatist economies, respectively, using 
the fi nal model (model 5) from table 3.4. The volatility that we observe in 
labor markets has both a systematic and stochastic component to it. The 
estimates in fi gure 3.3 do not distinguish between the two sources of volatil-
ity, while the estimates in fi gures 3.4 and 3.5 do, giving only the systematic 
component. One way to think about the diff erence is in terms of controllable 
and uncontrollable risk. The volatility that can be explained by observable 
changes in the economy, for example a country’s level of trade openness, 
is relatively controllable compared to the truly stochastic volatility. I argue 
that politicians are more likely to be held accountable for “predictable” 



Table 3.4 Trade, Labor Market Institutions, and Employment Volatility 

 (1) (2) (3) (4) (5)

Trade Openness –.001
(.002)

.179***
(.067)

.185***
(.070)

.201***
(.070)

.218***
(.069)

Deindustrialization .119***
(.048)

.059
(.053)

.096*
(.056)

.038
(.055)

Terms of Trade Volatility .026
(.064)

–.238***
(.078)

–.347***
(.083)

.103
(.092)

Labor Market 21.278***
(.255)

–1.406***
(.364)

–1.015**
(.515)

Liberal Market –.231
(.617)

–.786
(.767)

Corporatist Market 2.736***
(1.010)

1.835*
(1.101)

Trade Openness × Deindustrialization –.002***
(.001)

–.003***
(.001)

–.003***
(.001)

–.003***
(.001)

Trade Openness × Terms of Trade Volatility –.002**
(.001)

.003*
(.001)

.005***
(.002)

.000
(.002)

Trade Openness × Labor Market .026***
(.005)

.027***
(.007)

.026***
(.009)

(Continued)



Table 3.4 (Continued)

 (1) (2) (3) (4) (5)

Trade Openness × Liberal Market –.003
(.011)

.000
(.013)

Trade Openness × Corporatist –.059***
(.016)

–.049***
(.107)

Constant 1.331***
(.112)

–7.678***
(3.761)

–2.738
(4.126)

–5.123
(4.279)

–1.753
(4.257)

Mean Equation:      
Fixed Eff ects (Country/Year) Yes / No Yes / No Yes / Yes Yes / Yes Yes / Yes
Lagged Dependent Variable No No Yes Yes Yes

Variance Equation:
LM Dummy Variable Trichotomous Trichotomous Trichotomous Dichotomous Dichotomous
Decade Dummies No No No No Yes

Observations 537 506 503 503 503
Log-Likelihood –1064.15 –1001.32 –848.05 –838.60 –790.28

Notes: Results are for multiplicative heteroscedasticity models. The dependent variable is the logged dif-
ference in national employment. The coeffi  cient estimates in the equation for the mean are suppressed 
to conserve space. The independent variables in the variance equation are lagged temporally by one 
period (year). The trichotomous labor market dummy variable takes a 1 for the liberal competitive labor 
markets, 21 for the corporatist coordinated labor markets, and 0 for all the intermediate cases. Standard 
errors are in parentheses. *** signifi cant at 1%; **signifi cant at 5%; *signifi cant at 10%.
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volatility, and therefore these estimates are important for understanding 
political responses to expanded trade (e.g., Hellwig 2001). Put in a slightly dif-
ferent way, politicians will be held responsible for the structural conditions 
that magnify the employment eff ects of uncontrollable shocks. I use these 
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Figure 3.4 Estimated Employment Volatility in the Liberal Market Economies
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estimates below in chapter 5 to evaluate the eff ects of labor market volatility 
on government spending.

There are some important diff erences when compared with fi gure 3.3. For 
example, a good bit of the over-time variation in employment volatility for 
the liberal market economies seems to be random, including the precipitous 
decline in the late 1990s. The estimates in fi gures 3.4 and 3.5 suggest that 
signifi cant diff erences remain between the liberal and corporatist markets in 
terms of the underlying potential for volatility. By the end of the series, all but 
one of the liberal market economies (Canada) fell in the range of 1% to 1.5% 
standard deviations (average: 1.2%). For the corporatist countries, all but one 
(Norway) fell in the .5% to 1% range (average: .93%).

OTHER DIMENSIONS OF LABOR MARKETS PERFORMANCE

There are many ways to evaluate and measure the performance of labor mar-
kets. In this chapter I focus primarily on the risk that someone will lose his 
or her job over a given span of time, which is diff erent from the probably that 
an individual remains unemployed for an extended period. It is diffi  cult to 
say whether an economy in which the risk of becoming unemployed is high 
but the risk of staying unemployed is low is more or less desirable for work-
ers than an economy where the risk of becoming unemployed is low but, if 
it should happen, the probability of long-term unemployment is high. To a 
large extent, this diff erence represents a trade-off  in competing risks faced 
by workers employed in competitive labor markets versus those employed 
in more densely institutionalized ones. The same institutions and policies 
that protect workers—wage-setting institutions, employment regulations, 
benefi ts systems—may make the labor market more rigid. The evidence is 
clear that turnover is higher in competitive labor markets, but the duration 
of unemployment spells is shorter on average. This largely explains why, for 
example, the problem of long-term unemployment in the United States is 
relatively small in comparison to Europe. In 1999, for example, only 7.4% of 
the unemployed workers in the United States had been without a job for more 
than a year compared with an average of 46.2% in the European Union (EU) 
member countries. And while high in comparison with the United States, 
the United Kingdom (34.8%), Australia (31.8%), New Zealand (23.0%), and 
Canada (12.8%) all had long-term unemployed percentages under the EU 
average (Blau and Kahn 2002).

Therefore, it is important to keep in mind that the negative welfare conse-
quences associated with the risk of becoming unemployed are at least partially 
off set in the liberal market economies by the relative ease with which those 
without jobs can (re)enter the workforce. Nevertheless, I take the position 
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that the kind of risk faced by workers in competitive labor markets is more 
politically problematic because it aff ects a larger portion of the citizenry, and 
it is especially problematic for political parties and elected politicians who 
operate in majoritarian democracies.22 Along these lines, Quinn and Woolley 
(2001) argue that there is a strong public preference for economic stability 
among the mass electorate and that this preference aff ects the electoral for-
tunes of politicians.23 They fi nd robust evidence that economic volatility leads 
to declining vote shares for incumbent parties, and that democracies, ceteris 
paribus, enjoy lower volatility than non-democracies. Thus, it is quite likely 
that policy makers, particularly those in majoritarian democracies, will be 
sensitive to economic anxiety generated by competitive labor markets that 
are closely linked to the global economy.

Clearly, unemployment risk is not the only concern that workers face today. 
Wages and salaries are equally if not more concerning. Interestingly, the evi-
dence is clear here too. In liberal market economies, workers at the lower end 
of the income scale have experienced relative declines in their real wages. Blau 
and Kahn explore changes in wage levels and inequality in a sample of OECD 
countries including Australia, Austria, Canada, Finland, France, Germany, 
Japan, New Zealand, Sweden, the United Kingdom, and the United States. 
Among this group of countries, the largest percentage increases in the 50–10 
earnings ratios from the beginning of the 1980s to the mid-1990s were in the 
United States (13%), New Zealand (11.8%), and the United Kingdom (10.5%), 
and Canada was above the group average with a 7% increase (Blau and Kahn 
Table 2.12). Notably, in Australia, the 50–10 earnings ratio remained at the 
same level over this period. As for the 90–50 ratios, these numbers, starting 
with the highest, were the United Kingdom (19%), New Zealand (17.1%), the 
United States (16.7%), and Australia (11.2%). In this case, Canada performed 
relatively well with a below average increase of 1.3%.

The data are particularly bleak for the United States where, according to 
Blau and Kahn’s calculations, men experienced an absolute decline in their 
median real weekly earnings over the 1980 to mid-1990s period, down from 
$608.98 to $575.75 (1998 $). Scheve and Slaguhter (2007) also emphasize large 
changes in wage and salary inequality in the United States. Between 1966 
and 2001 the median pre-tax real earnings rose by only 11%, compared with 
58% and 121% with those at the 90th and 99th percentiles, respectively. They 
also highlight a disturbing change in the return to education: between 2000 
and 2005 the real weekly earnings of those with bachelor’s degrees and non-
 professional master’s degrees declined for the fi rst time in recent decades.

What role does trade play in these developments? Economists have been 
debating this question for some time. For the 1980s, in the United States, 
the answer was “not much.” Paul Krugman pointed out that trade fl ows 
with developing countries were too small to account for a large fraction of 
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the growing inequality. Another highly infl uential trade economist, Jagdish 
Bhagwati, argued that trade’s eff ects on wages derive from changing prices 
in the market for products and that the necessary price changes for implicat-
ing trade were absent. In his review of the literature, Cline (1997) attributes 
20% of wage inequality of the 1980s to international forces. For Collins (1998, 
34), the “bottom line” is that globalization may explain “1 to 2 percentage 
points of the 18 percentage point overall change in wages for high school-
educated workers relative to those who are college educated.” That was then. 
Interestingly, opinions may have begun to change. For example, in a recent 
New York Times Op-Ed piece, Krugman argued that we may have to recon-
sider the lessons learned during the 1980s because trade with low wage coun-
tries has increased from 2.5% in 1990 to 6% in 2006.24

I neither theorize about nor examine empirically the issue of wage inequal-
ity, but this does not mean that I fi nd it unimportant or unrelated to my argu-
ment. Most of the time, the developments outlined above complement and 
reinforce the points I make about employment volatility. The same workers 
who are experiencing greater employment uncertainty and risk are also see-
ing their real wages decline, at least relative to individuals in the top income 
brackets.

CONCLUSION

In this chapter I have demonstrated that the eff ects of trade on employment 
outcomes depend crucially on a country’s labor market institutions. Trade 
and wage shocks have employment consequences in countries with relatively 
competitive labor markets. These results should not come as a complete sur-
prise. The varieties of capitalism literature (e.g., Hall and Soskice 2001) has 
shown convincingly that fi rms in liberal market economies are quick to hire 
and fi re in response to changing economic conditions. The volatility results 
should not come as a complete surprise either. One of the reasons the corpo-
ratist countries created their labor market institutions in the fi rst place was 
to buff er their workers from unexpected shocks in international markets 
(Katzenstein 1985).

The political signifi cance of these largely economic fi ndings is seen in the 
context of my broader argument about globalization and domestic politics. 
As a result of globalization, democratically elected leaders, especially leaders 
from parties of the Left, face a dilemma. Workers are more likely to pres-
sure their governments for protection from the ill eff ects of foreign com-
petition. Governments will fi nd it more diffi  cult to supply income support 
and other forms of adjustment assistance as a means to compensate trade 
losers. Starting with the demand side of this dilemma, I have argued that 
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governments in countries with relatively competitive labor markets will face 
the strongest pressures for protection. There are two separate reasons. First, 
trade and wage shocks have employment consequences in these economies. 
Second, trade, by increasing the elasticity of the demand for labor, makes 
employment outcomes in these countries more sensitive to economic shocks 
of all kinds. Both of these imply that competitive labor markets will become 
more volatile as globalization proceeds.

My argument diff ers from Rodrik’s (1997) point that globalization will 
have similar eff ects on labor markets, regardless of the particular system 
of industrial relations in place, because trade and the multinationalization 
of production undermine the bargaining power of unions, which, in turn, 
aff ects wages and the distribution of economic surplus between capital and 
labor. I argue that the consensual nature of bargaining in most of the cor-
poratist countries is fi rmly entrenched and is not likely to be undermined 
by globalization. In part, this is because the consensual nature of industrial 
relations in these countries is driven by their political institutions. Political 
institutions are the focus of the next chapter.

More specifi cally, in the next chapter I argue that countries with majori-
tarian political institutions face the strongest revenue constraints as a result 
of globalization because they are more dependent on capital taxes to fi nance 
government spending. The countries with majoritarian polities are also the 
ones with competitive labor markets. Given my argument, these countries are 
the most vulnerable to a political backlash against globalization. The disturb-
ing reality is that they are also the most powerful and important actors when 
it comes to governing the international economy. A backlash in any one of 
them would have seriously negative consequences for the global economy.
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LABOR DEMAND
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where Li* is the profi t maximizing labor input. Substitute the right-hand side 
of the equations in (3.11) into the fi rst-order conditions:
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To get the demand curve for domestic labor, take the derivative of the profi t 
maximizing labor input with respect to the domestic wage wh:
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Effi cient-Contracts Curve

The union’s indiff erence curves give all combinations of wage and employment 
outcomes over which its utility is constant. That is, they satisfy the condition

<
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The isoprofi t curves give the combinations of wage and employment out-
comes for which profi ts are constant, which implies
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The points of tangency must satisfy the condition
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Substituting for the partial derivatives in (3.17)
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After rearranging terms, we have
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Employment Stability

To see that employment with effi  cient bargaining is at least as high as the 
competitive level, add b and subtract w from both sides of (3.18), and rewrite as

 �[w � b] � [w � b] � b � FL (3.21)

For � � 1, the left-hand side of (3.21) must be positive and therefore b � FL. 
At the competitive level, people work until the point where the marginal pro-
ductivity of labor equals the marginal utility of leisure (b � FL), which, given 
FLL � 0, implies higher employment under effi  cient bargaining when com-
pared to the competitive equilibrium. Whenever L � N, � � 1 and the compet-
itive and effi  cient bargain equilibrium levels of employment are equivalent.
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4

Globalization and Capital Taxation 
in Consensus and Majoritarian 
Democracies

After surveying the research on international capital mobility and capital tax-
ation in his infl uential book on globalization, Duane Swank (2002a, 47) con-
cludes, “the weight of the evidence leads to the unanticipated impression that 
international capital mobility may be unrelated (or even positively related) to 
capital taxation.” This is arguably one of the most important and, as Swank 
notes, unexpected fi ndings to come out of the literature on globalization. 
The debate over capital taxation, perhaps more than any other, clearly divides 
those who are pessimistic about the domestic political consequences of glo-
balization and those who believe governments still have substantial room-to-
maneuver in the global economy.

While it may be reassuring to think that the tax constraints associated with 
globalization are weak, this conclusion is often based on one of two problem-
atic assumptions: (1) that globalization implies a race to the bottom in capital 
taxes or (2) that the tax systems of the social democratic corporatist countries 
are undermined the most by international capital mobility. In other words, 
most of the empirical research either starts with the assumption that globaliza-
tion causes capital tax revenues to decline in all OECD countries, or, if a subset 
of countries is singled out as having tax systems that are particularly vulnera-
ble to globalization pressures, it is the social democratic corporatist countries. 
Scholars who design their research on one of these assumptions are either 
looking for the wrong thing (a race to the bottom in capital taxes) or searching 
in the wrong places (the capital tax policies of social democratic corporatist 
countries). I argue in this chapter that globalization will lead to (partial) capital 
tax convergence—not to the bottom, but to somewhere near the center of the 
existing distribution of capital tax rates. Moreover, the countries that are the 
most dependent on capital taxes are the ones that will feel the revenue pinch. 
These are the majoritarian democracies with liberal market economies, not 
the social democratic corporatist countries. I concluded, in the last chapter, 
that the conventional wisdom with respect to corporatism and unemployment 
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volatility is largely correct. In this chapter, I argue that the conventional wis-
dom about corporatism and capital taxation in political science is not.

This chapter is organized into six sections. In the fi rst, I review the debate 
over globalization and capital taxation, placing particular emphasis on the 
theoretical case against tax policy convergence. I present some data that 
challenge this position and then argue that consensus democracy can help 
account for the puzzling empirical patterns we observe. In the second sec-
tion I build a game-theoretic model of a small open-economy democracy that 
incorporates the distinction between consensus and majoritarian polities in 
order to theorize about how political institutions might mediate globaliza-
tion pressures. The model predicts that globalization—specifi cally increased 
international capital mobility—will have the greatest negative impact on cap-
ital tax rates in relatively closed and capital-rich countries with majoritarian 
political institutions.1 I test this and related hypotheses quantitatively with 
regression analysis in the third section. I discuss possible causal mechanisms 
that link consensus democracy to low capital taxes in the fourth and, in the 
fi fth section, explore the plausibility of various causal mechanisms through a 
comparative case study of capital taxation, focusing primarily on Britain and 
the Netherlands. I conclude in section six.

THE DEBATE OVER GLOBALIZATION AND CAPITAL TAXATION

While some scholars, for example Dani Rodrik, have argued that increased 
international capital mobility undermines the ability of governments to 
fi nance spending on social insurance and other public goods, many are skep-
tical of this argument.2 The fi rst line of attack for the skeptics has always been 
to point out that capital tax rates in the OECD have not declined over the past 
four decades or so (see fi gure 4.1). Admittedly, this is evidence against a race 
to the bottom in capital taxation, but it should not lead to the conclusion that 
globalization does not constrain the capital tax policies of any countries.3 The 
budgets of governments that are highly dependent on capital taxes for rev-
enue are likely to be adversely aff ected by globalization. On the other hand, 
if some governments “under tax” capital—for whatever reasons—capital 
infl ows resulting from globalization might strengthen the incentives these 
countries have to raise taxes by increasing the associated marginal revenue 
gains. Given that there is no reason to expect a priori a race to the bottom, 
a much more reasonable hypothesis is tax convergence somewhere in the 
middle, an outcome that produces both revenue winners and revenue losers. 
It is also consistent with the facts.

A more sophisticated version of the argument is that international eco-
nomic integration leads to tax convergence on terms that are more (less) 
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favorable to capital (labor). This thesis is much easier to defend empirically. 
Figures 4.1 and 4.2 show why. Figure 4.1 plots the average eff ective capital 
tax rate for twenty OECD countries and the coeffi  cient of variation in these 
rates.4 While it is true that eff ective capital tax rates have not declined on 
average, the (standardized) variance in these rates has. Moreover, fi gure 4.2, 
which plots the labor-capital tax rate diff erential (i.e., the average eff ective 
labor tax rate less the average eff ective capital tax rate), shows that eff ective 
tax rates on labor income have increased at a faster rate than capital tax rates. 
Thus, tax systems are becoming regressive in the sense that the more of the 
burden is being shifted from capital income to labor income.5 If it is true that 
capital taxes are converging to the middle, countries that are revenue losers 
will face dramatic changes in the relative tax burden across capital and labor 
income. For countries that are revenue winners, the changes will be far less 
signifi cant.

As discussed in chapter 1, the theoretical case against policy conver-
gence has been made persuasively in the “varieties of capitalism” literature. 
This research claims that domestic institutions strongly condition national 
responses to globalization: “institutional divergence has a tendency to per-
sist and to reconstitute itself.” 6 According to this line of thinking, globaliza-
tion has ushered in a new era of “divergent reconfi guration” in the varieties 
of national capitalism. Geoff rey Garrett’s (1998a) coherency thesis, a variant 
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of the divergent paths argument, is particularly relevant to capital taxation. 
Garrett argues that there are two distinct paths to strong macroeconomic per-
formance in the global economy.7 One path combines free markets with min-
imalist government. This combination is found in countries like the United 
States, the United Kingdom, and Japan. The other path—taken by countries 
like Austria, Denmark, and Finland—combines coordinated markets with 
interventionist government. There is no reason to expect these paths to con-
verge; if anything, globalization reinforces the diff erences between them.

Social Democratic Corporatism and Taxation

According to Garrett, the combination of left-wing governments and cor-
poratist labor market institutions leads to high levels of capital taxation. 
Governments want to redistribute wealth to their core constituencies, but 
their willingness to do so is limited by the possibility that such transfers will 
have negative eff ects on the economy. Incumbent governments give prior-
ity to being reelected, and electoral success requires that they preside over a 
healthy macroeconomy. Therefore, the highest levels of redistribution will 
occur where it is the least distorting, that is, in those cases where redistribu-
tion has the least burdensome impact on the economy as a whole. Garrett 
refers to these cases as “coherent” political economies. There are two types 
of coherent systems—social democratic corporatism and market liberalism. 
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In the former, the Left can successfully pursue its redistributive agenda while 
in offi  ce. In the latter, the Right can pursue its redistributive agenda with-
out serious macroeconomic consequences. When there is political-economic 
coherence, the economic constraints on partisan redistribution are weak.

Generally speaking, the political Left has an interest in redistributing 
wealth from capital to labor but is prevented from doing so to the extent that 
such transfers negatively aff ect the economy. Taxing capital income to subsi-
dize wage earners negatively aff ects the economy by reducing both levels of 
investment and the number of hours worked. Any reduction in the supply 
of labor puts upward pressure on wages. In theory, these distortions should 
be smaller in corporatist political economies where there are encompassing 
labor organizations that bear part of the excess burden of socially ineffi  cient 
behavior by their members. Encompassing unions have an incentive to pur-
sue wage moderation. Thus, left-wing governments are able to pursue social 
democratic policy agendas in corporatist political economies because encom-
passing unions help minimize the negative macroeconomic consequences 
of redistribution and other Keynesian welfare state policies. The moderating 
infl uence of encompassing unions creates an investment friendly economic 
environment. At least some of the direct cost of taxation is off set by these 
indirect benefi ts. In theory, business does not bear the full burden of capital 
taxation and therefore is less averse to it.

Supposedly, globalization does nothing to undermine this political-
 economic logic. Garrett (1998b, 823) summarized what has become the 
conventional wisdom on this topic in the fi ftieth anniversary edition of 
International Organization:

Governments wishing to expand the public economy for political reasons 
may do so (including increasing taxes on capital to pay for new spending) with-
out adversely aff ecting their trade competitiveness or prompting multinational 
producers to exit. The reason is that governments provide economically impor-
tant collective goods . . . that are undersupplied by markets and valued by actors 
who are interested in productivity. This is particularly the case in corporatist politi-
cal economies where the potential costs of interventionist government are mitigated 
by coordination among business, government, and labor (emphasis added).

Is this view supported by the data? Are high levels of government spending 
fi nanced with relatively high rates of capital taxation in the corporatist coun-
tries? Have these countries been able to buck the trend toward more regres-
sive tax systems? The average eff ective labor-capital tax rate diff erentials are 
provided for the coherent cases of social democratic corporatism and mar-
ket liberalism in table 4.1.8 While it is true that governments in countries 
with corporatist labor market institutions have maintained relatively high 
levels of public spending, comparing the tax structures of the countries that 
Garrett classifi es as cases of coherent social democratic corporatism with 
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the countries he classifi es as cases of coherent market liberalism reveals an 
unexpected pattern: the social democratic corporatist countries have higher 
average eff ective labor-capital tax rate diff erentials than their liberal market 
counterparts. In other words, labor tax rates are high relative to capital tax 
rates in the social democratic corporatist countries. This contrasts starkly 
with the liberal market countries, where labor tax rates tend to be lower than 
capital tax rates. This puzzling pattern holds for capital tax rates as well. The 
average capital tax rate for the social democratic corporatist countries is 
35.69, whereas the average capital tax rate for the liberal market countries is 
39.76.9 If the Left’s redistributive agenda is less distorting in corporatist polit-
ical economies, why are their capital tax rates lower than in countries with 
liberal market economies? Clearly the labor market constraints that Garrett 
emphasizes can provide, at best, only part of the explanation.

Consensus Democracy and Taxation

Looking at the list of social democratic corporatist countries, it is clear that 
they share more than just the combination of left-wing governments and 
centralized wage bargaining. In addition, they all have proportional repre-
sentation electoral institutions, are examples of multiparty systems, and 
are typically governed by oversized coalitions. By contrast, most of the lib-
eral market countries have plurality electoral systems; they all have a smaller 
number of parties that eff ectively compete in national elections; and they are 
all more likely to have single-party bare-majority governments than the social 
democratic corporatist countries. In short, the social democratic corporatist 
countries are all cases of what Arend Lijphart (1999) has called consensus 
democracy, and the liberal market countries are, for the most part, cases of 
majoritarian democracy.10 How strong is the empirical relationship between 
consensus democracy and capital taxes?

Table 4.1 Political-Economic Coherence and Tax Structures, 1966–1990.

Social Democratic 
Corporatism 
(Garrett 1998a)

Labor-Capital / 
Capital Tax Rate 
(Mendoza et al. 1997)

Market Liberalism 
(Garrett 1998a)

Labor-Capital Tax / 
Capital Tax Rate 
(Mendoza et al. 1997)

Austria 16.195 / 20.912 United States –17.360 / 42.719
Denmark 7.172 / 34.976 United Kingdom –31.802 / 57.290
Finland –3.873 / 32.942 Japan –12.820 / 34.147
Norway –0.034 / 38.950 France 15.611 / 23.741
Sweden –4.712 / 50.683 Canada –17.623 / 40.896

Average 2.950 / 35.693   –12.799 / 39.759
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Figure 4.3 shows the bivariate relationship between a country’s consensus 
democracy score (1971–1996) and its average labor-capital tax rate diff eren-
tial (1965–2000). The relationship is positive—consensus democracies tax 
labor income at a high rate relative to capital income—and strong; Lijphart’s 
consensus democracy measure accounts for about 22% of the sample vari-
ance in cross-national labor-capital tax diff erentials. 11 While this simple cor-
relation does not prove a causal relationship exists, it is certainly suggestive. 
Theoretically, is there any reason to believe there is a causal link between 
consensus democracy and capital tax rates?

The simple answer to this question is yes. As Persson and Tabellini (2000, 
305) note: “Capital income is more concentrated than labor income. Hence 
a majority of the voters gain from shifting a larger share of the tax burden 
to capital, despite the effi  ciency losses.” In any society a majority earns its 
income in wages while a minority earns its income from capital investments. 
Because consensus democracy combines institutions that are designed to 
constrain majority power and infl uence, it is not surprising that wage earners 
are constrained in these countries from pushing a disproportionately high 
level of the tax burden onto capital. This intuition can be sharpened using the 
median voter construct. In theory, policy making in majoritarian democra-
cies will be more responsive than in consensual democracies to the demands 
of the median voter. If the median voter is a wage earner, she or he will prefer 
the revenue (i.e., transfer) maximizing capital tax rate. The tax systems in 
majoritarian democracies will refl ect this preference and therefore, all else 
being equal, should have higher capital taxes.12 Thus, capital taxes could be 
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lower in consensus democracies because the political institutions constrain 
political majorities from choosing transfer maximizing capital tax rates. As a 
minority interest, capital has more and better opportunities to infl uence tax 
policy in these countries.

To sum, Garrett’s argument about the importance of political-economic 
coherence is an important one. Labor market institutions partly determine 
the macroeconomic consequences of redistribution and therefore shape the 
nature of partisan politics within countries. But political institutions also 
aff ect how left- and right-wing parties will govern in offi  ce by determining 
the distribution of power across the multiple actors within each state and by 
shaping the infl uence of diff erent interest groups and political constituencies 
in society. The research on the politics of redistribution suggests that these 
institutions will have a signifi cant impact on capital taxes. For the countries 
in table 4.1, the constraints that their political institutions place on partisan 
redistribution through capital taxes seem to overwhelm the enabling eff ects 
that their labor market institutions might have.

While the connection between consensus democracy and corporatism 
provides an intuitive explanation for why capital tax rates are lower in corpo-
ratist countries, this intuition needs to be more strongly grounded in theory. 
Furthermore, the discussion to this point has not provided any insight into 
the likely impact of globalization on tax structures in countries with diff er-
ent political-economic institutions. In the next section, therefore, I develop 
a theoretical model to address these concerns. The model improves upon 
those found in earlier research by examining the infl uence of both domes-
tic political institutions and the size of a country’s capital endowment on its 
tax policy. The political setup in the model is based on the assumption that 
consensus democracy constrains the infl uence of political majorities. I do 
this rather than modeling the specifi c nature of the constraint (e.g., propor-
tional representation electoral institutions, coalition bargaining, multiple 
issue dimensions) since it is not yet clear which of the elements of consensus 
democracy is most important when it comes to capital taxation. Despite the 
fact that the model has a highly stylized polity, it serves to elucidate the nature 
of the relationship between consensus democracy and capital taxation as well 
as the role these institutions play in mediating globalization pressures.

A GAME-THEORETIC MODEL OF CAPITAL TAXATION IN 
AN OPEN-ECONOMY DEMOCRACY

The standard tax competition model in economics shows that welfare-
 maximizing governments in small countries with multiple tax instruments 
will not tax internationally mobile capital (Gordon 1986). The reason is that 
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the net return to capital is fi xed at the global rate, and, therefore, labor bears 
the full burden of any capital tax. Since labor pays the tax on capital, it is more 
effi  cient to tax labor directly because capital taxes distort investment deci-
sions while labor taxes do not. The optimal small-country source-based tax 
on perfectly mobile capital is zero. Empirically, however, governments raise 
substantial revenue from internationally mobile capital. One explanation for 
why the standard competition model fails as a positive theory of capital taxa-
tion is that it ignores politics.13

A couple of recently developed models explore the politics of international 
tax competition. Persson and Tabellini (2000) have a stylized model of tax 
competition, which I discuss in the appendix to this chapter. Dehejia and 
Genschel (1999) argue that the lack of international tax cooperation in the 
European Union can be attributed to the fact that large and small countries 
do not have a mutual interest in limiting tax competition. Small countries 
that are poorly endowed with capital benefi t from tax competition, while large 
states that are richly endowed are harmed by it. Basinger and Hallerberg 
(2004) correctly stress the role that domestic political institutions play in 
infl uencing the degree to which countries will lower capital taxes to compete 
for revenue, but their model ignores the importance of size. Clearly, however, 
both size and political institutions are important, yet no one has put the two 
factors together in a single theoretical framework.

My model begins with the production function from chapter 3, and I fol-
low the same notational rules as in that chapter. I incorporate a slightly modi-
fi ed version of the international economy in Rodrik (1997, 89–95). The capital 
endowment (Kh) is allocated between domestic and foreign production. Labor 
(Lh, Lf ) is fi xed and supplied inelastically at wage 1. The net return to capital (r) 
is equal to its marginal product less the domestic capital tax (t). The amount 
of capital invested in domestic production is denoted by K. This gives

 r � r* � r K � t. (4.1)

International arbitrage guarantees that the net domestic return to capital 
equals the net foreign return (r*) less the cost of producing abroad. There 
are increasing costs to foreign production captured by the capital mobility 
parameter l.14 This arbitrage condition can be written as

 r � r* � l(Kh 2 K),  l � 0. (4.2)

Following Rodrik, increased globalization (i.e., increased capital mobility) is 
captured in the model by reducing l. The equilibrium level of investment in 
domestic production is found by substituting (4.1) into (4.2):
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The polity is loosely based on Becker’s (1983) model of interest group com-
petition. There are two politically active groups: wage earners (or workers), 
who collectively make up a majority of society; and shareholders (or capital-
ists), who are a minority. Both groups choose levels of political expenditures 
to infl uence the rate of capital taxation. Capital taxes fi nance an income 
transfer to wage earners.15 Political expenditures are the resources spent 
“maintaining a lobby, attracting favorable votes, issuing pamphlets, con-
tributing to political campaign expenditures, [and] cultivating bureaucrats 
and politicians.” 16 At a minimum level of political participation—that is, 
when political expenditures are close to zero—wage earners and sharehold-
ers vote collectively. The main diff erence between my polity and Becker’s is 
that I assume collective action is unproblematic. Although this assumption 
simplifi es the model, it does not drive the key result, as I explain below.17 

Conceptually, democracy is thought of as a function that maps the political 
expenditures of wage earners and shareholders into political pressure and 
infl uence. The political pressure of wage earners (pw )is assumed to be a lin-
ear function of expenditures (ew )

 pw � aew, a � 0. (4.4)

Democracy empowers political majorities, but their political strength var-
ies across types of democracies. Following Lijphart, majority power is con-
strained in consensus democracies. The scaling parameter (a), therefore, 
takes large values in majoritarian democracies and relatively low values in 
consensus democracies. This specifi cation is also consistent with the idea 
that proportional representation (PR) electoral systems constrain labor 
power.18 Similarly, the political pressure generated by shareholders is a func-
tion of their political expenditures ps (es ). The conditions p p

e
s

e e
s

w w w� �0 0,  are 
assumed to hold. As in Becker, political infl uence is zero-sum. The per unit 
capital tax rate is set equal to the political pressure diff erential:

 t � pw � ps. (4.5)

Wage earners choose political expenditures that maximize their utility, given 
the parameters of the model and political expenditures by shareholders. 
Their utility is simply wages plus the income transfer less political expendi-
tures. Shareholders also choose political expenditures to maximize their util-
ity, given the parameters of the model and political expenditures by workers. 
Their utility is the net of tax return to capital times the capital stock less their 
political expenditures. The utility functions of wage earners and sharehold-
ers are

 Uw � Lh � tK � ew  and  Us � rK0 � es (4.6)

respectively.
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Solving for the fi rst-order condition, we fi nd that the best response for wage 
earners to the political pressure generated by shareholders is
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subject to the constraint that ew � tkk. The best response function reveals an 
interesting relationship between majoritarian democracy and the cost of col-
lective action for workers. As a , political expenditures by wage earners and 
the collective action cost per worker go to zero. Thus, in majoritarian democ-
racies, there is less incentive to “free ride” off  the eff orts of others because the 
cost of collective action is relatively low. At the majoritarian extreme, workers 
only have to vote collectively to exercise their infl uence. Political participation 
in consensus democracies is more intensive, which makes free riding more 
likely. In short, collective action is treated as unproblematic in the model, but 
making it endogenous would only reinforce the result that workers exercise 
more political infl uence in majoritarian democracies.

From the fi rst-order condition it is clear that wage earners will match the 
political pressure generated by shareholders, and the Nash equilibrium capi-
tal tax, found by substituting (4.7) into (4.5), will be
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Interestingly, as a , the equilibrium capital tax rate converges to the rev-
enue-maximizing tax rate, which implies that at the majoritarian extreme, 
workers face only an economic constraint on their ability to redistribute 
income.

Comparative statics can be used to show the impact of globalization or 
capital mobility for countries with diff erent institutions and capital endow-
ments. The change in the equilibrium per unit capital tax rate with respect 
to l is
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In words, the impact of greater capital mobility on a country’s capital tax rate 
is proportional to its capital endowment and inversely proportional to the 
degree to which its political institutions are consensual. Thus, globalization 
has the largest negative impact on the capital tax rates of majoritarian democ-
racies with large capital endowments.

The intuition for why political institutions and capital endowments 
mediate globalization pressures is straightforward. Globalization aff ects 
the capital tax rate in two ways. First, it shifts the revenue-maximizing tax 
rate downward. And second, by making the supply of capital more elastic, it 
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increases the marginal gain from increasing (decreasing) the capital tax rate 
when it is below (above) the revenue-maximizing level. The degree to which 
globalization shifts the revenue-maximizing tax rate downward is a function 
of a country’s capital endowment: the drop will be large for rich countries and 
small for poor countries. In fi gure 4.4 the thick Laff er curve represents the 
revenue possibilities for a capital-poor consensus democracy after a decrease 
in l (post-globalization). The impact of increasing the elasticity of the supply 
of capital on tax rates is a function of a country’s political institutions because 
these institutions determine the marginal cost of increasing the tax rate. This 
cost is represented in fi gure 4.4 by the lines tangent to the Laff er curves. Wage 
earners will choose political expenditures that equate the marginal gain from 
increasing the tax rate (a function of the elasticity of the supply of capital) 
with the marginal cost of increasing the tax (a function of political institu-
tions). Thus, the impact of globalization on a country’s capital tax rate will 
depend on that country’s institutions. In the case illustrated in fi gure 4.4, 
globalization raises the marginal gain from climbing the revenue curve—
that is, a one-point increase in the capital tax rate generates more revenue 
post-globalization. In response, wage earners increase political pressure and 
the tax rate creeps upward.19

Why does my model’s (partial) equilibrium diff er so starkly from that 
found in the standard model of tax competition? Politics is not the only rea-
son. Since the labor supply and wages are fi xed, capital pays the full tax. One 
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Case: Capital Poor Consensus Democracy

Figure 4.4 Globalization and Capital Taxation: Two Laffer Curves
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way to interpret my theoretical results is that under economic conditions 
most favorable for redistribution from capital to labor, majoritarian democra-
cies will redistribute more than consensus democracies. My model produces 
very clear tax policy predictions that are easily tested. I do this below using my 
macro-level panel of twenty OECD countries.

QUANTITATIVE EMPIRICAL EVALUATIONS OF THE 
MODEL’S POLICY PREDICTIONS

The quantitative empirical research has produced mixed results about the 
consequences of economic globalization for capital taxation. For example, 
Rodrik (1997) fi nds that the relationships between both trade and fi nan-
cial openness and capital taxation are negative and statistically signifi cant. 
Bretschger and Hettich (2002) and Winner (2005) produce similar empirical 
fi ndings. Both Mutti (2003) and Slemrod (2004) fi nd evidence of corporate 
tax convergence. Mutti attributes this to international tax competition, but 
Slemrod does not.20 Swank (1998) fi nds that levels of trade are negatively asso-
ciated with capital taxation but that fi nancial openness is positively related to 
capital taxes. Quinn (1997) also fi nds that fi nancial openness and capital taxa-
tion are positively associated. Garrett and Mitchell (2001), on the other hand, 
fi nd no relationship between fi nancial openness and capital taxes, but they 
do fi nd that foreign direct investment is positively and signifi cantly associ-
ated with higher levels of capital taxation. The inconclusive nature of these 
empirical results has been used to support the conclusion that globalization’s 
constraints on capital taxation are weak (e.g., Swank and Steinmo 2002). 
However, if a country’s capital endowment and political institutions medi-
ate the impact of increased capital mobility on its capital taxes, it should not 
be surprising that the previously published research has not found a robust, 
negative relationship between the two. Moreover, despite the connection 
between globalization and strategic interdependence in fi scal policy mak-
ing (see Persson and Tabellini 2000 and the appendix to this chapter), very 
few empirical studies incorporate this interdependence into their analyses, 
let alone recognize its importance for the debate over globalization and cap-
ital taxation.

In my analysis I estimate a set of fi xed-eff ects linear regression models in 
which a country’s capital mobility at a particular point in time is interacted 
with both its initial capital endowment and its political institutions. Note that 
a country’s endowment and its political institutions are time-invariant, so 
their independent eff ects on taxation are absorbed into the regression mod-
el’s fi xed eff ects. When it is possible, I include period dummies in the analy-
sis as well.
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The dependent variable in the regressions is the Mendoza et al. capital 
tax rate. These tax estimates are constructed in two steps. First, to calculate 
individual capital income tax revenue, an average household income tax rate 
is computed. This is equal to the proportion of total taxes collected on the 
income, profi ts, and capital gains of individuals out of the total individual 
tax base, which is defi ned as the sum of (1) wages, (2) property and entrepre-
neurial income, and (3) the operating surplus of private unincorporated 
enterprises. This average household tax is multiplied by the sum of the 
operating surplus of private unincorporated enterprises and property and 
entrepreneurial income to estimate the capital income taxes on individuals. 
The capital tax rate is equal to the total revenues from capital income—the 
sum of capital income taxes on individuals, taxes on corporations, taxes on 
immovable property, and taxes on fi nancial and capital transactions—over 
the capital tax base, which is the total operating surplus of the economy.21

It is generally agreed that capital is more mobile today than at any time 
since the end of World War II for two reasons: technological advances have 
made it less costly to invest capital abroad, and most countries over time have 
removed their legal restrictions on capital fl ows. It is reasonable to assume 
that technological advances have led to a monotonic decline in costs for all 
countries over time, and therefore, at a minimum, the evidence should be 
consistent with the notion that capital taxes have fallen in the capital-rich 
majoritarian democracies and risen in the capital-poor consensus democra-
cies. However, it is also important to examine the eff ects of government pol-
icy. This is especially true given that the path to fi nancial liberalization has 
varied substantially across countries. Some countries like the United States 
have had relatively liberal policies with regard to fi nancial fl ows for most of 
the post–World War II period. Other countries have gradually liberalized the 
extent to which they limit fi nancial fl ows over time. Still other countries, like 
Australia, tightened restrictions in the 1970s, only to reverse these policies 
in the 1980s.22 Therefore, the evidence should also show that capital tax rates 
are the highest for majoritarian capital-rich countries and lowest for the cap-
ital-poor democracies during periods when they have more stringent legal 
restrictions on fi nancial fl ows.

I estimate the regression models using three separate measures of capi-
tal mobility: a deterministic time trend, which can be viewed as a proxy for 
technological development, and Quinn’s (1997) measures of capital account 
and fi nancial openness.23 I use Lijphart’s consensus democracy scores and 
each country’s per worker capital stock in 1965 as a measure of its initial cap-
ital endowment.24 I also interact the capital mobility measures with several 
control variables highlighted in the literature that might mediate the impact 
of globalization on capital taxation. Since Garrett stresses the importance of 
partisanship and labor market institutions (union density), variables that are 
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correlated with the consensus democracy scores, I control for these. I also 
control for membership in the European Union during the post-1986 period, 
when we would expect tax competition to be the strongest.25 In the British 
case, for instance, the drop in capital tax rates may have more to do with its 
membership in the European Union than with its majoritarian political insti-
tutions. Finally, I include a temporal lag, a spatial lag, and country and year 
dummies in the regressions to control for persistence in tax rates, spatial 
interdependence, and fi xed unit and period heterogeneity, respectively.26 The 
temporal lag is a one-period lag of the dependent variable. The spatial lag is 
calculated using a row-standardized binary contiguity-weights matrix, which 
gives the average of capital taxes in neighboring countries.

I use a binary contiguity-weights matrix because a number of recent papers 
have concluded that geographic location is important for determining which 
countries compete for capital.27 The main reason is that multinational enter-
prises (MNEs) use host countries as “export platforms” to nearby markets. A 
good example of this is Ireland, where a large percentage of the foreign direct 
investment is used to produce goods that are then exported to the European 
continent. The implication is that Ireland and Britain compete not only for 
each other’s capital but also for the capital of third countries. American MNEs 
may see Ireland and Britain as substitutable production bases for export to 
the nearby Benelux, French, and German markets. Portugal and Spain may 
compete in the same way. Canada attracts foreign direct investment (FDI) 
from fi rms intending to service the American market, and therefore, because 
of its proximity, competes with the United States for foreign capital from 
third countries in a way that Germany, for example, does not.

The regression estimates are reported in table 4.2. It is clear from the 
results that the spatiotemporal specifi cation is the right one. The coeffi  cients 
on both the temporal and spatial lags are large and statistically signifi cant in 
each of the models. The fact that the coeffi  cient on the spatial lag is positive 
and statistically signifi cant suggests that globalization constrains the capital 
tax autonomy of governments through the strategic policy interdependence 
it creates. This result is robust to the inclusion of fi xed period eff ects in the 
model and therefore does not refl ect a common trend in tax policy.

Moreover, in all three of the regressions, the relationship between capi-
tal mobility and capital tax rates depends on a country’s capital endowment, 
and the relationship has the predicted negative sign. Greater capital mobility 
has a larger negative impact (and, in some cases, a smaller positive impact) 
on capital tax rates in countries that are richly endowed with capital. I also 
fi nd evidence that the relationship between capital mobility and capital tax 
rates depends on a country’s political institutions. The estimated coeffi  cients 
have the predicted positive signs. Increased capital mobility has a larger 
positive eff ect (or smaller negative eff ect) on capital tax rates in consensus 
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democracies. By contrast, the coeffi  cients on the union density interaction 
terms are always negative. This fi nding undermines the conventional wis-
dom about corporatism, globalization and taxes, but it is consistent with the 
observed cross-national pattern of capital taxation (see table 4.1). As for the 
other control variables, the coeffi  cients on the partisanship and EU interac-
tions terms have the expected signs. Both are statistically signifi cant in the 
capital account openness and fi nancial openness regressions. The eff ect of 
removing policy barriers to capital fl ows on capital taxation is magnifi ed for 
European Union countries in the post-1986 period and lessened under left-
wing governments.

To help demonstrate the implications of the regression results reported 
in table 4.2, I conduct two counterfactual globalization “experiments.” The 
counterfactuals examine the eff ect of fi nancial liberalization on capital tax 
rates in majoritarian democracies with capital-rich economies and consensus 

Table 4.2 Capital Tax Rates and International Capital Mobility

Independent Variables
Deterministic 
Time Trend

Capital Account 
Openness

Financial 
Openness

Financial 
Openness

Temporal Lag .768***
(.026)

.778***
(.024)

.763***
(.025)

.773***
(.025)

Spatial Lag .069***
(.013)

.043***
(.007)

.049***
(.012)

.052***
(.010)

Capital Mobility .193***
(.067)

.093**
(.038)

.119***
(.042)

.079***
(.022)

Capital Mobility ×
Capital Endowment

–.006**
(.003)

–.004***
(.001)

–.005***
(.001)

–.004***
(.001)

Capital Mobility ×
Consensus Democracy

.047**
(.019)

.017*
(.010)

.030**
(.012)

.023**
(.011)

Capital Mobility ×
Union Density

–.211*
(.112)

–.047
(.064)

–.075
(.070)

Capital Mobility ×
Left Government

.058
(.053)

.040*
(.024)

.052*
(.028)

Capital Mobility ×
European Union

–.025
(.081)

–.071**
(.029)

–.062**
(.030)

Observations 581 581 581 581
R2 .919 .932 .932 .929
Log-Likelihood –1519.8 –1488.9 –1487.5 –1494.4

Notes: The regressions were estimated with fi xed unit and period (i.e., country and year) eff ects 
and union density, leftist government, and European Union membership variables, with the 
exception of the deterministic time trend model, which does not include period dummies. The 
coeffi  cients for these variables are not shown. Parentheses contain standard errors. *** signifi -
cant at 1%, ** signifi cant at 5%, * signifi cant at 10%.
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democracies with capital-poor economies. To represent each case I use the 
minimum and maximum sample values for the consensus democracy and 
capital endowment variables. For convenience, I use Britain’s spatial weights 
for the majoritarian-rich case and the Netherland’s spatial weights for the 
consensus-poor case. The results are based on the fourth and fi nal regression 
presented in table 4.2, which omits the control-interaction terms. This does 
not change the results but simplifi es greatly the calculations, which are done 
using the steps outlined in the methodological appendix to chapter 2.

In the case of capital-rich majoritarian democracies, the experimental 1% 
increase in fi nancial openness is expected to produce a 0.39% drop in the 
capital tax rate in the long run (i.e., the steady-state eff ect). Figure 4.5 plots the 
temporal response path to this exogenous change in fi nancial openness. The 
steady-state eff ect in this experiment is statistically signifi cant at the .05 level. 
Most of the eff ect is felt within the fi rst few years. The same increase in fi nan-
cial openness is expected to produce a 0.49% rise in the tax rate in capital poor 
consensus democracies. This eff ect is statistically signifi cant at the .01 level. 
Figure 4.6 plots the response path over time. Overall, the quantitative results 
strongly support the theoretical prediction: convergence in the capital tax rate 
with capital rich majoritarian democracies converging from above and capi-
tal poor consensus democracies converging from below.
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To get a better sense of the model’s explanatory power, consider that New 
Zealand’s capital tax rate was 49.3% in 1988, the last year that it restricted 
international fi nancial transactions. By 1996, the year that New Zealand 
adopted its proportional representation electoral system, the capital tax rate 
was 37.7%. I estimate that approximately 3.6% of this 11.6% drop in capital 
taxes, nearly one-third of the reduction, can be explained by New Zealand’s 
removal of capital controls.

CAUSAL MECHANISMS

Which of the many elements of consensus democracy identifi ed by Lijphart 
is (are) likely to be the most important when it comes to the politics of capital 
taxation? The research on the politics of redistribution has identifi ed several 
mechanisms that could account for why capital taxes are low in consensus 
democracies. First, Roemer (1998) argues that leftist parties will propose 
lower taxes and redistribution when there are multiple salient issues in elec-
tion campaigns. In his formal model, there are two issues that divide the elec-
torate—redistribution and religion. The left-wing party is anti-clerical, as are 
most (but not all) of the poor voters whom it represents. Likewise, the right-
wing party is pro-clerical, as are most (but not all) of the rich voters. Even 
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when median income is less than the mean, if the left-wing party stays true to 
its anti-clerical position, it will propose a low tax rate in equilibrium in order 
to attract some of the rich anti-clerical voters. In other words, multiple-issue 
dimensions create incentives for parties that want to win elections to mod-
erate their policy positions on one dimension as a means of attracting vot-
ers who agree with the party’s position on other dimensions. Multiple-issue 
dimensions characterize consensus democracies (Lijphart 1999, 78–87), and 
tend to be associated with proportional representation (PR) electoral systems, 
but this logic applies to single-member-district-plurality (SMDP) systems 
as well.

A second line of thinking focuses on the distinct electoral institutions and 
party systems in consensus democracies.28 First, Crepaz (1996) has argued 
that encompassing governments, because they represent a larger portion 
of the total population and therefore internalize much of the social cost of 
economic policy, are more sensitive, for political reasons, to the distortions 
caused by redistribution. He contends that this explains why the consensus 
democracies have outperformed their majoritarian counterparts in terms 
of unemployment and infl ation. To the extent that they reduce investment 
and labor productivity and lead to underemployment, this logic extends to 
capital taxes. Second, fi scal policy is broadly redistributive, as opposed to 
narrowly targeted, in consensus democracies (Persson and Tabellini 2000; 
Milesi-Ferretti et al. 2002). In other words, fi scal policy is not a tool to trans-
fer income from political losers to political winners as it is in the majoritar-
ian context. Along these lines, Crepaz writes: “There is strong evidence that, 
the more encompassing institutional structures are, the more responsibly 
governments behave, in the sense that policies do not bluntly redistribute 
from members supporting opposition parties to members of the ruling gov-
ernment coalition” (1998, 66). The logic that drives this inclusive behavior, 
beyond the possibility of economy-wide distortions or consensual decision-
making norms, is unclear, however. What prevents governments from taxing 
capital heavily?

One possibility is that consensus democracy, PR electoral systems in 
particular, may increase the likelihood that the policy preferences of share-
holders are refl ected in tax policy. PR electoral systems create incentives for 
parties to adopt platforms that refl ect the tax preferences of shareholders by 
increasing the likelihood that these small parties will be included in the gov-
ernment and their preferences will be disproportionately infl uential when it 
comes to policy making. Austen-Smith and Banks (1988) show in their model 
that with three parties the equilibrium coalition will include the largest and 
smallest party and that the policy outcome will refl ect the policy position of 
the small party. Hence, in PR systems legislative infl uence is not monotonic 
in vote share. Similarly, Persson, Roland, and Tabellini (2000) show formally 
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that the vote of confi dence in parliamentary systems gives enhanced bargain-
ing power over policy proposals to junior partners in coalition governments.

But what about center-left governments? If Crepaz’s observation about 
transfers, or lack thereof, from political losers to winners is correct, we might 
expect shareholders’ interests to be protected even when right-wing parties 
are outside the government. McGann (2006) provides a political explanation 
for why we might observe this kind of inclusive behavior. He argues that the 
combination of PR electoral institutions and majority rule in parliamentary 
decision making protects minority parties even when they are excluded from 
government. The reason is that the combination of multiple parties and issue 
dimensions with majority rule makes all governing coalitions inherently 
unstable. To use Roemer’s language and issue dimensions, if a pro-clerical 
center party is governing with an anti-clerical left-wing party that wants to 
raise capital taxes, and an anti-clerical right-wing party wants to prevent this 
tax increase, the right-wing party can moderate its position on the religion 
dimension to make itself a more attractive coalition partner for the center 
party, thus either breaking up the ruling coalition or moderating the govern-
ment’s behavior.

The idea that consensus democracy prevents wage earners and the politi-
cians who represent them from setting transfer-maximizing capital tax rates 
may seem counterintuitive, especially in the light of recent debates about 
the partisan bias of PR electoral institutions. Labor power and infl uence in 
consensus democracies like Austria and the Nordic countries are typically 
inferred from the strength of the Social Democratic parties and the frequency 
with which the Left governs in these countries. In fact, Iversen and Soskice 
(2006) point out that empirically the Left governs in PR systems about three-
fourths of the time, whereas the Right governs in majoritarian systems at the 
same frequency. How could it be that the political institutions in consensus 
democracies disadvantage labor?

In these cases (i.e., the Austro-Nordic democracies) it helps to think about 
the relevant counterfactual. If these countries had majoritarian systems 
instead, it is likely that the Left would dominate national politics even more 
than it does today. Imagine how strongly the Social Democrats would domi-
nate political life in Sweden, if there were a fi rst-past-the-post electoral sys-
tem there. The traditional view is that PR constrains the Left (Rokkan 1970; 
Boix 1999), and the reason that countries like Sweden switched from plurality 
to proportional representation electoral systems after granting universal suf-
frage was precisely to limit the political power of rising socialist parties and to 
protect the infl uence of ruling liberal and conservative parties.

This view has been challenged over the last few years by a number of 
scholars (Blais et al. 2005; Andrews and Jackman 2005; Cusack, Iversen, and 
Soskice 2007). Iversen and Soskice (2006) argue that PR benefi ts left-wing 
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parties because center parties, representing the middle classes, will choose to 
form coalitions with them in order to tax and redistribute the income of the 
rich. Under majoritarianism, two centrist parties emerge, a center-left and 
center-right party. Tax policies depend on the party leadership. If the leader 
of the center-left party is a member of the lower class, the party will tax both 
middle- and high-income individuals and redistribute the income. If the 
leader of the center-right party is a member of the upper class, the party will 
not tax and redistribute any income. In the end, under majoritarian electoral 
systems, the middle classes have more to fear from a center-left party led by 
a member of the lower class than a center-right party led by a member of the 
upper class and therefore vote for center-right parties. According to Iversen 
and Soskice, this logic explains the leftist bias of PR and the rightist bias of 
majoritarianism.29

The views that PR constrains the Left (e.g., Boix), on the one hand, and 
enables it (e.g., Iversen and Soskice) on the other, are not mutually exclusive. 
In fact, they can be complementary. Iversen and Soskice’s argument suggests 
that the Left is safe to govern under PR, from the perspective of the median 
voter, precisely because it is constrained by its coalition partners. Left-led 
coalition governments are able to make commitments, particularly business- 
friendly commitments, that would not be credible if made by single party 
leftist governments.

This possibility is clearer when viewed in light of the capital-tax time-in-
consistency problem (Fischer 1980). Let us assume for a moment that the 
median voter wants to set low capital taxes in order to attract internationally 
mobile capital. It is typically future profi ts that provide the necessary incen-
tive for fi rms to make employment-generating investment, and once it is 
made, this kind of investment is relatively fi xed. This creates an incentive 
for short-sighted politicians to promise low capital taxes ex ante—i.e., before 
the investment is made—and renege ex post. One liability of majoritarian 
democracy is that governments may fi nd it diffi  cult to make credible policy 
commitments. Moe and Caldwell note the political uncertainty that majori-
tarianism—what they call the classic parliamentary model, which has single-
party majority governments at its core—creates for social actors: “The classic 
parliamentary model, therefore, drastically heightens the dangers of political 
uncertainty: if the other side comes to power, it can pass whatever laws it 
wants. Worse, the governing party itself has full authority to renege at any time on 
any political deals it has second thoughts about” (1994, 177, emphasis added). By 
contrast, coalition governments diff er from single-party governments in that 
they contain multiple veto players (Tsebelis 2002), which, in turn, leads to 
more policy stability. Ex ante agreements are enforced ex post by the vote of no 
confi dence. Bawn (1999) and Tsebelis and Chang (2004) fi nd support for this 
stability hypothesis with respect to budgetary policy specifi cally.
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QUALITATIVE EMPIRICAL EVALUATIONS OF THE 
CAUSAL MECHANISMS

In this section, I compare capital tax changes in the United Kingdom and 
Netherlands during the 1980s and 1990s, a period of signifi cant reform, in 
order to check the plausibility of the causal relationships highlighted by the 
theoretical model presented above (small open-economy democracy) and to 
identify more specifi cally the mechanisms through which consensus democ-
racy shapes capital tax policy and tax reform. The reasoning behind the choice 
of countries is simple. Since I am interested in how institutions interact with 
globalization to aff ect tax policy, I want to examine countries with tax systems 
that have been signifi cantly aff ected by international economic integration. 
Using this criterion, the countries of the European Union immediately come 
to mind as potential cases. The removal of all internal barriers to the free 
movement of capital (as well as labor and goods) has put pressure on high-tax 
EU member countries to reform their systems in order to maintain their tax 
bases.30 From this group, the United Kingdom and the Netherlands are natu-
ral selections because they are, in many ways, the exemplars of majoritarian 
and consensus democracy, respectively.31 Moreover, the United Kingdom is a 
large low capital return (or richly endowed) country, while the Netherlands is 
a small high capital return (or poorly endowed) country; and both countries 
have undertaken signifi cant capital tax reforms since the 1980s. 32

According to the theoretical model, globalization is the main impetus 
for tax reform, but its consequences are strongly conditioned by a country’s 
political institutions. More specifi cally, the model suggests that globalization 
will lead to lower capital tax rates in majoritarian democracies—particularly 
capital-rich ones—and higher capital tax rates in capital-poor consensus 
democracies. It is not easy to take a parsimonious theoretical model and use 
it to understand tax reform in the real world. The main diffi  culty with using 
my model for this purpose is that it has no parties in it. This is problematic 
because political parties are important actors when it comes to tax policy, and 
we largely observe the politics of tax reform through the prism of party poli-
tics. I am not saying that the model cannot help us understand British and 
Dutch tax reform, but we fi rst need to draw out the implications of the model 
for partisan politics.

If we are willing to accept that labor is the core constituency of the Left 
and capital is the core constituency of the Right and that therefore, all else 
being equal, the Left will try to shift the tax burden from labor to capital and 
the Right will try to do the reverse (simple partisan prediction), the implica-
tions of globalization for party politics are straightforward:33 in majoritarian 
democracies the Right will be much more successful than the Left in achiev-
ing tax reforms that benefi t its core constituency. This is because capital taxes 
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in majoritarian democracies will be at or near their revenue-maximizing lev-
els. Globalization will push the revenue-maximizing capital tax rate down, 
particularly in capital-rich majoritarian democracies, empowering the politi-
cal Right to cut capital taxes.

In consensus democracies the Left will be more successful than the Right 
in achieving tax changes that benefi t its core constituency. This is because 
capital tax rates are theorized to be below their revenue-maximizing levels. 
When capital is immobile the revenue cost of being below the revenue-max-
imizing tax rate is small, especially for capital-poor countries. With global-
ization the opportunity cost of low capital taxes increases. This prediction is 
counterintuitive in an era of economic globalization. It implies that globaliza-
tion constrains right-wing parties from shifting the relative tax burden onto 
labor and empowers left-wing governments to shift the burden onto capital. 
Empirical support for this prediction should be viewed as strong evidence in 
favor of the theoretical model.

These are the “within-country” predictions. Across countries it is clear 
that the Right in majoritarian democracies should be more successful at 
cutting tax rates than the Right in consensual democracies. In majoritarian 
democracies, globalization provides the impetus for right-wing governments 
to pursue capital tax reform and there are few if any political constraints on 
their ability to enact these reforms. In consensus democracies, the Right is 
constrained both economically and politically. With respect to the Left, the 
predictions are ambiguous. In majoritarian democracies, the Left, when it 
comes to power, is less constrained politically, but leftist governments are 
constrained by globalization. The Left in consensus democracies faces less of 
an economic constraint on its ability to redistribute income, but Left-led gov-
ernments are constrained by the nature of consensus democracy. Whether 
the economic or political constraints are more binding is largely an empirical 
question.

In Britain the simple partisan predictions are borne out. Successive right-
wing governments under Margaret Thatcher and John Major lowered capi-
tal taxes, and more recently, Labour has raised them (slightly). While the tax 
reforms under Thatcher are well-known, those under Labour are not.34 Tony 
Blair’s Labour government enacted several important reforms after taking 
offi  ce in 1997. Like its Conservative predecessors, the Labour government has 
cut the main corporate tax rate, but steps have also been taken to increase 
the revenue generated from capital taxation. Specifi cally, the government 
replaced the system of indexation for capital gains taxation with a capital 
gains tax taper—which is intended to preserve incentives for holding assets 
over the long term while taxing short-term capital gains at high rates—and 
the imputation system has been scrapped.35 Under the new system, pension 
funds, which hold approximately 50% of corporate stock in Britain, do not 
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receive a tax credit on their dividend income. Together these changes will 
signifi cantly increase the capital tax base and should off set the losses from a 
lower corporate income tax rate.36

Despite these reforms, the Labour government has not reversed the capital 
tax rate cuts under Thatcher and Major. Figure 4.7 shows the capital tax rate in 
Britain using the Mendoza et al. data over the period 1965–2000. At the begin-
ning of the 1980s, the average eff ective capital tax rate in the United Kingdom 
was as high as 70%. By the mid-1990s, Conservative reform had dropped the 
tax rate to the mid-40% range.37 Under Labour, the tax rate has rebounded to 
about 50%, but there is little chance that the government will be able to push 
it much higher. Labour increased the average eff ective capital tax by raising 
tariff s on capital gains. Also, the stamp tax, a 0.5% surcharge paid by those 
who buy shares, has generated signifi cant capital tax revenue recently, but 
Labour is not responsible for this tax. The ratio of taxes levied on capital gains 
and fi nancial transactions to total taxes on individuals rose for the fi rst three 
years of Blair’s Labour government. By contrast, the ratio of taxes paid by 
corporations to taxes paid by individuals has actually decreased under Labour 
(Hays 2003). In sum, the British case is certainly consistent with the theory. 
One way to understand the Labour government’s behavior in the area of taxa-
tion recently is to view it as a partisan government, highly constrained by 
globalization but trying nonetheless to raise capital taxes wherever possible.

During the same period right-wing and left-wing governments also car-
ried out major tax reforms in the Netherlands. The Christian Democratic 
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Party (CDA) simplifi ed the Dutch tax system, lowered statutory tax rates, and 
broadened the tax base during the 1980s and early 1990s. More specifi cally, 
the statutory corporate tax rate was lowered to 35%; the investment tax credit 
system was eliminated; and the personal income and social security tax sys-
tems were integrated. Because the tax rate reductions were combined with 
signifi cant base-broadening measures, the reforms were largely revenue 
neutral with respect to capital taxation. In other words, the right-center gov-
ernment did not reduce the tax burden on capital (see fi gure 4.7).

In the 1994 and 1998 elections, the Social Democrats (PvdA) won a plu-
rality of parliamentary seats and became the senior party in a coalition with 
the Free Market Liberals (VVD) and the Democrats ‘66 (D66). As expected, 
the Social Democrats put capital tax reform on the political agenda in the 
1990s. For example, in the 1998 election campaign, the PvdA placed capital 
tax reform at the center of its manifesto and called for a new tax system in 
which “work costs less and . . . large stock-exchange profi ts (a lot) more” and 
“all capital gains are taxed.” 38 Before 1997 capital gains were exempt from tax-
ation except when a “substantial interest” in a corporation, defi ned as 33.3% 
ownership, was sold. After 1997 the capital tax base was expanded by rede-
fi ning a “substantial interest” from 33.33% to 5% ownership (a very signifi -
cant change) and by setting a fi ctitious wage for director-shareholders, who 
previously were able to reduce their taxes by labeling their income as profi t. 
Furthermore, the tax rate on the sale of a substantial interest was raised from 
20% to 25%.

The coalition agreement reached after the 1998 election included a com-
prehensive set of proposed income tax reforms, of which the most important 
involve moving to a “box” approach to taxing income. For the most part, these 
reforms were adopted in the 2001 Income Tax Act.39 Under the new system, 
income is separated into one of three boxes according to how it is earned. 
These boxes include labor income (Box I), income from substantial business 
interests (Box II), and imputed income from wealth (Box III). The top tax 
rate on labor income was lowered from 60% to 52%; the tax on income from 
the sale of a substantial business interest was kept at 25% (despite a push 
from the PvdA to raise it to 30%); and it was agreed that imputed income 
from wealth would be taxed at 30%. The presumptive return on individu-
ally held assets is 4%, making the tax on imputed income equivalent to a net 
assets tax of 1.2% (30% of 4%). The basic exemption on this income is 17,000 
euros, which is much smaller than the previous net wealth tax exemption of 
90,756 euros. A dividend tax of 25% is used as an advanced levy for the tax on 
imputed wealth even though individuals are not responsible for paying taxes 
on their actual dividends. For foreign investors, this dividend tax is a fi nal tax. 
The tax on imputed income replaces both the progressive tax on actual capital 
income and the existing net wealth tax.40
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Changes in the personal income tax that took eff ect in 2001 should increase 
capital tax revenues by expanding the tax base (reduced basic exemption) and 
closing a loophole that allowed investors to avoid tax through the capital gains 
exemption.41 If so, these reforms will push up the average eff ective capital tax 
rate. The most noteworthy point about the capital tax reforms prior to 2001 is 
that they took place against a backdrop of signifi cant tax cuts. Therefore, their 
impact is most evident when looking at the relative tax burden. Both the ratio 
of taxes levied on corporate profi ts to taxes levied on wages and the ratio of 
dividends taxes to taxes on wages increase sharply beginning in 1994, the fi rst 
year with a PvdA-led government.

Was European economic integration the impetus for British and Dutch 
capital tax reforms? In Britain, the idea that reform was spurred by capital out-
fl ows is consistent with the basic facts. During this period the value of British 
portfolio and direct investment abroad always exceeded the value of foreign 
portfolio and direct investment in Britain (Hays 2003). In the early 1980s it was 
not very profi table for fi rms to produce in the United Kingdom; given the mul-
tinational nature of production, this had severe economic consequences. Firms 
simply produced elsewhere. Tory reforms off ered an eff ective solution to the 
problem. Young (1999), for example, fi nds that Tory tax reform substantially 
improved the tax competitiveness of the United Kingdom and therefore raised 
levels of investment in Britain, both domestic and foreign.42 He estimates that 
a 1% increase in the British capital tax rate reduces investment in Britain in the 
long run by 1.76% and concludes that a large part of the growth in investment 
between 1983 and 1990 can be attributed to the reduction in corporate tax rates. 
These investment distortions are very large and suggest that tax rates may 
have been above their revenue-maximizing levels. Tory spending and tax cuts 
increased the return on investment and, at least initially, increased the revenue 
from capital taxes and improved economic performance in Britain.

What about the Dutch case? There is evidence to suggest that the oppor-
tunity costs in lost revenue from forgoing capital tax reform in the late 1990s 
would have been high. By the time the PvdA came to power in 1994, the value 
of foreign direct and portfolio investment in the Netherlands was greater 
than the value of Dutch direct and portfolio investment abroad. Moreover, 
capital infl ows grew substantially during the 1990s. In 1995 the size of capital 
infl ows into the Netherlands relative to GDP was close to the OECD average 
(4.5%). By 2000 this ratio was approximately 33% of GDP, almost twice the 
OECD average.43 In the late 1990s there was a large increase in the capital tax 
base, and the PvdA-led government took advantage of the revenue opportuni-
ties this created. Thus, it seems globalization did in fact constrain the Right 
and empower the Left in the Netherlands.

At the same time it was not easy for the PvdA to achieve these revenue 
gains. The Dutch case is a clear example of politically constrained change in 
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tax policy. It is therefore suggestive about why consensus democracies typi-
cally tax capital at low rates. One does not have to look hard to fi nd the source 
of the constraint in the Netherlands: Dutch budgetary policy is the product 
of coalition bargaining, and this acts as a political constraint on taxation.44 It 
should not be surprising that the actual reforms enacted fell short of what the 
Social Democrats would have preferred ideally—in other words, fell short of 
what the PvdA would have done had Wim Kok led a single-party government. 
The PvdA failed to signifi cantly increase the taxes on large stock exchange 
returns (beyond the changes made in 1997) despite its campaign promises 
in 1998. The tax rate on capital gains from a substantial interest remains at 
25% despite the initially proposed increase to 30%.45 Moreover, the Social 
Democrats failed to extend the capital gains tax to all capital gains, and the 
new broad imputed tax on capital income replaces a progressive tax on actual 
interest, dividend, and rental income. In short, the recent tax reforms imple-
mented in the Netherlands are likely to increase capital tax revenues, but they 
also refl ect the fact that the PvdA had to bargain and compromise with the 
VVD, its partner to the right.

One fi nal comparison provides a check on this interpretation of the evi-
dence. If it is true that the constraints associated with governing by coalition 
are the key to explaining the diff erences in capital tax policies between majori-
tarian and consensus democracies, then we should observe that the capital 
tax policies of any countries typically classifi ed as consensual that have sin-
gle-party governments should look more like Britain than the Netherlands, 
and any countries typically classifi ed as majoritarian that govern by coalition 
should look more like the Dutch case than the British case. Sweden and the 
United States are natural choices for this comparison.

Sweden is considered by most to be a consensual democracy. It has a PR 
electoral system with a low degree of disproportionality, a large number of 
eff ective parliamentary parties, and a corporatist system of interest interme-
diation. At the same time, Sweden is unique among the consensual democra-
cies in that single-party Social Democratic governments are the norm. These 
are frequently minority governments, but minority governments are more 
similar on many dimensions to majority-party governments than they are to 
coalition governments (Strom 1984, 1990). Moreover, the median legislator 
is almost always from the Social Democratic Party, making it extremely dif-
fi cult to form a majority coalition around the Social Democrats. The United 
States, on the other hand, is a majoritarian democracy. It has a plurality-rule-
based electoral system, two major adversarial parties, and a pluralistic sys-
tem of interest intermediation. The executive is held by a single party, and 
yet, because its system is presidential, the United States is unique among 
the majoritarian democracies. When the U.S. government is divided—one 
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party controls the presidency and the other party controls the Congress—it 
is, in eff ect, a coalition government, especially when it comes to taxation 
(Sundquist 1988; Alesina and Rosenthal 1995).

Again, if it is true that the constraints associated with governing by coali-
tion are the key to explaining the diff erences in capital tax policies between 
majoritarian and consensus democracies, then we should observe that 
Swedish capital tax rates look more like British capital tax rates than Dutch 
rates, and American capital taxes should look more like the Dutch than British 
taxes. Empirically, this is the case. All four tax rates are plotted in fi gure 4.8. 
The British and Swedish tax rates are much more volatile and higher than the 
U.S. and Dutch rates, though the British rate is higher than the Swedish rate 
on average over the entire period. The American capital tax rate starts higher 
than the Dutch rate and declines slowly throughout the period and, even after 
two consecutive Democratic administrations, never returns to its pre-Reagan 
era levels. Dutch rates are cut moderately under center-right coalitions dur-
ing the 1980s, but by 2000, after two PvdA-led governments, are back to pre-
Lubbers levels. To sum, majoritarian democracy, to the extent that it produces 
politically unconstrained single-party governments, leads to higher capital 
taxes and greater capital tax volatility than consensus democracy, which tends 
to produce more politically constrained coalition governments.

0

10

20

30

40

50

60

70

80

5691
6691

7691
8691

9691
0791

1791
2791

3791
4791
5791

6791
7791

8791
9791

0891
1891

2891
3891

4891
5891

6891
7891

8891
9891

0991
1991
2991

3991
4991

5991
6991

7991
8991

9991
0002

United Kingdom

Sweden

United States

Netherlands

Figure 4.8 Capital Tax Rates in the United Kingdom, Sweden, the United States, and the 
Netherlands



Globalization and the New Politics of Embedded Liberalism128

CONCLUSION

I began this chapter by revisiting the debate over whether globalization lim-
its the ability of governments to tax capital. Empirically speaking, it is clear 
that there is no race to the bottom in capital taxes, but there is evidence that 
eff ective rates are converging somewhere in the middle. Convergence of this 
kind implies that there will be revenue winners and losers. Countries that 
tax capital at high rates will face pressure to lower them. The theoretical case 
against tax convergence is strong, however. Corporatist institutions should 
allow some countries to compete for internationally mobile capital despite 
high rates of taxation. The problem with this argument is that the countries 
that depend most heavily on capital taxes are majoritarian democracies with 
liberal market economies.

It seems that political institutions are more important than labor market 
institutions in determining a country’s tax mix. Much of the cross-national 
variance in capital taxation can be explained by the degree to which a coun-
try’s polity is majoritarian or consensual in nature: in majoritarian democra-
cies, the infl uence of the median voter through elections pushes the capital 
tax rate to its revenue maximizing level, while in consensus democracies the 
constraints that come with governing in a coalition keep capital taxes below 
this rate. But globalization is eroding these diff erences by simultaneously 
lowering the revenue-maximizing capital tax rate and increasing the oppor-
tunity costs of staying below it.

Past research has focused on the consequences of globalization for corpo-
ratism (e.g., Lange et al. 1995; Western 1995), predicted that consensus democ-
racies will be the most fi nancially constrained by increased capital mobility 
(Hallerberg and Basinger 1998; Basinger and Hallerberg 2004), and addressed 
such questions as whether the welfare state can survive in social democratic 
countries (Garrett 1998a). I have argued, in essence, that the globalization 
literature has emphasized the wrong set of countries. The Social Democratic 
corporatist countries are likely to do quite well in the increasingly connected 
global economy. These are the countries that, for the most part, have had very 
open economies since the end of World War II. They have developed large 
welfare states to cushion their citizens from the vagaries of the international 
economy and fi nanced this spending with taxes on consumption and labor. 
It is surprising that so little research has focused on globalization’s impact 
on the majoritarian democracies. Countries with majoritarian polities are 
the ones that face the globalization dilemma described throughout this book. 
And in the event of a serious backlash, these are the same countries that are 
vulnerable to radical changes in their foreign economic policies.

In the next chapter, I argue that the best guarantee against a return to 
autarky is a new bargain of embedded liberalism, one based on carefully 
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crafted insurance and compensatory programs. During the early postwar 
period, Keynesian policies of demand management were crucial to the bar-
gain of embedded liberalism in the liberal market economies. Today, there are 
no clear alternatives to these policies. A number of recommendations have 
been made—labor market reform, retraining, and insurance—but very little 
attention has been paid to the political sustainability of these policies. They 
all have political and economic costs that make them potentially problematic. 
Thus, the design of these programs is critical to their long-term success. I dis-
cuss the nature of these costs and potential strategies for minimizing them.
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Appendix

A STYLIZED THEORETICAL MODEL OF CAPITAL-TAX COMPETITION

In this appendix, I leverage Persson and Tabellini’s (2000, chapter 12) for-
mal-theoretical model to show that tax competition implies spatial interde-
pendence in capital tax policy. The model’s essential elements are as follows. 
In two jurisdictions (i.e., countries), denote the domestic and foreign cap-
ital-tax rates tk and tk

*. Individuals can invest in either country, but foreign 
investment incurs mobility costs. Taxation follows the source (not the resi-
dence) principle. Governments use revenues from taxes levied on capital and 
labor to fund a fi xed amount of spending. Individuals diff er in their relative 
labor-to-capital endowment, denoted ei, and make labor-leisure, l and x, and 
savings- investment, s � k � f (k � domestic; f � foreign), decisions to max-
imize quasi- linear utility, v � U(c 1) � c 2 � V(x), over leisure and consump-
tion and in the model’s two periods, c 1 and c 2, subject to a time constraint, 
1 � ei � l � x, and budget constraints in each period, 1 2 ei � c 1� k � f � c 1 � s 
and c 2 � (l � tk)k � (l � tk

*) f � M(f  ) � (l � tl)l.
The equilibrium economic choices of citizens i in this model are as 

follows:

 s � S(tk) � 1 � Uc
�1(1 2 tk) (4.10)

 f � F(tk, tk
*) � Mf

�1(tk 2 tk
*) (4.11)

 k � K(tk, tk
*) � S(tk) 2 F(tk, tk

*) (4.12)

With labor, L(tl), leisure, x, and consumption, c 1, c 2, implicitly given by these 
conditions, this leaves individuals with indirect utility, W, defi ned over the 
policy variables, tax rates, of:

 W(tl, tk) � U{1 � S(tk)} � (1 2 tk)S(tk) � (tk � tk
*)F(tk, tk

*) 
   � M{F(tk, tk

*)} � (1 � tl)L(tl) � V{1 � L(tl)} (4.13)

Facing an electorate with these preferences over taxes, using a Besley-Coate 
(1997) citizen-candidate model wherein running for offi  ce is costly and citi-
zens choose whether to enter the race by an expected-utility calculation, some 
citizen candidate will win and set tax rates to maximize his or her own wel-
fare. The model’s stages are: (1) elections occur in both countries, (2) elected 
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citizen-candidates set their respective countries’ tax rates, and (3) all private 
economic decisions are made. In this case, the candidate who enters and 
wins will be the one with endowment eP such that she or he desires to imple-
ment the following Modifi ed Ramsey Rule:
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Equation (4.14) gives the optimal capital-tax-rate policy for the domestic pol-
icy maker to choose, which, as one can see, is a function of the capital tax-rate 
chosen abroad. The game is symmetric, so the optimal capital tax rate for the 
foreign policy maker to choose looks identical from his or her point of view 
and, importantly, depends on the capital tax rate chosen domestically. That 
is, equation (4.14) gives best-response functions tk � T(eP, tk

*) and tk
* � T*

(eP*, tk), the foreign and domestic policy maker, respectively. In other words, 
the domestic (foreign) capital tax rate depends on the domestic (foreign) pol-
icy maker’s labor-capital endowment and the foreign (domestic) capital tax 
rate—that is, capital taxes are strategically interdependent. The slope of these 
functions, T/  tk

* and T*/  tk, can be either positive or negative. An increase 
in foreign tax rates induces capital fl ow into the domestic economy, but the 
domestic policy maker may use the increased tax base to lower tax rates or to 
raise them (the latter to seize the greater revenue opportunities created by the 
decreased elasticity of this base).
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5

Saving Embedded Liberalism in the 
Anglo-American Democracies

To this point my argument has been much more explanatory in nature than 
prescriptive. I have tried to explain how and to estimate the extent to which 
domestic economic and political institutions shape the globalization forces 
that press upon OECD governments. Clearly, for those who want their gov-
ernments to respond positively to these pressures with policies that help sta-
bilize and grow the liberal international economy, the preceding analysis has 
important implications. In this chapter, I examine the possibility of build-
ing a new bargain of embedded liberalism that can eff ectively maintain or 
even generate public support for policies of economic openness in majoritar-
ian democracies with competitive labor markets. This new bargain must be 
crafted with the economic constraints of twenty-fi rst century globalization in 
mind, and it must be built on a set of policies that are robust and compatible 
with the incentives of offi  ce-seeking politicians, particularly those from the 
Left, since these politicians tend to be more sensitive than their counterparts 
on the Right to anti-trade political pressure.

Others have made similar calls, most notably John Ruggie, Ethan 
Kapstein, and Kenneth Scheve and Matthew Slaughter. John Ruggie (2002, 
2007) has argued that it is time to consider embedded liberalism on a global 
scale. In his view, globalization has made it impossible to reconstitute a 
social bargain of this type at a national level. The policy tools that govern-
ments previously used to redistribute the benefi ts and share the costs of eco-
nomic openness no longer work. The new bargain of embedded liberalism 
should be rooted in multilateralism and engage global non-governmental 
(civil society and corporate) actors. Like Ruggie, I believe this is a desirable 
long-term objective, but “taking embedded liberalism global,” even if it 
were politically feasible, would not generate much support for free trade in 
the near future.1 Moreover, Ruggie takes the argument that national govern-
ments are impotent and incapable of compensating globalization’s losers 
a bit too far. Kapstein (1996, 1999), who sees many of the policy constraints 
that Ruggie attributes to globalization as politically self-imposed, argues 



Saving Embedded Liberalism in the Anglo-American Democracies 133

for a more traditional Keynesian macroeconomic response at the national 
level, while Scheve and Slaughter (2007) have called for broad-based redis-
tributive policies to build support among Americans for international trade 
and investment.2 More specifi cally, Scheve and Slaughter call for the elimi-
nation of payroll taxes for workers who earn below the national median, 
fi nanced with an increase in the payroll taxes paid by workers above the 
median.

Like Kapstein and Scheve and Slaughter, I argue that it is possible to build 
a new and politically robust bargain of embedded liberalism at the national 
level, but my focus is primarily on targeted programs aimed at compensating 
and insuring globalization’s biggest losers. While it may seem necessary to 
have policy change on a larger scale, there is considerable evidence to suggest 
that the political benefi ts from targeted programs (e.g., Trade Adjustment 
Assistance in the United States) are far greater than their economic costs, 
which makes them attractive to policy makers in an era of fi scal retrench-
ment. I begin, in the next section, by quantifying the severity of the globaliza-
tion dilemma for governments in majoritarian-liberal political economies. 
Then I examine the political feasibility of corporatist-style labor market 
reform, active labor market policies, and insurance and compensation poli-
cies as responses to economic globalization. Based on this analysis, I argue 
that governments should focus on providing insurance and compensation 
rather than structural reform and/or retraining.

The purpose of this chapter is to emphasize and preliminarily evaluate 
the political feasibility and sustainability of policies that are being off ered as 
solutions to the globalization dilemma. Governments must strike a balance 
between economic effi  ciency and political feasibility in a way that maintains 
support for trade among its core proponents (i.e., highly skilled labor and indi-
viduals employed in export-oriented industries). For the Left, I argue that this 
balance requires intermediate levels of labor mobility across sectors of the 
economy. Domestic economic adjustment to globalization is necessary, but 
the costs should be spread over time, and the process should be largely deter-
mined by market forces. There is a “natural” rate of structural change, and, 
in the absence of signifi cant market failures—for example, the failure of eco-
nomic agents to correctly anticipate future prices or wage rigidities—it is not 
evident that speeding up the process is welfare enhancing, even from a purely 
economic standpoint (e.g., see Steigum 1984), and the political calculus unam-
biguously favors gradual adjustment. What governments can and should do 
is minimize the extent to which their insurance and compensatory programs 
distort market-driven adjustment. The challenge is to increase the levels of pro-
tection provided to those who are vulnerable and, at the same time, decrease 
the extent to which these protective policies distort market-driven behavior.
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HOW SERIOUS IS THE GLOBALIZATION DILEMMA FOR 
ANGLO-AMERICAN DEMOCRACIES?

Globalization creates a dilemma for governments because it increases the 
political demands on them to provide social insurance and other public goods 
at the same time that it undermines their ability to fi nance additional spend-
ing. I have argued that countries with majoritarian polities and competitive 
labor markets, the Anglo-American democracies, are uniquely vulnerable 
to this dilemma because trade and the multinationalization of production 
simultaneously increase employment volatility and constrain capital taxation 
in these countries.

To quantify the severity of the globalization dilemma for governments in 
the Anglo-American democracies, I return to the macro-level regressions 
presented in table 2.5. In the chapter 2 analysis, I regressed government 
consumption and social benefi ts spending on a set of trade, labor market 
structure, and labor market performance variables. Here I regress govern-
ment consumption and social benefi t spending on the capital tax rate and 
employment volatility. For my measure of employment volatility, I use the 
estimated variances from the multiplicative heteroscedasticity models in 
chapter 3 (table 3.4). The capital tax variable is the same one I used in chap-
ter 4. Both variables are lagged one year in the regressions. Note that I do not 
include the original independent variables from the earlier analysis because 
most of their impacts on spending were theorized to be a consequence of 
labor market eff ects, which are captured now in the employment volatility 
variable.3

The results from two sets of regressions for government consumption 
and social benefi ts spending are reported in table 5.1. One of the regressions 
includes country (unit) dummies and the other includes both country and 
year (period) dummies. All of the regressions include a temporal and spa-
tial lag of the dependent variable. In both sets of regressions, the coeffi  cients 
are correctly signed (positive) and statistically signifi cant. All else being 
equal, an increase in employment volatility leads to an increase in govern-
ment spending, and a decrease in capital taxes leads to a decrease in govern-
ment spending. To this analysis, I add a third dependent variable: budget 
balance as a percentage of GDP. This regression gives us a better sense of 
the budgetary pressures attributable to globalization. I also add an employ-
ment volatility capital tax interaction term to the regressions since Rodrik’s 
globalization dilemma is a conditional hypothesis.4 I expect countries that 
experience increases in employment volatility when capital taxes are high to 
experience the most budgetary pressure—that is, defi cits should increase the 
most under these conditions because the governments face stronger revenue 
constraints. The estimates support this argument.
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For the Anglo-American democracies, as well as other countries that rely 
heavily on capital taxation, the combination of increased trade exposure and 
capital mobility, to the extent that the former increases employment volatility 
and the latter decreases revenues, could lead to signifi cant budgetary pres-
sures. By my estimates, a permanent one-unit increase in employment vol-
atility for a country with Britain’s 2000 capital tax rate leads to an increase in 
the steady-state defi cit by 2.8% of GDP. For comparison, this eff ect is larger 
than both the size of the U.S. defi cit in 2006 (1.9%) and close to the maximum 
annual budget defi cit that EMU members are allowed under the Maastricht 
Treaty (3.0%).5 Of course, this eff ect assumes a permanent increase in employ-
ment volatility, would take many years to materialize, and is best viewed as an 
upper bound, but it is sizable nonetheless. The estimated eff ect is close to 1% 
of GDP after two years. The over-time response path to this counterfactual 
increase in employment volatility is presented in fi gure 5.1.

Table 5.1 Employment Volatility, Capital Taxes, and Government Spending

Govcon Socben Defi cits

 (1) (2) (3) (4) (5) (6)

Temporal Lag .793***
(.021)

.875***
(.021)

.851***
(.015)

.921***
(.017)

.786***
(.028)

.833***
(.027)

Spatial Lag .013***
(.000)

.010***
(.000)

.009***
(.001)

.021***
(.002)

.125***
(.029)

.045
(.028)

Employment 
Volatility

.040***
(.012)

.022**
(.011)

.032***
(.012)

.009
(.010)

.339***
(.108)

.319***
(.100)

Capital Tax .013**
(.005)

.014***
(.005)

.022***
(.005)

.022***
(.004)

–.006
(.018)

–.024
(.017)

Employment 
Volatility × 

Capital Tax

–.014***
(.004)

–.012***
(.004)

Fixed Eff ects       
Country / Year Yes/No Yes/Yes Yes/No Yes/Yes Yes/No Yes/Yes
Observations 494 494 482 482 471 471
R2 .973 .982 .975 .981 .766 .819
Log-Likelihood –451.3 –355.9 –449.9 –359.1 –869.9 –823.3

Notes: The fi xed eff ects coeffi  cient-estimates are suppressed to conserve space. Standard errors 
are in parentheses. The spatial lags are generated with a binary contiguity weighting matrix using 
shared territorial borders as the criterion, excepting that France, Belgium, and the Netherlands 
are coded as contiguous with Britain, Denmark as contiguous with Sweden, and Australia as 
contiguous with New Zealand. All the spatial weights matrices are row-standardized. The defi -
cits models include an EU dummy variable, and model (5) includes decade dummies. Govcon � 
government consumption; Socben � social benefi ts. *** signifi cant at 1%; ** signifi cant at 5%; 
* signifi cant at 10%.
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A New Bargain of Embedded Liberalism

The bottom line is that it will be diffi  cult and costly for politicians in the 
Anglo-American democracies, particularly politicians on the Left, to main-
tain public support for policies of economic openness among their core con-
stituencies. This will require an updated version of the bargain of embedded 
liberalism, one that eff ectively protects workers in the liberal market econo-
mies from the new risks they face at minimal cost and is, at the same time, 
compatible with the political incentives of left-wing parties and politicians. 
This is what the old bargain of embedded liberalism did so well, and it is one 
important reason the Left was able to maintain its commitment to policies 
of economic openness throughout the last half of the twentieth century. My 
focus is on the Left because globalization losers are generally thought to be a 
more important political constituency for the left-wing parties, and, generally 
speaking, left-wing parties are less supportive of free trade policies (Milner 
and Judkins 2004). If the unraveling of embedded liberalism undermines 
one of the major parties’ commitments to free trade, it is generally thought to 
be the party on the Left rather than the Right.

A number of policy recommendations have been made. Unfortunately, 
very little attention has been paid to the political feasibility and sustainability 
of these recommendations. Ruggie would like to see a multilateral version of 
the classic bargain, but this is almost certainly a long-term possibility at best. 
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With respect to national-level policies, political constraints have been ignored 
as well. Are the policies robust to partisan changes in government? Do they 
provide lasting justifi cation for more than minimalist governments?

One possible globalization strategy for leftist governments in the liberal 
market countries is labor market reform. These governments could “import” 
corporatism (Garrett 1998, 155–157). Corporatism helped the small states of 
western Europe adjust to the rapid expansion of international trade in the 
post–World War II period (Katzenstein 1985). Another strategy that is fre-
quently discussed and debated is the use of training programs and other 
(active) policies to improve the supply side of the labor market. If they work, 
active labor market programs keep unemployment low and generate income 
growth, which makes them cost eff ective. This strategy is the hallmark of 
“third way” social democracy. Finally, countries with competitive labor mar-
kets could simply redesign (and boost) their unemployment insurance and 
compensation programs.

During the early postwar period, Keynesian policies of demand man-
agement were crucial to the bargain of embedded liberalism in the Anglo-
American democracies (Blyth 2002, 126). Today, there is not yet a clear 
alternative to these policies. Labor market reform, retraining, and insurance 
all have political and economic costs that make them potentially problem-
atic. Thus, the design of these programs is critical to their long-term success. 
Often the policies that are economically effi  cient are not politically feasible 
and vice versa. The key is fi nding the right balance between effi  ciency and 
feasibility. I argue that the goal should be to achieve intermediate levels of 
labor mobility across sectors of the economy. More specifi cally, governments 
should increase the speed of economic adjustment (i.e., intersectoral trans-
fers of labor) by removing disincentives generated by their compensatory 
programs, but they should not push the pace too far above the “natural” rate.

STRUCTURAL REFORM: “IMPORTING” CORPORATISM

More than fi fteen years ago, Garrett and Lange (1991) asked “What’s ‘left’ for 
the Left?” They answered this important question by arguing that leftist gov-
ernments can continue to pursue partisan supply-side policies in countries 
with densely and centrally organized labor unions. The policies they had in 
mind are public employment, retraining and relocation programs, industrial 
subsidies, tax codes that encourage private investment, and public invest-
ment. It follows from their analysis that one possible response for leftist gov-
ernments in the liberal market countries to economic globalization is labor 
market reform. These countries could “import” corporatism (Garrett 1998a, 
155–157). This, in turn, would allow leftist governments to pursue the kind 
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of supply side policies identifi ed by Garrett and Lange. The basic idea, which 
has since been developed by Hall and Soskice and others in the varieties of 
capitalism tradition, is that having the right social market institutions is the 
key to progressive policy reform.6

In this section, I focus primarily on the political feasibility of restructuring 
labor markets rather than the economic consequences of structural reform. 
The economic consequences of corporatism were discussed in chapter 3. 
The most important among these are wage restraint, wage compression, and 
employment stability.7 With respect to feasibility, historically, it seems that 
this kind of labor market reform is not politically sustainable in the majori-
tarian democracies. The Left has tried to build lasting corporatist institutions 
in two majoritarian democracies—Britain during the 1970s and Australia 
during the 1980s—and in both cases the experiment failed.8

Simply put, these reforms are not robust to partisan changes in govern-
ment. The fi rst major structural change made by both Margaret Thatcher and 
Australian prime minister John Howard after taking offi  ce was to decentral-
ize and deregulate their respective labor markets. Unless corporatist reforms 
follow a major political realignment of New Deal proportions (America in 
the 1930s), they are unlikely to provide a solid foundation upon which a new 
bargain of embedded liberalism can be built.9 The short duration of these 
institutions contrasts sharply with their long survival in consensus democra-
cies. After a brief discussion of Britain’s and Australia’s experiments with 
corporatism, I explain why this might be the case.

Corporatism in Britain and Australia

The United Kingdom has always had a more decentralized labor market when 
compared with other European countries, but the post-Thatcher system of 
industrial relations is markedly liberal. Britain experimented briefl y with an 
incomes policy under the Wilson and Callaghan governments between 1974 
and 1979. During this period, Labour attempted to reconstruct relations with 
the Trade Union Congress, and, in 1973, the two sides agreed to what became 
known in Britain as the “social contract.” If Labour returned to power, accord-
ing to the agreement, it would repeal the Industrial Relations Act, pass a 
“shop stewards’ charter” that would improve mediation mechanisms and job 
protection during strikes, create new work safety regulations, and increase 
pensions and family allowances. Labour would use price controls to keep 
infl ation down. In exchange, the TUC would push for wage moderation in 
collective bargaining.

This agreement failed to achieve the desired levels of union-government 
cooperation. Only in 1976 did the unions actually pursue wage moderation. 
The TUC had passed a six-pound upper-limit guideline for wage increases, 
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and for the most part these guidelines were respected. The following year, 
the TUC backed a 5% limit, but this limit was not respected in collective 
bargaining agreements. In 1978 the unions rejected the notion of a guided 
wage policy altogether. The Callaghan government asked that the unions 
adhere to the 5% guideline for another year, but this request was largely 
ignored. That year British Ford settled a strike by off ering the equivalent of 
a 17% pay increase. The government lost a vote in the House of Commons 
attempting to exclude Ford from public contracts. That winter, known as 
the “winter of discontent,” the public unions went on strike. It is widely 
believed that these strikes cost Labour the election in May of 1979 (Scharpf 
1991, 70–88).

Thatcher’s labor market reforms are well-known. Under her leadership, 
the Tory government passed legislation that restricted both the scope and 
likelihood of industrial action by making secondary action illegal and requir-
ing secret ballot authorization of strikes. The closed shop was outlawed. 
The relationship between union rank-and-fi le and leadership was altered by 
requiring that union leaders be elected. Many of the legal supports for collec-
tive bargaining and statutory wage setting, including Wage Councils and the 
Fair Wages Resolution, were abolished (Robinson 1996, 43–44). After more 
than a decade in power, the Labour government has done little to reverse 
these changes.

For most of the last century, Australia’s labor market institutions were 
somewhat unique among the advanced industrial democracies. One of the 
Australian system’s most distinguishing features was its use of compulsory 
arbitration to determine wages and employment conditions. These employ-
ment regulations, contained in legally binding decisions called “awards,” 
were made by special labor tribunals and courts (Brennan and Pincus 2002, 
Wooden 2005). The most important of these tribunals was the Australian 
Industrial Relations Commission (AIRC), which, in addition to creating 
awards, was responsible for certifying enterprise bargaining agreements 
and adjudicating unfair dismissal claims. Another unique feature of the 
Australian system is the important role played by State governments, which 
are given primary responsibility by the constitution to regulate industrial rela-
tions. The role of the Commonwealth is, according to Section 51(35), “concili-
ation and arbitration for the prevention and settlement of industrial disputes 
extending beyond the limits of any one State.” Two waves of extensive labor 
market reforms under the leadership of John Howard have mainly elimi-
nated the distinctive aspects of the Australian system of industrial relations.

Interestingly, the Australian system, established in the early decades of the 
twentieth century, was explicitly tied to trade protectionism in what is referred 
to as “Deakin’s New Protection” regime. The government provided industry 
with trade protection, and, in exchange, industry agreed to compensate labor 
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with “fair and reasonable” terms and conditions.10 Australia’s labor market 
institutions came under pressure from the infl ationary shocks of the 1970s. 
The Liberal/National government (1975–1983) was ineff ective in managing 
the crisis, and this brought the Australian Labor Party (ALP) to power. The ini-
tial response by the Labor government was corporatist. The government cen-
tralized industrial relations under the Accords Policy and began to negotiate 
with the Australian Council of Trade Unions (ACTU), the peak labor associa-
tion, over wages and social policy (Wooden 2005, 2–3; Hampson and Morgan 
1998). Corporatism was more successful and lasting in Australia than in the 
United Kingdom, but it did not survive the partisan change in government. 
In fact, decentralization began under the ALP. The height of centralized wage 
bargaining in Australia was between 1983 and 1986. After 1986, reforms were 
made to introduce fl exibility in Australian labor markets.11

At the federal level, Labor promoted signifi cant decentralization during its 
record fi fth term in offi  ce with the passage of the Industrial Relations Reform 
Act (1993). These reforms accelerated under the Liberal/National coalition 
with Howard at the helm. The fi rst wave of Howard’s labor market reforms, 
contained in the Workplace Relations Act of 1996, amended the Industrial 
Relations Act of 1988, replaced award terms with Australian Workplace 
Agreements, allowed for certifi ed collective agreements with non-union 
employees, restricted the authority of the AIRC, and strengthened the sanc-
tions that employers can use against unions engaged in industrial action.12

The second wave of reforms came in the Workplace Relations Amendment 
(Work Choices) Act of 2005, which took eff ect in March 2006. This legisla-
tion, based on the “corporations power” given to the Commonwealth under 
the Australian constitution, forces all corporations into a single federal sys-
tem of industrial relations. The Act also exempted small businesses with 100 
employees or less from unfair dismissal laws. Workers are still protected 
from unlawful dismissal, but the scope of protection is signifi cantly narrowed 
and claims require adjudication in the court system, whereas unfair dismiss-
als were handled by the AIRC. The Act simplifi es the agreement certifi ca-
tion process by removing the “no disadvantage” test and requiring only that 
the agreement be lodged with the Offi  ce of the Employment Advocate. (See 
Howe et al. 2005 for a discussion of these reforms.) These changes reduce the 
role of the AIRC signifi cantly. In sum, the Howard reforms are among the 
most sweeping changes in Australia’s system of industrial relations over the 
last century.

Why Did Corporatism Fail in Australia and Britain?

The factors leading to the demise of corporatism in Australia and Britain are 
both numerous and complex, but the same political forces that help account 
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for capital tax diff erences across the OECD (discussed in chapter 4) also con-
tribute signifi cantly to explaining the failures of centralized wage bargaining 
in these two cases—namely, the policy preferences of the median voter and 
the inability of single-party governments to commit to time-inconsistent pol-
icies over the long term. Moreover, it is likely that consensual bargaining in 
industrial relations (discussed in chapter 3) is facilitated by consensus poli-
tics in government.

There is much empirical evidence showing that corporatism causes wage 
compression (Wallerstein 1999; Rueda and Pontusson 2000), and there are 
conditions under which the median citizen does not benefi t from compres-
sion. These are highlighted nicely by Lee and Roemer (2005), who provide a 
theoretical model of endogenous labor market regimes in which the elector-
ate chooses between unionized and competitive systems. Wage compression 
under corporatism leads the median citizen to prefer a unionized regime 
when income inequality is either very low or very high. When inequality falls 
in the intermediate range, the median citizen prefers a competitive regime. 
This implies that the success of corporatism could ultimately undermine its 
own political support.

This story about the median citizen is largely consistent with the observed 
patterns of change in both the Australian and British income distributions. 
The bulk of available evidence suggests either that the middle classes suff ered 
losses during the periods of corporatist experimentation or did relatively well 
afterward. Peetz (1998, 147), for example, calculates that real average weekly 
earnings in Australia dropped by approximately 7% between the spring of 
1984 and the fall of 1989. Harding (1997, 353) fi nds that Australians in the 
middle 40% of the income distribution lost $12 a week in equivalent house-
hold disposable income between 1982 and 1993. Goodman and Webb (1994) 
fi nd that in the United Kingdom individuals at the middle of the income dis-
tribution fared well after Thatcher’s reforms, especially relative to those at the 
lower end of the income distribution.

Given these facts, perhaps it is not too surprising that the parties in power 
in Australia and the United Kingdom adopted policies of labor market 
reform. However, we also know from chapter 3 that corporatism can produce 
employment stability. Wage restraint itself is a source of both wage compres-
sion and employment stability, so the median voter must always weigh the 
costs of wage compression, if there are any, alongside the benefi ts of employ-
ment stability. Is there any reason to believe that majoritarianism tips the 
balance in favor of competitive labor markets?

One possibility is that the employment benefi ts of corporatism require a 
consensual political environment. I noted the empirical connection between 
corporatism and consensus democracy in chapter 4 (Lijphart and Crepaz 
1991). Both Katzenstein (1985, 156) and Maire (1984) stress the importance 
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of this complementary relationship in their discussions of the origins of cor-
poratism. Our understanding of the theoretical connections between pro-
portional representation (majoritarian) electoral institutions and corporatist 
(competitive) market institutions has advanced signifi cantly over the last few 
years (see Cusack et al. 2007, Martin and Swank 2008).13 For my purposes, 
the critical links are that proportional representation imposes political con-
straints that stabilize economic policy commitments that, in turn, help foster 
cooperative relations between labor and capital. These constraints are mostly 
absent in majoritarian democracies.

Consider again Garrett’s (1998a) argument about coherent social demo-
cratic corporatism where there are no political constraints on the Left. In coun-
tries with strong left-wing governments and centralized labor markets, union 
leaders will recognize that the government’s policies create slack in the labor 
market that could be used to push up wages. The unions internalize the costs 
of wage push infl ation, which would raise interest rates, generate unemploy-
ment, and decrease the incentive for left-wing governments to manage the 
economy and provide social insurance and services. Encompassing unions 
recognize this problem and therefore pursue wage moderation. They do this 
in part because the government is able to credibly commit to generous wel-
fare state policies over the long term. And if union leaders happen to forget 
that wage moderation is in their enlightened self-interest, party leaders have 
strong political incentives to remind them.

This explains why labor behaves cooperatively, but what about capital? Why 
should capital behave cooperatively with respect to investment and employ-
ment when the Left is strong and unconstrained? In this way, Garrett’s argu-
ment leaves capital out of the model. Yet we know that capital’s cooperation 
is essential to successful corporatism (Swenson 2002). To the extent that the 
exchange of low capital taxes for high rates of investment is an important 
part of the corporatist bargain, the theoretical argument put forth in chapter 
4 suggests that corporatism cannot perform as well under majoritarianism 
as under consensus democracy. Some have even argued that the lack of con-
sensual politics—that is, the political hegemony of the Social Democrats—
explains the collapse of centralized bargaining in Sweden (Thörnqvist 1999). 
At the same time, right-wing governments need to commit credibly to main-
taining corporatist institutions. In short, the employment benefi ts of cor-
poratism depend on the ability of right-wing and left-wing governments to 
commit credibly to maintain wage-bargaining institutions and low capital 
taxes, respectively, and these commitments are not credible in majoritarian 
polities.

The importance of consensus democracy to the functioning of corporat-
ism almost certainly extends beyond its role in facilitating political com-
mitments by governing parties to a particular set of economic policies. In 
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chapter 3, I argued that employment stability in corporatist systems depends 
on consensual bargaining, which entails cost (and surplus) sharing between 
workers and employers. This cooperation in industrial relations can only be 
enhanced by a political environment in which the major left-wing and right-
wing parties are mutually dependent and necessarily cooperative when it 
comes to governing. The need for political consensus helps to ensure that 
the parties will pressure the “social partners” to bargain cooperatively. When 
leftist parties are willing and able to pressure unions to accept wage restraint 
during infl ationary periods (accept a point on the contract curve close to the 
fi rm’s ideal point) and right-wing parties are willing and able to pressure 
employers to expand employment and pay higher wages during recession-
ary ones (accept a point on the contract curve close to union’s ideal point), 
corporatism is much more likely to produce employment stability. And the 
political incentives for the parties to do this are stronger the more consensual 
the polity is.

These arguments and the historical evidence suggest that a corporat-
ist economy cannot fl ourish alongside a majoritarian polity. Consequently, 
labor market reform—specifi cally, building corporatist institutions—is not 
a viable policy solution to the globalization dilemma faced by politicians in 
the Anglo-American democracies. In addition to structural labor market 
reform, there are two major kinds of labor market policies that could be used 
by politicians to build support for trade and economic openness: active and 
passive labor market policies. The former are designed to improve job seek-
ers’ prospects of fi nding employment and increase the earning potential of 
workers. They include spending on public employment, labor market train-
ing, and other policies that promote employment among the unemployed. 
These policies are intended to improve the supply side of the labor market. 
Passive labor market policies simply provide income support during bouts 
of unemployment. Economists have focused on the welfare and economic 
consequences of these policies, but very little attention has been paid to their 
political consequences.14 After a brief survey of the literature, I consider the 
political feasibility of active and passive labor market policies in turn.

ACTIVE LABOR MARKET POLICIES: EDUCATION AND RETRAINING

The conventional wisdom is that active labor market policies can help work-
ers adjust to trade-related labor market pressures. Moreover, if these poli-
cies work, they keep unemployment low and generate income growth, which 
makes them cost eff ective. Active labor market policies are the hallmark 
of “third way” social democracy (e.g., Boix 1997) with Tony Blair’s and now 
Gordon Brown’s Labour government in Britain being the most prominent 
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example in a majoritarian political context. Much scholarly attention recently 
has focused on the role of active labor market policies in promoting economic 
adjustment, and, on balance, these programs seem to be viewed favorably 
despite evidence suggesting that they may not be eff ective. However, even if 
these programs work, there are reasons to suspect they might be too costly 
politically, especially for left-leaning governments.

The goals of ALM programs are inter alia to improve job search matching, 
market competition, worker productivity, and the allocation of labor across 
sectors of the economy. However, counteracting these employment-promot-
ing eff ects are “lock-in,” which occurs when individuals choose to complete 
training programs rather than take available jobs (i.e., they choose to remain 
unemployed), higher reservation wages that off set increased employer 
demand, and education-training arbitrage, which leads to more unskilled 
job seekers in low-productivity sectors of the economy and higher rates of 
unemployment.15 There seems to be a consensus based on the micro-level 
empirical research that ALM program participants benefi t from an increased 
probability of employment (Heckman, LaLonde, and Smith 1999; Martin and 
Grubb 2001). Using the language of this literature, the average treatment 
eff ect among the treated is an increase in the probability of employment 
(Heckman et al. 1999).

The problem with the micro-level research is that it tells us nothing about 
the eff ects of ALM programs on non-participants, and so it is impossible to 
say anything based on these studies about the net employment consequences. 
Net eff ects can only be discerned from aggregate data, and there is much 
less agreement among scholars about the macro-level employment eff ects 
of ALM programs implemented on a large scale. Several studies fi nd sizable 
displacement rates, particularly for subsidized employment programs (e.g., 
Forslund and Krueger 1997; Dahlberg and Forslund 2005).16 In their review of 
micro-level evaluations of Swedish active labor market programs, Calmfors 
et al. (2001) conclude that on balance the evidence is negative, but they also 
note that it suggests better performance in the 1980s than the 1990s and in 
the long run than the short run.

Others fi nd much more positive direct employment eff ects (Layard, 
Nickell, and Jackman; Kraft 1998; Webster 1999; Estevao 2003). Perhaps 
the strongest evidence in favor of ALM policies is found in the mediating 
infl uence these programs have on negative macroeconomic shocks. In their 
seminal paper on the interaction of shocks and institutions in determining 
employment outcomes, Blanchard and Wolfers (2000) estimate that a coun-
terfactual labor market shock that reduces employment by 1% at the sample-
mean level of ALM program expenditures reduces employment by just 0.2% 
at the maximum level of ALM spending.17 Franzese and Hays (2006) fi nd evi-
dence of positive ALM policy externalities spilling across the borders of EU 
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member countries. Again, we would expect the aggregate long run eff ects to 
be stronger since employment levels should adjust to changes in aggregate 
supply, reducing the degree of displacement (Martin and Grubb 2001).

Political Consequences for the Left and Trade Policy

Even if active labor market policies achieve their employment objectives, 
there may be a political downside to this strategy for left-wing governments 
over the medium to long term. Thatcher’s economic reforms were politically 
successful because they helped cement the electoral dominance of the Tories. 
Privatization created a new set of property owners in Britain, and these indi-
viduals were more likely to vote Conservative in the next election (Garrett 
1993; Boix 1998). Keynesian policies of demand management played a simi-
lar role for the Left throughout the OECD (Przeworksi 1985, chapter 5). The 
Left’s new “supply side agenda” may be less eff ective over time in this respect 
and therefore may become less attractive to left-wing governments. If one 
takes the literature on class voting seriously, active labor market policies that 
generate human capital may actually undermine electoral support for left-
wing parties in the long run through their eff ects on emergent class struc-
tures (Evans 1993, 2000; Oesch 2006), although they seem to have worked for 
the Left in the short term in some countries (Boix 1998).

Another problem is that active labor market policies benefi t labor “outsid-
ers” in ways that may undermine political support of “insiders,” which some 
argue are the core constituency of left-wing parties (Rueda 2005).18 In theory, 
insiders are more likely to oppose ALM programs when their jobs are secure, 
the elasticity of labor demand is low, and unemployment benefi ts are modest 
(Saint-Paul 1998). Despite well-known examples like Blair’s Britain, Rueda 
fi nds no systematic empirical relationship between partisanship and spend-
ing on ALM programs (2005, 2006). Also, the political reaction of employers, 
which matters greatly for the viability of active labor market policies, is highly 
contingent on the design of these programs. Employers may support train-
ing for low-skilled workers, but oppose retraining for highly skilled workers, 
particularly in industries that face highly cyclical demand for their products 
(Hall and Soskice 2001; Swenson 2002; Mares 2003).

It may not be developing skills per se that is problematic for the Left, but 
rather the type of skills that ALM programs promote among workers. Work 
by Iversen and Soskice (2001) on the relationship between workers’ skill sets 
and attitudes toward social policy suggests that the design of active labor 
market policies is critical in determining their eff ect on support for govern-
ment spending and interventionist policies, which has signifi cant politi-
cal implications for left-wing parties. Programs that increase workers’ skill 
specifi city are likely to increase support for government spending on things 
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like unemployment insurance, health care, and pensions, while those that 
provide general skills are likely to undermine support for government spend-
ing.19 This is because workers with specifi c skills are much more likely than 
those with general skills to experience long spells of unemployment. Thus, 
the Left may have a political incentive to provide training to enhance specifi c 
skills. Indeed, Kitschelt and Rehm (2004) show that, ceteris paribus, workers 
with sector-specifi c skills are more likely to support left-wing parties.20

ALM programs that provide workers with general skills could also change 
the underlying nature of trade politics in a way that has unintended conse-
quences for foreign economic policy making. If they provided general skills 
to workers, retraining programs would increase the degree of intersectoral 
mobility, making it more likely that the major trade cleavages among produc-
ers would fall along class instead of sector lines (Hiscox 2001; Hiscox 2002). 
This could move trade policy from the realm of pressure politics to partisan 
politics (Verdier 1994), which, in turn, would make it more diffi  cult for chief 
executive offi  cers, particularly ones from left-wing parties, to pursue free 
trade policies. Countries like the United States have delegated authority over 
trade policy to the executive branch of government as a way to depoliticize 
trade. This strategy becomes much less eff ective when the degree of inter-
sectoral mobility is high.21 Moreover, it is important to note that not every-
one benefi ts equally from training. According to Kletzer (2004, 740), workers 
displaced from trade are not ones who tend to be successful in retraining 
programs. This is consistent with the empirical results from chapter 2 that 
suggest active labor market programs do not increase support for trade 
among those employed in tradable sectors of the economy. Finally, general 
education policies are unlikely to benefi t workers soon enough to “save glo-
balization” (Scheve and Slaughter 2007).

To summarize, even if ALM programs work and promote economic effi  -
ciency in the aggregate, there may be political costs for left-wing parties and 
politicians who support free trade policies. Like trade itself, labor mobility 
across sectors of the economy generates both winners and losers. To save 
embedded liberalism, policies must adequately compensate trade’s losers 
without creating a new group of political opponents.

PASSIVE LABOR MARKET POLICIES: INSURANCE 
AND COMPENSATION

Countries with competitive labor markets could simply redesign and expand 
their unemployment insurance and compensation programs. The problem 
with unemployment insurance is that these programs create incentives for 
people to stay out of work and this makes them too costly. Therefore, these 



Saving Embedded Liberalism in the Anglo-American Democracies 147

programs would need to be designed to minimize their labor market dis-
tortions (e.g., Baily 1978; Shavell and Weiss 1979; Brander and Spencer 
1994; Hopenhayn and Nicolini 1997; Kletzer and Litan 2001; Kletzer 2004). 
Otherwise, they will not be politically sustainable.

Unemployment insurance can lead to problems of moral hazard. If a 
worker’s search eff ort is endogenous, insurance may reduce his or her incen-
tive to fi nd a job.22 Empirically, Kraft (1998) fi nds that passive labor market 
policies, defi ned as spending on unemployment benefi ts and assistance, 
decrease aggregate employment. In their review of the literature on unem-
ployment insurance, Fredriksson and Holmlund (2006) note that there are 
three basic ways to improve the social effi  ciency of unemployment insurance 
programs: adjusting the duration and over-time profi le of benefi t payments; 
monitoring and enforcement; and adding “workfare” requirements. These 
are discussed, in turn, below.

In his seminal paper on optimal unemployment insurance, Baily (1978) 
argued for a lump sum “redundancy” payment that would not distort the 
search eff orts of unemployed workers combined with weekly payments. 
Shavell and Weiss (1979) focus on the optimal payment of benefi ts over time. 
They argue that benefi t payments should decline monotonically to encour-
age a more active job search. Building on this work, Hopenhayn and Nicolini 
(1997) consider the possibility of a wage tax after reemployment that increases 
with the duration of the unemployment spell. With declining benefi ts and 
an increasing tax, there are two policies generating incentives to minimize 
the duration of unemployment. The same search eff ort can be induced 
with a smoother consumption path over the unemployment spell, which 
makes both the government and the unemployed individual better off  than 
under a system where only declining benefi t levels are possible. Wang and 
Williamson (1996) argue initial benefi t payments should be small to discour-
age on-the-job shirking, which increases the probability of unemployment.

The theoretical case for monitoring and sanctions is straightforward. 
Enforcing a minimum level of search eff ort among recipients can be wel-
fare enhancing, even when these enforcement actions are costly. On balance, 
the evidence suggests that monitoring with sanctions eff ectively shortens 
the duration of unemployment spells (Fredriksson and Holmlund 2006, 
373–376). Workfare and training requirements can reduce the costs of ben-
efi t programs and make these programs welfare enhancing because high-
ability individuals and those who suff er little disutility from unemployment 
will choose not to participate (Fredriksson and Holmlund 2006, 377–380). Job 
search assistance may also be eff ective (Forslund and Krueger 2008).

Wage insurance, which pays displaced workers a proportion of their 
lost income upon reemployment, has received much attention recently in 
policy-oriented academic circles (Lawrence and Litan 1986; Brander and 
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Spencer 1994; Kletzer and Litan 2001; and Kletzer 2004). While unemploy-
ment benefi ts typically encourage unemployed workers to stay unemployed, 
wage insurance has the opposite eff ect, creating incentives for taking jobs, 
even jobs below one’s reservation wage. From a purely economic point of 
view, the main problem with wage insurance is that, because the benefi ts are 
conditional on employment, it distorts labor market decisions, and leads to 
ineffi  cient over-employment (Brander and Spencer 1994). As a potential solu-
tion to the globalization dilemma that governments face, wage insurance 
has a signifi cant advantage. Those most adversely aff ected by trade (high-
wage individuals whose disutility from work is low) receive the largest ben-
efi t payments. This has the eff ect of targeting workers who are likely to be 
the strongest opponents of trade liberalization. (Wage insurance does bet-
ter if judged as compensatory program with minimal (negative) effi  ciency 
consequences.)

Economically Effi cient and Politically Feasible Policies

To save embedded liberalism, governments need to adequately compensate 
trade’s losers and, at the same time, promote economic adjustment. However, 
it can be politically costly to promote too much adjustment too quickly. Labor 
mobility can be increased in two diff erent ways: by generating incentives for 
workers to move into new sectors of the economy or removing existing disin-
centives to stay put. ALM programs would promote labor mobility by making 
it easier for workers to switch sectors of employment. Passive labor market 
policy reform would improve labor mobility by removing disincentives. The 
latter approach is likely to be more politically feasible. ALM programs could 
anger labor “insiders,” expose workers in traditionally non-traded sectors to 
new trade pressures, and burden fi rms recovering from cyclical downturns 
by draining their pools of reserve workers.

The literature on optimal insurance suggests that benefi ts should be 
unconditional (i.e., the benefi ts should be paid regardless of whether an indi-
vidual takes a job or not), proportional (i.e., the size of the benefi ts payment 
should depend on an individual’s income while employed), and declining in 
the length of an unemployment spell. An integrated system of unemploy-
ment and wage insurance with benefi ts declining in the duration of unem-
ployment would achieve these objectives.23 Several countries have adopted 
declining rates of unemployment insurance benefi ts. With declining wage 
insurance benefi ts, the percentage of the wage diff erential covered becomes 
smaller the longer an individual waits to take a job. An integrated system 
of this kind would have many of the same advantages as the Hopenhayn 
and Nicolini (1997) optimal unemployment insurance program that com-
bines declining benefi ts with a wage tax after reemployment. Under both 
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schemes, one’s net income after reemployment declines with the duration 
of unemployment. This would encourage workers who are not likely to be 
reemployed in industries facing cyclical downturns—for example, older 
workers and workers with marginal skills—to move quickly into new sectors 
of the economy while maintaining incentives for those who are likely to be 
 reemployed—young, highly skilled workers, for example—to stay put.

CONCLUSION

The globalization dilemma is real and likely to exert signifi cant pressure 
on governments in the not-too-distant future. For those who are concerned 
about the future of the global economy, a new commitment to strengthening 
the bargain of embedded liberalism off ers hope. In the long run, it may be 
desirable to “take embedded liberalism global” (Ruggie 2002, 2007). In the 
short run, it is both possible and desirable to save embedded liberalism at the 
national level. To this end, there may be room for some old-style Keynesian 
macroeconomic policy and redistribution (Katpstein 1996, 1999; Scheve and 
Slaughter 2007), but a new strategy is needed as well, one that promotes 
economic adjustment and is, at the same time, sensitive to the political con-
straints faced by left-wing governments. The costs of adjustment should be 
spread over time, and the process should be largely determined by market 
forces. What governments can and should do is redesign their insurance and 
compensatory programs to minimize morally hazardous behavior. The chal-
lenge for the Left is to increase the levels of protection provided to those who 
are vulnerable and, at the same time, decrease the extent to which these pro-
tective policies distort market-driven adjustment.
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Conclusion

Globalization is not inevitable. The continued integration of national mar-
kets and growth of the global economy depend on domestic political sup-
port, the bases of which are inadequately understood. My objective in the 
preceding chapters has been to elucidate as much as possible the politics 
behind the strong anti-globalization sentiment in a number of the world’s 
most economically important and politically infl uential countries, focusing 
on the Anglo-American democracies in particular. The political situation is 
serious. Based on the ISSP survey data presented in chapter 2, all fi ve of these 
 countries—Australia, Canada, New Zealand, the United Kingdom, and the 
United States—have majorities that support limiting imports to protect the 
domestic economy. The signifi cance of this fact is highlighted when com-
pared with other countries. In Sweden and Norway, for example, these per-
centages are approximately 36% and 35%, respectively. The trends in the 
United States are particularly shocking, as noted by Scheve and Slaughter in 
their timely Foreign Aff airs article “A New Deal for Globalization”:

Several polls of U.S. public opinion show an alarming rise in protectionist 
sentiment over the past several years. For example, an ongoing NBC News/
Wall Street Journal poll found that from December 1999 to March 2007, the 
share of respondents stating that trade agreements have hurt the United States 
increased by 16 percentage points (to 46 percent) while the “helped” share fell 
by 11 points (to just 28 percent). A 2000 Gallup poll found that 56 percent of 
respondents saw trade as an opportunity and 36 percent saw it as a threat; by 
2005, the percentages had shifted to 44 percent and 49 percent, respectively. The 
March 2007 NBC News/Wall Street Journal poll found negative assessments of 
open borders even among the highly skilled: only 35 percent of respondents 
with a college or higher degree said they directly benefi ted from the global 
economy (2007, 42).

As I described in chapter 1, trade policy politics in the United States and 
elsewhere seems to have shifted in an anti-trade direction that refl ects these 
attitudes. These changes are distressing, as they put the future of the inter-
national economy in doubt. The possible contraction or even collapse of the 
global economy is one of the most threatening prospects facing the interna-
tional community today. The stakes are incredibly high. Expanding trade has 
been a source of international peace and prosperity for many years now.
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In this fi nal chapter, I recap and pull together the main theoretical argu-
ments and the most important pieces of empirical evidence presented 
throughout this study. I conclude with a few comments about recent trends 
in the international economy and possible policy responses for governments 
in the Anglo-American democracies.

Drawing on Rodrik’s globalization dilemma, I started with the premise 
that globalization is a potential source of crisis for the bargain of embedded 
liberalism. I focused on how political and economic institutions both make 
conditions ripe for backlash and shape how governments are able to respond 
to globalization pressures. The extent to which growing trade and increased 
international capital mobility strain embedded liberalism depends greatly on 
a country’s political and economic institutions. These institutions infl uence 
the demand for protection from international shocks as well as the ways gov-
ernments will supply it.

I have tried to bridge some important divisions in the academic literature 
on the politics of globalization. My argument, which is novel on many fronts, 
draws on the analytical strengths of both the optimists’ and pessimists’ views 
of globalization politics. I have argued that countries with liberal market 
economies and majoritarian polities (e.g., the United States and the United 
Kingdom) will face the most serious political and policy challenges as a result 
of economic globalization, not countries with corporatist institutions and 
generous welfare programs (e.g., Austria and Sweden). I have reemphasized 
the importance of consensual politics to the economic success of corporat-
ism, something that was stressed in the early literature, but seems to have 
been forgotten more recently, and I have provided a way to reconcile seem-
ingly contradictory views about the partisan biases of PR and majoritarian 
electoral systems by pointing out that the “constraints” imposed by PR can 
actually be enabling for the left-wing parties because they allow the Left to 
make credible commitments to long-term investment-friendly policies.

In my empirical work, I corrected for two methodological limitations in 
the existing research: I included analyses of individual-level survey data as 
a way to evaluate micro-level assumptions and modeled directly the spatial 
interdependence in macro-panel data using techniques and estimators from 
spatial econometrics. I have stressed that the levels of economic integration 
that we observe today are not unprecedented, nor is the emergence of a back-
lash, and that to get an idea of the signifi cance of today’s political opposition 
to globalization, it is important to consider the historical precedents.

RECAPPING THE ARGUMENTS AND EVIDENCE

The outlook of globalization pessimists is far too gloomy, especially when it 
comes to the future of the welfare state, corporatism, and social democracy. 
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The Austro-Nordic democracies, where these things fl ourish, are well-suited 
to respond to globalization in ways that preserve their political-economic 
uniqueness. These countries have economic institutions that allow coordi-
nated responses to economic shocks when times are bad. Their politics are 
characterized by policy stability in the short run with consensus-driven adap-
tation, including institutional change, in the long run.

Globalization optimists, on the other hand, see the relationship between 
national-level politics and the world economy through rose-colored glasses 
and downplay globalization’s challenges, particularly concerning the Anglo-
American democracies. At the moment, these countries are poorly equipped 
to weather the globalization storm. Economic shocks to product markets 
are directly transmitted to the labor market in the liberal market economies. 
Moreover, trade is increasing labor demand elasticity, which magnifi es the 
employment consequences of all shocks whether they are domestic or inter-
national in origin. This makes the labor market more volatile, increasing 
the risk for workers. In the Anglo-American democracies, I estimated that 
an exogenous 1% increase in labor compensation leads to a 1.35% decrease 
in employment in industries at the median level of trade openness. The 
expected decrease in employment is 1.65% in industries at the 90th percen-
tile of trade openness. In other words, trade makes the labor demand curve 
fl atter, increasing the sensitivity of employment outcomes to changes in 
wages. Trade has direct employment consequences as well: a 1% decrease 
in the exports to value added ratio, a proxy for global demand, leads to a .74% 
decrease in employment in industries at the median wage level, and the eff ect 
is stronger at lower wage levels.

Between 1990 and 2000 the average level of trade openness among the 
Anglo-American democracies went from approximately 40% of GDP to a 
little more than 56% of GDP. For countries with competitive labor markets, I 
estimate that an increase of this magnitude will raise the variance in employ-
ment volatility by about .4 units. To get a better sense of the size of this eff ect, 
if the annual change in employment is around 1.25%—the average for the 
Anglo-American democracies at the beginning of the 1990s—then, all else 
being equal, a 16% increase in trade openness would increase the expected 
annual change to 1.4%. Historically speaking, the systematic component of 
employment volatility, the part over which governments can be expected to 
have some control, did not increase in the Anglo-American democracies, but 
it did remain fairly constant over the 1990s, while in other countries this vola-
tility declined. Growing trade openness seems to explain why these countries 
did not experience the declines in employment volatility that other coun-
tries, particularly the Austro-Nordic democracies, experienced over the same 
period. As a result, workers in the Anglo-American democracies are more 
vulnerable to the next round of recessionary shocks.
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At the same time, governments in the Anglo-American democracies are 
unable to credibly commit to capital taxes that are signifi cantly below their 
short-run revenue maximizing levels. In majoritarian democracies, pre-
investment low-tax promises are not credible ex post. This “time inconsis-
tency” problem has two signifi cant consequences. First, it makes it diffi  cult 
for these countries to stimulate employment through tax cuts. The returns 
on employment generating investment come in the long run, and there is 
no guarantee that employment-friendly tax policy changes will be sustained 
over the long term. Second, it makes these countries relatively more depen-
dent on capital taxes than other countries. If low capital taxes do not generate 
employment, the second-best option for the Anglo-American democracies 
is to use these taxes to generate revenue. With greater international capital 
mobility, however, this dependence constrains their ability to fi nance spend-
ing and compensate those who are adversely aff ected by globalization. In 
other words, rising levels of international capital mobility take away their 
second-best option. I estimate that, in capital-rich majoritarian democracies, 
a 1% increase in fi nancial openness leads to a .39% decrease in the capital tax 
rate in the long run and a .49% increase in capital-poor consensus democra-
cies. To better understand these estimates, it helps to apply them to a specifi c 
historical case of tax reform. In 1988, the last year it restricted international 
fi nancial transactions, New Zealand’s capital tax rate was 49.3%. By 1996, the 
year New Zealand adopted its proportional representation electoral system, 
the capital tax rate was 37.7%. According to my estimates, approximately 3.6% 
of this 11.6% drop in capital taxes, nearly one-third of the reduction, can be 
explained by New Zealand’s removal of capital controls.

For the Anglo-American democracies and other countries that rely heavily 
on capital taxation, the combination of increased trade exposure and capital 
mobility, to the extent the former increases employment volatility and the 
latter decreases revenues, could lead to signifi cant budgetary pressures. By 
my estimates, a permanent one-unit increase in employment volatility for 
a country with Britain’s 2000 capital tax rate increases the defi cit by 1% after 
two years and raises the steady-state defi cit by 2.8% of GDP.

SAVING EMBEDDED LIBERALISM

What can be done to address strong anti-globalization sentiment in the Anglo-
American democracies? Doing nothing is a possibility. The hope behind this 
“strategy” is that, as employment in manufacturing and agriculture declines, 
opposition to trade will recede. This is probably not a good idea. It is certainly 
true that employment in tradable industries has continued to decline through 
the 2000s (see table 6.1). The average percentage of workers employed in 



Table 6.1 Exposure and Sensitivity to External Risk, 2000–2006 

Employment in Tradables Terms of Trade Volatility Import Penetration Financial Openness

 2000 2006
Average
(00–06) 2000 2006

Average
(00–06) 2000 2006

Average
(00–06) 2000 2006

Average
(00–06)

Liberal Market Economies:
Australia 18.66 18.30 18.04 3.41 3.88 3.36 22.45 28.23 24.85 2.00 1.19 1.42
Canada 18.21 17.92 17.96 3.13 1.44 2.92 42.26 41.38 40.38 2.54 2.54 2.54
New Zealand 22.82 22.67 22.74 2.59 3.31 3.12 34.41 38.09 36.61 2.54 2.54 2.54
United Kingdom 18.84 16.38 17.46 1.51 1.54 1.58 29.33 34.68 31.11 2.54 2.54 2.54
United States 16.93 15.27 15.94 2.35 1.05 1.61 14.55 16.22 14.91 2.54 2.54 2.54
Average: 19.09 18.11 18.43 2.60 2.24 2.52 28.60 31.72 29.57 2.43 2.27 2.32

Corporatist Economies:
Austria 24.81 23.64 23.63 0.86 0.47 0.69 44.67 55.18 49.74 2.54 2.00 2.42
Denmark 22.52 20.44 20.93 0.59 1.24 0.81 43.16 54.14 47.28 2.54 2.54 2.54
Finland 22.63 21.13 21.59 2.37 0.66 1.72 37.51 44.04 39.34 2.54 2.00 2.42
Norway 20.10 18.42 19.09 13.83 5.48 9.34 35.50 37.89 36.10 2.54 2.54 2.54
Sweden 19.65 17.53 18.32 0.88 1.51 1.24 43.00 47.95 43.73 2.54 2.00 2.42
Average: 21.94 20.23 20.71 3.71 1.87 2.76 40.77 47.84 43.24 2.54 2.22 2.47



Other:
Belgium 16.99 16.40 16.40 1.01 0.79 0.76 84.18 90.07 86.63 1.73 2.00 2.19
France 17.27 16.21 16.69 2.06 0.57 1.51 27.91 31.08 28.87 2.54 2.54 2.54
Germany 23.74 21.63 22.46 2.81 0.71 1.81 33.14 44.32 37.05 2.54 2.00 2.42
Ireland 23.93 22.94 23.09 0.77 0.47 0.80 98.08 95.49 97.50 2.54 2.54 2.54
Italy 20.33 20.42 20.54 4.27 2.27 3.01 26.37 28.41 26.83 2.54 2.54 2.54
Japan 27.08 24.61 25.33 3.34 1.76 2.45 9.67 11.39 10.33 2.54 2.00 2.42
Netherlands 16.95 16.63 16.66 0.63 0.28 0.61 68.33 80.36 72.34 2.54 2.54 2.54
Portugal 34.31 30.65 32.39 2.23 1.45 1.58 36.66 40.38 37.55 2.54 2.27 2.46
Spain 21.18 22.36 21.9 2.36 0.55 1.53 31.19 35.50 32.86 2.54 2.00 2.42
Switzerland 25.51 23.14 23.9 2.39 0.91 2.14 43.17 50.06 45.06 2.54 2.00 2.42
Average: 22.73 21.5 21.94 2.19 0.98 1.62 45.87 50.71 47.5 2.46 2.24 2.45

Notes: The deindustrialization, terms of trade volatility, and import penetration variables reported in 
this table are the same ones considered in Chapters 1 and 3. As in Table 3.1, I report the Chinn and Ito 
(2007) measure of fi nancial openness (instead of Quinn’s measure) because it is available through 
2006. The correlation between the Quinn and Chinn and Ito measures is .84. 
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tradable sectors of the liberal market economies over the 2000–2006 period 
was 18.4%, down from 19.7% in the 1990s. However, workers employed in 
service sectors of the economy are no longer sheltered from international 
competition to the extent they were ten to twenty years ago. Moreover, both 
terms-of-trade volatility and import penetration have increased from their 
average levels in the 1990s. The standard deviation in the logged diff erence 
in the ratio of export to import prices increased by more than 6% (from 2.36 
in the 1990s to 2.52 in the 2000s), and the average level of import penetration 
increased from 23.6% in the 1990s to 29.6% in the 2000s.

Given these trends in the international economy and public attitudes 
toward globalization, a policy response of some kind is necessary. (The bar-
gain of embedded liberalism is as politically relevant today as at any time 
during the Bretton Woods era.) In fact, Jeff ry Frieden has described this as 
the challenge of global capitalism in the twenty-fi rst century, “to combine 
international integration with politically responsive, socially responsi-
ble government.” He goes on to write, “Contemporary ideologues of many 
stripes . . . argue that this combination is impossible or undesirable. But the-
ory and history indicate that it is possible for globalization to coexist with pol-
icies committed to social advance. It remains for governments and people to 
put the possible into practice” (2006, 476).

There seems to be a growing sense that something radical needs to be 
done to address Frieden’s challenge, whether it is taking embedded liber-
alism global, building social market institutions, or providing signifi cant 
economy-wide income redistribution. The problem with most of the recom-
mended solutions is that they fail the political feasibility test. International 
political realities make a global approach to embedded liberalism unlikely in 
the near term, and majoritarian politics at the national level make the task of 
building social market institutions, particularly corporatist institutions, in 
the countries that do not already have them almost impossible. Income redis-
tribution along the lines suggested by Scheve and Slaughter, if the threshold 
for tax relief is adjusted to include the median voter, is the most plausible 
approach to rebuilding embedded liberalism in the United States and would 
allow the Democratic Party to recommit to policies of economic openness.

The type of policy recommendations that I have made are far less sweep-
ing and ambitious than these. In chapter 5, I considered policies targeted 
at workers who experience trade-related job loss in light of the literature on 
optimal insurance. This research leads to the conclusion that benefi ts should 
be unconditional (i.e., the benefi ts should be paid regardless of whether 
an individual takes a job or not), proportional (i.e., the size of the benefi ts 
payment should depend on an individual’s income while employed), and 
declining in the length of an unemployment spell. An integrated system of 
unemployment and wage insurance with benefi ts declining in the duration 
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of unemployment would achieve these objectives. With declining wage 
insurance benefi ts, the percentage of the wage diff erential covered becomes 
smaller the longer an individual waits to take a job. This would encourage 
workers who are not likely to be reemployed in industries facing cyclical 
downturns to move quickly into new sectors of the economy while maintain-
ing incentives for those who are likely to be reemployed to stay put.

In the United States, it would not take much reform to create a system like 
this. The Trade Act of 2002 initiated a pilot wage insurance program for work-
ers over age fi fty. This could be extended to all workers experiencing trade-
related job losses. The existing program has proportional benefi ts (capped at 
$10,000), but they are not declining with the length of unemployment in any 
meaningful sense. Anyone who fi nds employment within 26 weeks of losing 
his or her job is currently eligible for benefi ts equal to 50% of the diff erence 
between their old and new salaries. This could be changed without much dif-
fi culty to minimize the moral hazard problem. For example, coverage rates 
could be reduced after every two months of an unemployment spell.

It is possible that the growing tide of opposition to trade and globalization 
more generally is too strong to be turned by minor reforms to existing trade 
adjustment assistance programs. Of course, there is usually no reason (other 
than cost) that programs targeted for workers adversely aff ected by trade 
cannot be extended to all unemployed workers. And unemployment insur-
ance reforms like those that I and others have suggested could be coupled 
easily with redistributive tax reform along the lines proposed by Scheve and 
Slaughter. There are many options available. In the end, what is important, 
if we hope to successfully rebuild the bargain of embedded liberalism, is that 
policies be evaluated not only by their consequences for economic effi  ciency 
but also in terms of their political feasibility.
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Notes

CHAPTER ONE

 1. There is a large and growing literature on globalization in political science. 
Keohane and Milner (1996), Cohen (1996), Garrett (1998b), Berger (2000), Brune 
and Garrett (2005), and Kayser (2007) provide excellent reviews. Frieden and Martin 
(2003) place recent studies of globalization at the frontier of international politi-
cal economy research. See Guillen (2001) for the major globalization debates in 
sociology.

 2. Oftentimes, this debate is boiled down to two simple competing hypotheses: 
effi  ciency versus compensation (e.g., Garrett 2001; Mosley 2003). The effi  ciency 
hypothesis states that free trade and international capital mobility have compelled 
governments to scale back their spending, lower their tax rates, and deregulate their 
economies. The compensation hypothesis says that national governments are still 
responsive to powerful interests that want to insulate the domestic economy from 
international competition, and that governments will redistribute the gains from free 
trade and other policies of economic openness to placate these groups. There is no 
logical reason that both hypotheses cannot be true simultaneously. It is likely that 
governments feel both effi  ciency and compensation pressures, yet most research 
designs in political science—because they focus on the sign of a single regression 
coeffi  cient—do not allow for this possibility.

 3. This division of the literature can be found in works such as Garrett (1998a), 
Burgoon (2001), Iversen (2001), and Castles (2004), among others.

 4. This argument is often labeled the convergence thesis. For a more recent 
discussion of the limits that globalization may impose on popular sovereignty, see 
Freeman (2002). Hellwig (2001) and Hellwig and Samuels (2006) fi nd that economic 
globalization reduces the likelihood that voters will hold their politicians accountable 
for national economic performance. One way to interpret this empirical fi nding is 
that globalization restricts the scope of democratic governance and accountability. 
Another, more hopeful position is that globalization simply shifts the scope of demo-
cratic governance to a new set of issues (Bernhard and Leblang 2006). Some argue 
that there was never a democratic choice refl ected in meaningful partisan diff erences 
in economic policy. According to this view, partisan convergence is an inherent fea-
ture of democratic capitalism (Clark 2003).

 5. The diff erence in focus refl ects the second-image / second-image-reversed 
distinction made frequently in the international relations and comparative politics 
research (Waltz 1959; Gourevitch 1978). One group is interested in the internal conse-
quences of globalization across diff erent national political-economic contexts while 
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the other is primarily concerned about the impact that domestic anti-globalization 
politics will have on the international economy.

 6. See Kitschelt et al. (1999), Hall and Soskice (2001), Huber and Stephens (2001), 
and Castles (2004).

 7. Jensen (2006), for example, argues that fi scal policies are largely ignored by 
multinational fi rms when making their production location decisions and therefore 
governments’ taxation and expenditure choices are not highly constrained by the glo-
balization of production.

 8. Swank’s division between inclusive and exclusive electoral systems corre-
sponds closely with Lijphart’s consensus-majoritarian typology that I use throughout 
this book.

 9. It is probably more accurate to say these choices tell us something about the 
preferences of politically infl uential groups. For example, Swank’s (2002a) argument 
is not that the preferences of low-skilled workers and other groups harmed by global-
ization diff er across countries but rather that these groups have more political infl u-
ence in countries with inclusive electoral systems. For a related argument about the 
ability of right wing governments to enact neoliberal policy reforms, see King and 
Wood (1999).

 10. It is important to note that the labels of globalization “optimist” and “pessi-
mist” do not identify one’s normative view of economic globalization. There are plenty 
of globalization pessimists who think, on balance, economic globalization is a good 
thing and many optimists who disagree.

 11. See, for example, Scheve and Slaughter (2001, 2004, 2006).
 12. The United States not only comes the closest to a pure market system, it is 

also, politically speaking, the most important country in the world when it comes to 
governing the global economy. This makes the United States a very important case.

 13. It is tempting to attribute these changes in public opinion to the 9/11 terror-
ist attacks. The events of 9/11 certainly contributed to anti-globalization sentiment, 
particularly in the United States, but later analysis shows that they are unlikely to be 
the sole determinant. In chapter 2, I demonstrate that these attitudes when they are 
held have clear connections to individual-level economic conditions. Moreover, at the 
aggregate country level, we observe very diff erent patterns. For example, the largest 
anti-globalization change in public opinion occurred in New Zealand. Spain, on the 
other hand, experienced a large increase in support for trade and globalization over 
the same period. There is simply too much variation, across individuals and coun-
tries, to be explained by a single historical event.

 14. See Hiscox (2006) for a critical view of survey research in this area. His main 
point is that support for (and opposition to) trade is highly contingent on how survey 
questions are framed.

 15. This legislation refl ects the political importance of tying domestic compensa-
tion to policies that increase a country’s exposure to trade, which is all the more notable 
in this case because it runs counter to the overall trend toward less social protection.

 16. For research on the connection between free trade and compensatory policies 
in the U.S. Congress, see Rickard (2007).

 17. For a more recent treatment, see Ruggie 1994, 1995, 1997, and 2003. In addi-
tion to Ruggie, those who have argued that government policies, by neutralizing the 
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negative eff ects of trade, can deliver pro-trade majorities include Adsera and Boix 
2002, Boix 2002, and Mares 2004, 2005. For a discussion of embedded liberalism and 
disembedded neoliberalism, see Blyth (2002).

 18. This is Nelson’s (1988) terminology, which has become popular in the 
literature.

 19. See Ruggie (1997) also.
 20. Again, protection may come in many forms, including insurance, adjustment 

assistance, and tariff s.
 21. See Katzenstein (1985, 52).
 22. Rodrik 1997, chapter 2.
 23. Hoover Europe’s move from Burgundy to Scotland, BMW’s move to 

Spartanburg, South Carolina, and Mercedes-Benz’s decision to locate production 
in Alabama are typically cited as examples of the ease with which foreign labor in 
one OECD country can be substituted for domestic labor in another. Trade may also 
increase the elasticity of the demand for labor by making product markets more com-
petitive (Slaughter 2001).

 24. Rodrik argues that this change is particularly important to understanding the 
impact that globalization has had on low skilled labor in the developed democracies 
because most trade by OECD countries is with other OECD countries. Trade between 
economies with similar factor endowments is not likely to shift the labor demand 
curve, but it is likely to make it fl atter. See Rodrik 1997, 26.

 25. Of course, not all historically minded scholars share this concern. Pahre (2008), 
for example, argues that the historical experience of rapid trade expansion in the nine-
teenth century, driven by a growing network of treaties, suggests that the GATT/WTO 
regime can sustain today’s liberal international economy.

 26. Critical realignments are not so rare in American history. Nardulli identifi es 
six between 1828 and 1984. Baumgartner and Jones (1993) make a similar argument 
about the potential for large-scale change in their Punctuated Equilibrium theory of 
the American policy-making process.

 27. Currently, policy decisions disproportionately represent the interests of those 
who benefi t the most from globalization. This refl ects low voter turnout among groups 
at the bottom end of the income scale (e.g., Franzese 2002; Hansen 1998). However, 
there are reasons to expect turnout to increase as labor market performance dete-
riorates, particularly if voters blame the government (e.g., Southwell 1996; Arceneaux 
2003).

 28. For Britain, see Robinson (1996) and King and Wood (1999). For a discussion of 
labor market deregulation in Australia under the Howard government, see Hancock 
(1999).

 29. Garrett notes that the relative weakness of the left in the United States and 
Canada make these countries poor candidates for corporatist labor market reform. 
This is not to say that major realignments are impossible or even unlikely, but there 
are other policy options that would be politically viable in the absence of dramatic 
changes to electorates and party systems.

 30. Insiders are workers with secure jobs while outsiders include the unemployed 
and workers with very little or no job security.

 31. Hall and Soskice (2001) also make this point.
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CHAPTER TWO

 1. Ruggie 1982, 1994, 1997, and 2003.
 2. See Blyth 2002. Blyth argues that liberal capitalism has become less embedded 

since the Reagan and Thatcher period, but the changes, in his view, do not amount to 
a return to pre-WWI policies. Others argue that the signifi cance of the Reagan and 
Thatcher “revolutions” has been exaggerated—for example, Pierson 1994.

 3. See, for example, Cameron 1978, Stephens 1979, Katzenstein 1985, and Rodrik 
1998.

 4. Rodrik 1997, 1998; Adserà and Boix 2002; Boix 2002; Swank 2002a; and Mares 
2004, 2005.

 5. By short-term I mean changes in trade at time t-1 have a discernible eff ect on 
government spending at time t.

 6. Garrett and Mitchell 2001.
 7. Garrett and Mitchell 2001, 163. I believe both short-term and long-term histori-

cal forces are operating, and the empirical analysis bears this out.
 8. In fact, they fi nd that the relationship is negative and statistically signifi cant.
 9. See table 4.2 and fi gure 4.2, 80–84.
 10. Iversen and Cusack 2000.
 11. In addition to trade openness, Garrett and Mitchell include the value of imports 

from low wage countries in their analysis. They fi nd these imports are weakly posi-
tively correlated with higher government spending and transfers, 169–170. They do 
not examine the eff ects of total imports on spending and transfers.

 12. This is true unless one is interested in measuring a country’s exposure to exter-
nal risk. To do this, one would interact a country’s trade openness—a measure of how 
exposed it is to the international economy—with a measure of external risk like its 
terms-of-trade volatility. See Rodrik 1997, 1998. By itself, trade openness is not a good 
measure of risk.

 13. The ceteris paribus condition is important. I assume that the ability of those 
employed in traded industries to organize remains constant regardless of their group 
size. Because small groups may fi nd it easier to engage in collective action, they are 
often able to exert political infl uence that is disproportionate to their numbers. For a 
discussion of the importance of collective action issues in trade policy politics, see Alt 
and Gilligan 1994 and Ehrlich 2007.

 14. See Scheve and Slaughter 2001; O’Rourke and Sinnot 2002; Mayda and Rodrik 
2005; and Mayda, O’Rourke, and Sinnot 2007.

 15. Both Aldrich et al. (2002) and Brune and Garrett (2005) recognize the macro-
level literature on globalization and government spending rests on untested micro-
level assumptions and call for empirical evaluations of these microfoundations.

 16. I included all the OECD countries reporting occupational categories that 
include a respondent’s industry of employment.

 17. See Alt and Gilligan 1994; Hiscox 2002.
 18. These models tell us the direct eff ect of trade on income earned from employ-

ing diff erent factors of production. It is also possible that trade aff ects the wealth and 
(unearned) income of asset owners. For example, Scheve and Slaughter (2001) fi nd that 
home owners who live in import competing regions of the United States are, ceteris pari-
bus, more likely to oppose trade than renters. Unfortunately, the data that I would need 
to test this and similar hypotheses on a cross-national basis is not readily available.
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 19. Local currencies were converted into dollars using the appropriate exchange 
rate; 2003 dollars were converted to 1995 dollars; and monthly income was converted 
to annual income when necessary. This is the same income measure used by Hiscox 
and Burgoon 2003.

 20. The industries are: (1) agriculture, hunting, forestry, and fi shing, (2) mining 
and quarrying, (3) food products, beverages, and tobacco, (4) textiles, textile products, 
leather, and footwear, (5) wood and products of wood and cork, (6) paper and paper 
products, (7) publishing, printing, and reproduction of recorded media, (8) chemical, 
rubber, plastics, and fuel products, (9) other non-metallic mineral products, (10) basic 
metals, and (11) machinery and equipment. Mayda and Rodrik (2005) also infer sector 
of employment from the occupation variable in the ISSP survey, but they use industry 
classifi cations from the World Trade Analyzer Dataset.

 21. Unfortunately, at the time of writing, the 2003 numbers were not yet available. 
See tab. 3.1, 30, for the 1995 net replacement rates and tab. 3.1b, 95, for 2002 rates.

 22. The 2004 edition of Benefi ts and Wages also provides net replacement rates 
for families with above average incomes (150% of the average). However, since my 
income (capital) variable is dichotomous and the above average income net replace-
ment rates are not available for 1995, I do not use this data.

 23. In terms of research design, this variable is an improvement over countrywide 
measures of unemployment protection because it allows the analyst to incorporate 
fi xed country eff ects into the regressions. The fi xed-eff ects model allows us to con-
trol for unobservable or otherwise omitted country-level factors that correlate with a 
country’s average net replacement rate, which makes it a useful model for convincing 
skeptics that a causal relationship exists. The primary disadvantage of fi xed-eff ects 
estimators is that they are ineffi  cient (Beck and Katz 2001; Plümper and Troeger 2007) 
and suff er from attenuation bias if the right-hand-side variables are measured with 
error (Griliches and Hausman 1986), and this is particularly true when most of the 
sample variance is between countries. To see the (potential) problem, remember that 
each individual in the sample contributes to the total sample variance in net replace-
ment rates, and this contribution can be decomposed into the diff erence between the 
individual’s net replacement rate and the average net replacement rate in his or her 
country and the diff erence between his or her country’s average net replacement rate 
and the average overall (full sample) net replacement rate. When we say that most of 
the variance in net replacement rates is between countries, we mean that more than 
half of the total variance is attributable to diff erences between country-average net 
replacement rates and the overall mean net replacement rate. We can also decompose 
the sample variance in support for trade into within and between country variance. 
Almost certainly, some part of the between-country variance in support for trade is 
explained by the between-country variance in net replacement rates, but this eff ect is 
zeroed out in the fi xed-eff ects model. This is ineffi  cient since the estimator is ignoring 
sample information about the relationship between net replacement rates and support 
for trade. Moreover, if there is random measurement error in net replacement rates 
at the individual level—and this is the case since I am using an imperfect imputa-
tion strategy—the sample information relating country-average net replacement rates 
and country-average support for trade is likely to have a higher signal-to-noise ratio 
than the mean-diff erenced data. This is the source of the attenuation bias with the 
fi xed-eff ects estimator. For these reasons, the fi xed-eff ects estimator is likely to give us 
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coeffi  cient estimates biased toward zero with infl ated standard errors relative to the 
pooled model with robust standard errors. If there are statistically signifi cant eff ects 
in the model with country and year dummies, it should be taken as strong evidence of 
a causal relationship between net replacement rates and support for trade.

 24. OECD 2004.
 25. This measure has its limitations. Political conservatives, for example, might 

not say they are proud of their country’s social security system even if it off ers gener-
ous protection. However, if conservatives are more supportive of trade, this will bias 
against fi nding a positive relationship between this subjective evaluation and support 
for free trade.

 26. Iversen and Soskice 2001; Hiscox and Burgoon 2003.
 27. McKelvey and Zavoina 1975.
 28. For a discussion, see Moulton 1990 and Steenbergen and Jones 2002.
 29. The cut-point estimates are omitted from the table to save space.
 30. Technically, it is the relationship between the continuous net exports variable 

and the latent continuous variable in the ordered probit that is nonlinear (See, for 
example, Long 1997, chapter 5 for an introduction to ordered probit models). This 
makes a trichotomous dummy variable approach to modeling the relationship the 
most parsimonious and straightforward one. My results are stronger with higher 
order polynomials in net exports, but much more diffi  cult to interpret given the added 
non-linear transformation.

 31. In fact, the ratio of sector imports to value added is higher on average for 
industries above the 75th percentile in the net exports distribution than the same ratio 
for industries in the middle 50% of the distribution. Sectors that export a lot also face 
substantial import competition.

 32. Along these same lines, Scheve (2000) fi nds that spending on labor market 
programs reduces the size of the skill cleavage individual-level support for European 
integration.

 33. Many believe that globalization and deindustrialization are interdependent 
processes in the sense that expanding trade explains the decline of manufacturing 
among the OECD economies. Iversen and Cusack reject this argument. See Iversen 
and Cusack 2000, 339–345. I am not arguing that trade causes deindustrialization but 
rather that deindustrialization conditions the eff ect of trade on government spend-
ing. A similar argument is made by Mares (2004).

 34. Economic Outlook database.
 35. Their measure is 100 minus the workers employed in manufacturing and agri-

culture as a percentage of the working age population.
 36. This data is from the OECD’s Economic Outlook database.
 37. The sources are Economic Outlook, Franzese 2002, and Swank 2002b.
 38. See, for example, Pierson 2001.
 39. Imports cluster spatially in my analysis if countries that share territorial bor-

ders are more similar with respect to levels of imports than countries that do not share 
borders.

 40. A few exceptions to the territorial border rule were made. France, Belgium, 
and the Netherlands were coded as contiguous with Britain; Denmark was coded 
as contiguous with Sweden; and Australia was coded as contiguous with New 
Zealand.
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 41. Franzese and Hays (2007, 2008) discuss the benefi ts and costs of using a seri-
ally lagged spatial lag variable. Since the endogeneity of the spatial lag is relatively easy 
to address in the specifi cation of the likelihood function, I use a contemporaneous 
spatial lag.

 42. This is similar to Mares’ fi nding for the interwar period that both terms-of-
trade and unemployment volatility have a larger impact on the coverage of unemploy-
ment insurance when the percentage of the workforce employed in manufacturing is 
high. See Mares 2004.

 43. For the experiments, I used regression model (1).
 44. The sample low and high deindustrialization values for Germany, found at the 

beginning and end of the series respectively, are 60% and 75%. Since the import vari-
able is logged, a 1-unit positive shock amounts to a 100% increase.

 45. The original Iversen and Cusack results are presented in Table 3 (200, 333).
 46. For an excellent discussion of spatial multipliers, see Anselin (2003).
 47. The counterfactual addressed here is usually the steady-state eff ect of perma-

nent shocks since, given stationarity, the long-run steady-state eff ect of a temporary 
shock is zero.

CHAPTER THREE

 1. For Pontusson and Swenson, corporatism is defi ned by “institutional arrange-
ments for collaborative or tripartite governance of labor markets by representatives of 
capital, labor, and the state” (1996, 224).

 2. For example, the Iversen, Pontusson, and Soskice (2000) volume was originally 
motivated by changes to the “Swedish model” of corporatism.

 3. Wallerstein and Golden (2000) argue that Sweden is the only Nordic country 
that has experienced signifi cant decentralization. In Denmark, in particular, they 
argue that the formation of supraindustrial bargaining cartels have off set the decen-
tralizing changes highlighted by Iversen (1996) and others. Since their analysis only 
covers the period up to 1992, they do not consider the changes to the Finnish system 
that are discussed in Niemela (1999).

 4. The empirical relationship between bargaining centralization and wage equal-
ity is very strong (e.g., Iversen 1996, 1999). The theoretical argument is that, in highly 
centralized systems, low-skill low-wage workers can veto inegalitarian agreements.

 5. These are applications of the fi rst and second Hicks-Marshallian laws of derived 
demand, respectively (See Hamermesh 1993, 24–25).

 6. Equation (3.7) is typically called the Slutsky equation (see Silberberg and Suen 
2001, 276–282). The fi rst term represents the change in leisure consumption that 
results from sliding a linear budget constraint along a fi xed indiff erence curve. Since 
utility is held constant, this is a pure substitution eff ect caused by a change in relative 
price of leisure. The second term gives the change in leisure consumption resulting 
from a parallel outward shift in the budget constraint. Since prices are held constant, 
this is a pure income eff ect.

 7. In this case, a positive shock to labor demand leads to less of an increase in 
employment because workers value leisure relatively more (compared to when the 
supply is elastic) and a negative shock to labor demand would lead to a lesser decline 
in employment because workers value leisure relatively less. Hence, employment 
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outcomes are more stable. The same conditions lead to greater volatility in wages, 
however.

 8. This is a slightly modifi ed version of the utility function in Summers et al. 
(1993). The diff erences between my function and theirs stem partly from the fact that 
there is no labor income taxation and government spending in my model. I also add 
g as an exponent to L. Summers et al. (1993) assume that the number of union mem-
bers is fi xed. While some may view this assumption as problematic, it is merely an 
analytical convenience, albeit one with some justifi cation. One way to think about N 
is as the optimal union size. There are large literatures on the optimal size of fi rms, 
clubs, and even nations. It is not unreasonable to think that there is an optimal union 
size beyond which union leaders do not want to grow due to various diseconomies of 
scale. There is also a historical justifi cation since one of the original purposes of cor-
poratism was to limit the competition among employers for labor, see, for example, 
Swenson’s (2002) discussion of solidarism in Sweden. Again, this implies an exog-
enous employment/membership limit, this time systemic in origin, beyond which 
union leaders may not want to grow.

 9. To keep the notation as simple as possible, I do not subscript these utilities.
 10. This raises an obvious question about union representation. Why do workers 

not choose leaders who share their preferences? One answer to this question is that 
there are organizational imperatives that make this impossible. Union leadership 
and the rank-and-fi le have diff erent objectives and therefore will never share exactly 
the same preferences. There is an inherent principal-agent problem. Another, more 
pleasing, answer is that workers may have an incentive to choose leaders with diff er-
ent preferences. I do not develop rigorously the microfoundations of this argument, 
but it would be similar to Rogoff ’s (1985) point about appointing conservative central 
bankers. The model would have multiple periods and a time-inconsistency element 
to it. One possibility is to introduce a government that funds public goods with a dis-
tortionary tax on labor. Ex ante workers would like to commit to higher levels of work 
eff ort in the future in order to minimize tax rates in the present, but the commitment 
is not credible so they benefi t from delegating authority to union leaders with stron-
ger preferences for employment over leisure.

 11. Lange et al. also examine the German case, but they note its systems and prac-
tices diff er signifi cantly from the other fi ve countries in their study.

 12. I cannot eff ectively test the eff ects of trade on the elasticity of labor demand in 
the corporatist countries because the identifi cation strategy is undermined by coordi-
nated wage bargaining (discussed below).

 13. One partial exception is Scheve (2000), who looks at support for European inte-
gration across skill cleavages conditional on a respondent’s country’s labor market 
institutions. He fi nds the skill gap in support for the European Union is smaller in 
countries with centralized wage bargaining, presumably because corporatism attenu-
ates trade’s eff ect on domestic labor markets.

 14. Since most of his second stage estimation uses the constant output (own price) 
labor demand elasticity, I will focus on this elasticity.

 15. These aggregated sets of industries are: (1) food and tobacco, (2) textiles, 
apparel, and footwear, (3) wood products and printing, (4) chemicals and petroleum 
products, (5) transportation, (6) primary and fabricated metals, (7) machinery, (8) 
instruments and miscellaneous products.

 16. He uses long-diff erences of three, fi ve, and ten years.
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 17. The industries are: (1) mining and quarrying of energy producing material, (2) 
mining and quarrying except energy producing materials, (3) food products, bever-
ages, and tobacco, (4) textiles, textile products, leather, and footwear, (5) wood and 
products of wood and cork, (6) pulp, paper, paper products, printing, and publishing, 
(7) chemical, rubber, plastics, and fuel products, (8) other non-metallic mineral prod-
ucts, (9) basic metals, metal products, machinery, and equipment, (10) basic metals 
and fabricated metal products, (11) machinery and equipment, (12) transport equip-
ment, and (13) manufacturing not elsewhere classifi ed (nec).

 18. Fixed eff ects provide a conservative method to control for alternative explana-
tions for the cross-national and inter-temporal patterns of manufacturing employ-
ment that we observe in the data (e.g., deindustrialization).

 19. This is especially true when the business cycles of the importing countries are 
not correlated. Kim (2007) makes a similar argument. Her careful empirical analy-
sis shows no link between trade openness and aggregate income, consumption and 
investment in a panel of 175 countries over fi fty-three years (1950–2002). The main 
diff erence between her analysis and mine is that I focus on employment outcomes in 
OECD countries with competitive labor markets. There seems to be a strong connec-
tion between trade and employment volatility in these cases.

 20. One reason industries that trade might face more price volatility than indus-
tries that produce for domestic markets is that trade involves transactions in multiple 
currencies. To the extent that things like short-term capital fl ows drive exchange rate 
fl uctuations, workers in tradable industries are subject to risks that workers in purely 
domestic industries are not. For a good discussion of how producer groups in tradable 
industries are aff ected by exchange rates, see Frieden (1991). Iversen and Cusak do 
not consider this possibility.

 21. Note that this turns Iversen and Cusak’s argument around. They contend that 
deindustrialization produces labor market uncertainty because workers are forced 
to cross skill boundaries. To the extent that trade generates labor market volatility, 
deindustrialization may also reduce uncertainty by moving workers from tradable 
to non-tradable sectors of the economy. This is similar and related to the argu-
ment in chapter 2: deindustrialization conditions the eff ect of trade on government 
spending.

 22. There has been much debate about whether elected politicians are more sensi-
tive to dispersed or concentrated costs and benefi ts among the citizenry. It is probably 
fair to say that the answer depends on the political institutional context. Political insti-
tutions are the focus of chapter 4, but it is worth noting that the political institutions in 
most countries with competitive labor markets enhance the sensitivity of politicians 
to precisely the kinds of risks that these markets generate.

 23. See Rodrik (2000) for a similar analysis.
 24. Krugman, “The Trouble with Trade.” (NYT, December 28, 2007).

CHAPTER FOUR

 1. In the appendix to this chapter, I also present a stylized model of capital tax 
competition from Persson and Tabellini (2000) to show the importance of strategic 
policy interdependence across countries. Exogenous changes in the capital tax poli-
cies of one country will aff ect the policies of its competitors. This interdependence, in 
turn, has important implications for empirical analysis.
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 2. For empirical evidence that there is a globalization dilemma, see Rodrik (1997). 
For research concluding that globalization does not impose signifi cant tax constraints, 
see Swank (1998, 2002), Swank and Steinmo (2002), and Garrett and Mitchell (2001). 
For a review of the economic literature, see Hines (1999).

 3. For a survey of the tax competition literature, see Wilson (1999), Oates (2001), and 
Wilson and Wildasin (2004). Competition leads to convergence in the net return to capi-
tal, but very little can be said about how capital mobility aff ects overall levels of taxation. 
A model of fi scal competition that can support either a race to the bottom or a race to 
the top (or effi  cient levels of taxation) in equilibrium is provided in Wooders, Zissimos, 
and Dhillon (2001) and Lockwood and Makris (2006). The assumptions one makes are 
critical. In models where governments tax a single source like capital, an increase in the 
interjurisdictional mobility of this source pushes tax rates down. Oates (2001) discusses 
the importance of this assumption (i.e., a limited range of tax instruments).

 4. The data are from Volkerink and de Haan (2001) and Carey and Rabesona 
(2002). These studies update the estimates originally provided in Mendoza, Razin, 
and Tesar (1994, 1997). The OECD countries included in the sample are Australia, 
Austria, Belgium, Canada, Denmark, Finland, France, Germany, Ireland, Italy, Japan, 
Netherlands, New Zealand, Norway, Portugal, Spain, Sweden, Switzerland, the 
United Kingdom, and the United States.

 5. See Rodrik (1997), Mendoza, Razin, and Tesar (1994, 1997), and Winner (2005).
 6. Kitschelt, Lange, Marks, and Stephens (1999, 444).
 7. In addition to Garrett, recent research that makes the divergent paths argu-

ment includes Swank (2002), Kitschelt et al. (1997), Pierson (2001), and Hall and 
Soskice (2001).

 8. The years considered in Table 4.1 (1966–1990) represent the time period for 
which Garrett codes political-economic coherence.

 9. Summers et al. (1993) also fi nd a negative relationship between corporatism 
and capital taxes.

 10. For the connection between corporatism and consensus democracy, see 
Lijphart and Crepaz (1991).

 11. There is a similar relationship between consensus democracy and the capital 
tax rate. Also, the bivariate relationship is robust when alternative measures of con-
sensus democracy are used—for example, Crepaz’s (1996) measures of government 
“encompassment.” Garrett and Mitchell (2001) also fi nd (controlling for a large num-
ber of economic variables) that majoritarian democracies like Canada, the United 
Kingdom, and the United States tax capital at a higher rate than other countries. In 
chapter 12 of their textbook, Persson and Tabellini (2000) note the same relationship.

 12. For a similar argument, see Meltzer and Richard (1981).
 13. Other explanations are large country market power, imperfectly mobile capi-

tal, and economic rents (Mutti 2003; Slemrod 2004).
 14. According to Rodrik (1997, 90), these costs include, among other things, estab-

lishing a business in an unfamiliar environment, communicating with subsidiaries, 
and shipping goods back to the home economy. Thus, the capital fl ows in this model 
represent foreign direct investment rather than portfolio investment.

 15. In other words, my model is a pure model of income redistribution. Share-
holders are taxed and wage earners are subsidized. In this way, the model resembles 
those of both Rodrik and Becker.
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 16. Becker (1983, 377).
 17. See Olson (1965). It may seem that collective action should be endogenous in 

the model, given the size diff erences between shareholders and wage earners. Wage 
earners should face severe collective action diffi  culties tipping the balance of infl u-
ence in favor of shareholders. This is certainly true in consensus democracies, where 
the cost of collective action in equilibrium is high. These costs should create a strong 
incentive for individual wage earners to “free ride” off  the eff orts of other workers. 
However, since I argue that wage earners have more political infl uence in majoritar-
ian democracies, modeling the collective action problem would only strengthen my 
main result. This is discussed in more detail below.

 18. Boix (1999). Of course, the view that proportional representation constrains 
labor power is controversial. I discuss the debate over the partisan biases of electoral 
systems below.

 19. Clausing (2007) fi nds that the average OECD revenue maximizing tax rate for 
corporations is about 33% and that this tax rate is systematically lower for countries 
that are more deeply integrated into the global economy.

 20. Slemrod favors the “backstop” explanation for the corporate tax. Governments 
tax corporations to prevent individuals from relabeling their labor income as busi-
ness income to avoid taxes. According to this view, the trends in corporate taxes are 
explained by changes in the top marginal income taxes, which he sees as a purely 
domestic source of change. Some would argue that much of the change we observe in 
top marginal income tax rates is driven by international pressures, which are driven 
by both the globalization of fi nancial markets and the mobility of labor, particularly in 
Europe (see, e.g., Genschel 2002).

 21. The data needed to compute these tax rates are available from the OECD’s 
Revenue Statistics and National Accounts: Detailed Tables. The Mendoza et al. capital 
tax rates have been used by Rodrik (1997), Garrett (1998a), Garrett (1998b), Garrett and 
Mitchell (2001), Swank and Steinmo (2002), and Swank (2006), among others.

 22. In short, while there is a strong secular trend in the degree to which countries 
restrict fi nancial transactions, the correlation between time and capital controls is far 
from perfect. Every country in the sample changed its capital and fi nancial controls 
policy over the period of analysis, however. These changes were relatively large for 
countries like the United Kingdom, Norway, Finland, and New Zealand and relatively 
small for countries like Japan, Switzerland, the United States, and Germany.

 23. Quinn’s broad measure of fi nancial openness refl ects restrictions on both 
capital and current account transactions. Other measures of capital mobility like capi-
tal fl ows can be problematic. Low fl ows between two countries, for example, do not 
imply low capital mobility, if the return to capital is the same in both countries. For 
a discussion of these measurement issues, see O’Rourke and Williamson (1999) and 
Hallerberg and Basinger (1998). The secular trend is an imperfect proxy for techno-
logical change. The estimated coeffi  cients will include the eff ect of any trended vari-
able. Technological innovation is probably the most important of these, but it is not 
likely to be the only trended variable. Nevertheless, the time trend provides a good 
starting point for the empirical analysis.

 24. This data is provided in the Penn World Table, the data source used by Quinn 
and Inclan (1997) to examine the impact of capital endowments on fi nancial liberal-
ization. In the theoretical model, the impact of globalization on capital tax rates is a 
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function of the initial capital endowment rather than the relative endowment of capi-
tal to labor. This is because I assume the labor supply is fi xed and therefore does not 
aff ect the return to capital. In the empirical analysis, it is important to account for the 
fact that countries have diff erent labor endowments.

 25. For partisanship, I use the percentage of cabinet seats held by leftist parties 
provided in Duane Swank’s (2002b) 21-Nation Pooled Time-Series Dataset, 1950–1999. 
For labor market institutions, I use union density. The Single European Act—which 
established a common European market by eliminating all obstacles to the movement 
of goods, services, labor, and capital—was signed in 1986. The EU dummy variable 
takes a value of 1 starting in 1986 for the countries that were members of the European 
Union when the Single European Act was signed. For Austria, Sweden, and Finland 
the dummy variable takes a value of 1 starting in 1995.

 26. Note that period dummies cannot be included in the regression that has a 
deterministic time trend. These two eff ects are not separately identifi able.

 27. See, for example, Blonigen et al. (2007), Guerin (2006), and Abreau and 
Melendez (2006).

 28. There are large theoretical and empirical literatures that connect proportional 
representation to bigger governments (e.g., Austen-Smith 2000, Tavits 2004, Franzese 
and Hays 2008), and this relationship might lead one to expect higher capital taxes in 
consensus democracies. Of course, empirically speaking, we know this is not the case.

 29. These biases seem to depend on fairly strong assumptions. In the majoritarian 
case, voters are unable to distinguish extreme and moderate leaders ex ante (before 
elections) and unable to punish leaders who renege on campaign promises ex post 
(after elections). In the proportional representation case, regressive redistribution is 
not allowed by assumption, which eliminates the bases for left-right and center-right 
coalitions to form. If we relax these assumptions, majoritarianism would produce 
center-biased economic policies that benefi t the median voter, while proportional 
representation would produce tail-protected economic policies (that is, policies that 
protect both the rich and poor). Given the fact that the majoritarian democracies tax 
capital at high rates and many of the European countries with proportional represen-
tation electoral systems rely heavily on consumption taxes, it is clear that the simple 
partisan biases described by Iversen and Soskice do not completely determine the tax 
systems that we observe.

 30. Others who study the consequences of globalization for domestic economic 
and social policy have made similar arguments—e.g., Rodrik (1997, 38). Dehejia and 
Genschel (1999) use the EU to test the predictions of their tax competition model.

 31. Lijphart (1999).
 32. Dehejia and Genschel (1999).
 33. This assumption is common in the literature—for example, Garrett (1998a) 

makes this assumption.
 34. For excellent surveys of Conservative tax reform in Britain, see King and 

Robson (1993) and Leape (1993).
 35. For a good discussion of the end of imputation in Britain, see Gammie (1997).
 36. For a hypothetical illustration of the revenue consequences, see Hughes (1998). 

For actual revenue estimates, see OECD (2000a).
 37. Due to missing data for the operating surplus of private unincorporated enter-

prises, I am not able to extend this chart beyond 1998.
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 38. Quoted from the offi  cial English translation of the PvdA’s 1998 election mani-
festo. See Partij van de Arbeid (1998).

 39. For a good discussion, see OECD (2000b) and Cnossen and Bovenberg (2000).
 40. Cnossen and Bovenberg (2000)
 41. OECD (200b).
 42. The international dimension is important. The reforms made Britain a more 

attractive location for investment by foreign fi rms, in particular, French and German 
fi rms. As for capital outfl ows, the survey evidence suggests that British fi rms are sen-
sitive to cross-national diff erences in tax rates (e.g., Devereux and Pearson 1989).

 43. These numbers were calculated using data from the IMF’s International 
Financial Statistics. The sample includes Australia, Austria, Canada, Denmark, Finland, 
France, Germany, Ireland, Italy, Japan, Netherlands, New Zealand, Norway, Spain, 
Sweden, Switzerland, United Kingdom, and United States.

 44. Ministry of Finance (2000).
 45. OECD (2000b).

CHAPTER FIVE

 1. Berman (2006) comes to a similar conclusion. She believes that social democ-
racy’s approach to managing economic globalization in the 21st century must involve 
international organizations like the EU, IMF, and WTO.

 2. Although they are not directly concerned with possibility of a backlash against glo-
balization, both Kenworthy (2004) and Pontusson (2005) have argued that progressive 
economic policy reform is both possible and desirable in liberal market economies.

 3. Adding the chapter 2 variables to the regressions does not change, in a qualita-
tive sense, any of the inferences drawn from the analysis.

 4. Note that the relationship between employment volatility and government 
spending (government consumption and social benefi ts spending) is unconditional: 
when employment volatility increases, theory tell us that spending goes up, regardless 
of tax constraints. The increase in spending can be fi nanced either by taxes or borrow-
ing. Thus, the conditional relationship implied by the interaction term only makes 
sense when modeling defi cit spending. When capital taxes are high the increase in 
spending driven by employment volatility is more likely to be fi nanced by borrowing, 
which, in turn, contributes to a negative budget balance.

 5. Note that the interaction term also implies that the eff ect of capital taxation on 
the budget balance is conditional on employment volatility. The marginal revenue 
gain from raising capital taxes is lower when the economy is turbulent. In other words, 
the Laff er curve constraints discussed in chapter 4 are stronger when the economy is 
performing poorly.

 6. While recognizing the importance of institutional and policy complementarity, 
both Kenworthy and Pontusson argue that this logic can be taken too far. They argue 
that there are plenty of progressive policies that can achieve egalitarian outcomes in 
the liberal market economies.

 7. See, for example, Wallerstein (1990, 1999).
 8. For Britain, see Robinson (1996) and King and Wood (1999). For a discussion of 

labor market deregulation in Australia under the Howard government, see Hancock 
(1999).
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 9. Garrett notes that the relative weakness of the Left in the United States and 
Canada make these countries poor candidates for corporatist labor market reform. 
This is not to say that major realignments are impossible or even unlikely, but there 
are other policy options that would be politically viable in the absence of dramatic 
changes to electorates and party systems.

 10. The phrase “fair and reasonable,” which comes from the 1907 Harvester deci-
sion, set the precedent for decades of award decisions.

 11. Wailes and Lansbury (1999) divide the post-1986 period into three subperiods 
they call managed decentralism (1987–1991), coordinated fl exibility (1991–1996), and 
fragmented fl exibility (1996–present).

 12. The changes are described in Hancock (1999, 47–48).
 13. Cusack et al. (2007) focus on the economic determinants of electoral systems. 

They argue that, in those economies where employers and workers had a common 
interest in developing industry specifi c skills, the need for cross-class cooperation 
in both the economy and the polity created incentives for political parties to adopt 
proportional representation electoral institutions and develop modes of non-market 
coordination. Martin and Swank (2008) examine the political determinants of sys-
tems of industrial relations, arguing proportional multi-party political systems are 
more conducive to the development of peak business associations, which are neces-
sary for coordinated capitalism.

 14. A recent paper by Davidson, Matusz, and Nelson (2007) is exceptional in this 
respect. They argue that compensation might induce the median voter to support 
trade liberalization, but only if compensation occurs before trade is liberalized.

 15. These eff ects, discussed in Calmfors et al. (2001), are the main ways that ALM 
programs can unexpectedly contribute to unemployment by reducing its opportunity 
cost. Program participants or potential participants either choose not to take jobs that 
they would have taken absent training or choose jobs in sectors where unemployment 
is more likely. In the fi rst instance, participants directly choose continued training 
over a job. They “lock in” to the program and refuse to exit even when a job is available. 
In the second, training increases productivity and consequently the wage that makes 
a job seeker indiff erent between taking a job and remaining unemployed (i.e., the 
reservation wage). Increased productivity can aff ect reservation wages either through 
augmented income potential from grey and black market opportunities or by rais-
ing aspirations. Education-training arbitrage is considered in Fukushima (2001). In 
his model, young people equate the expected returns from ordinary higher education 
and a standard education with the possibility for training later in life. Training raises 
the expected return from a standard education and leads to more unskilled workers 
entering the low productivity sector of the economy. Since the demand for unskilled 
workers is unaff ected by training programs and the wage is typically fi xed by legisla-
tion, the level of employment is fi xed and the infl ow of unskilled workers generates 
unemployment.

 16. Displacement occurs when employers substitute subsidized workers for 
unsubsidized workers in their hiring. Subsidies crowd out regular employment.

 17. Although Forslund and Krueger (2008) conclude that Sweden’s ALM programs 
did not aid its recovery from the negative employment shock experienced during the 
early 1990s.
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 18. Insiders are workers with secure jobs while outsiders include the unemployed 
and workers with very little or no job security.

 19. Hall and Soskice (2001) also make this point.
 20. At the same time, given that sector-specifi c training is the type of training fi rms 

are likely to provide privately—because the risk of poaching with sector specifi c work-
ers is lower—it is not clear that public spending on these programs would be socially 
effi  cient.

 21. There is an active debate about the extent to which trade is or will become a 
partisan issue again. The evidence from congressional roll-call votes is mixed. Hiscox 
(2002a, 2002b) fi nds that sectoral politics explains these votes relatively well, while 
Ladewig (2006) fi nds that partisan politics does better, at least for the recent past.

 22. Of course, the fl ip side of this argument is that insurance encourages workers 
and employers to take risks on high wage / high productivity jobs, which in theory 
could expand output (Acemoglu and Shimer 1999).

 23. Interestingly, in the U.S. case, this would not require much change to existing 
policy.
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