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Chapter 1: What is Political Economy? 
  



Definitions 1 
 
Political science has studied man’s behavior in the public arena; economics has studied man in the 
marketplace. Political science has often assumed that political man pursues the public interest. Economics 
has assumed that all men pursue their private interests. (…) But is this dichotomy valid? 
Dennis Muller 
 
Political economy, branch of social science that studies the relationships between individuals and society 
and between markets and the state, using a diverse set of tools and methods drawn largely from 
economics, political science, and sociology. The term political economy is derived from the Greek polis, 
meaning “city” or “state,” and oikonomos, meaning “one who manages a household or estate.” Political 
economy thus can be understood as the study of how a country—the public’s household—is managed or 
governed, taking into account both political and economic factors. 
Britannica 
 
 

  



Definitions 2 
 
Over its long lifetime, the phrase ‘political economy’ has had many meanings. For Adam Smith, political 
economy was the science of managing a nation’s resource as to generate wealth. For Marx, it was how the 
ownership of the means of production influenced historical processes.  
Weingast and Wittman 
 
A general definition is that political is the study of the interaction of politics and economics. Political 
economy begins with the nature of political decision-making and is concerned with how politics will affect 
economic choice in a society. Political economy begins with the observation that actual policies are often 
quite different from optimal policies. 
Allen Drazen 
 
Political economy studies the production and distribution of ‘utility’ (broadly defined) in a society and 
across nations.  
Thomas Plümper 
 
 
 
 
 

  



The Logic of Political Economy 
 
 
Political economy starts from ‘conflicts of interest’.  
 
Conflict of interests can be between  
 
- homogeneous actors (because resources are limited) 
- heterogeneous actors and groups of actors (because they have different, partly competing interests) 
 
Example 1: one policy has two outcomes, and the utility from these outcomes are unevenly distributed 
among groups or that governments have to set the optimal level of one policy that affects the utility of 
different groups unevenly.  
 
Example 2: one policy increases overall efficiency but also has distributive effects, i.e. utilities vary between 
groups. (free trade increases welfare, but benefits the scarce factor of production more than the abundant 
factor, and has detrimental effects on some individuals that generate income from the abundant factor)  



Actors 
 
- governments 
- voters 
- interest groups (lobbies) 
- producers 
- consumers 
- corporations 
- workers 
- independent governmental agencies (central banks, courts) 
 
And occasionally 
- public administrations 
- governmental and non-governmental organizations 
- international organizations 
- employer association 
- unions 
- military 
- rebel groups 
 
and so on 
  



Options 
 
 
Actors are actors if and only if they have alternative options between which they can choose.  

  



Preferences 
 
Actors choose between these options according to their preferences.  
If actors choose option a over option b, then they prefer a over b.  
 
Example:  
If actor i forces actor j to choose option b, then j prefers b given the alternative, choosing a and being 
sanctioned by i. Without sanctions, actor j may have preferred option a over b. 
 
Accordingly, preferences depend on circumstance.  
 
If circumstance and information do not change, then preferences are stable.  

  



Adding Complexity  
 
Of course, we can make any assumption and thus any model more complex.  
 
One of the unique problems of choices is the length of time between a choice being made and completion 
of the choice.  For instance, when choosing a school the choice remains an “active treatment” from the 
time a child enters school until they finish many years later.  In this way choices in education are more 
complex than those normally associated with consumer choices.  
 

 



Excursion 1: Ockham’s Razor and the Principle of Parsimony 
 
In the scientific method, Occam's razor is not considered an irrefutable principle of logic or a scientific 
result; the preference for simplicity in the scientific method is based on the falsifiability criterion. For each 
accepted explanation of a phenomenon, there may be an extremely large, perhaps even incomprehensible, 
number of possible and more complex alternatives. Since one can always burden failing explanations with 
ad hoc hypotheses to prevent them from being falsified, simpler theories are preferable to more complex 
ones because they are more testable. 
 
Thus: Ockham’s Razor is neither “true” nor an irrefutable law, it is a rule of thumb – one that usually works 
very well.  
 
 
https://plato.stanford.edu/entries/simplicity/ 
 
 
 

  



Utility Maximization 
 
Actors choose between alternative options (strategies) by maximizing their expected utility given the 
constraints under which they act. 
 
This assumption is strangely controversial.  
 
Alternatives such as satisficing have been suggested. Yet, satisficing is maximizing with time constraint or 
information deficiency when the collection of information is costly.  
 
 
Example:  
Accordingly, voters can be rationally uninformed. This occurs when the utility difference between 
alternatives is smaller than the collection of additional information.  

  



Readings 
 
Congleton, Roger 2001: Rational Ignorance, Rational Voter Expectations, and Public Policy: A Discrete 
Informational Foundation for Fiscal Illusion. Public Choice Volume 107, 35–64.  
 
Abstract 
This paper demonstrates that rational ignorance, properly defined, allows the possibility that fiscal illusion 
affects policies in a democracy. The implications of rational ignorance are examined in a setting where 
voters are assumed to completely understand the fiscal environment and make perfect use of any 
information that they possess. In this setting, it is demonstrated that ignorance may be rational, 
manipulated, and generate biased expectations over fiscal parameters. The analysis suggests that the 
electoral impact of voter ignorance is reduced, but not eliminated by electoral competition. Candidate 
positions only affect the electoral choices of individuals who are at least partially informed about those 
positions. Consequently, electoral competition tends to generate policies that advance the interests of 
relatively informed voters. This implies that election based public policies are based upon better 
information than one would expect based on the widespread fiscal ignorance reported in surveys. 
However, even in this setting, the votes cast and the policies adopted are affected by the estimated 
marginal rates of substitution between private and governmental services which cannot be unbiased if 
areas of ignorance remain — even if voters make the very best use of information in their possession. The 
existence of rational ignorance, once carefully defined, is sufficient to generate policy relevant fiscal 
illusion. 
 



Mueller, D. C. (2003). Public choice III. Cambridge University Press. 
 
 
Weingast, B. R., & Wittman, D. (Eds.). (2008). The Oxford handbook of political economy (Vol. 4). Oxford 

University Press. 
https://global.oup.com/academic/product/the-oxford-handbook-of-political-economy-

9780199548477?cc=at&lang=en& 
 
 
Drazen, A. (2004). Political economy in macro economics. Orient Blackswan. 
 
 
Persson, T., & Tabellini, G. (2016). Political economics. Cambridge, MA: MIT press. 

  

https://global.oup.com/academic/product/the-oxford-handbook-of-political-economy-9780199548477?cc=at&lang=en&
https://global.oup.com/academic/product/the-oxford-handbook-of-political-economy-9780199548477?cc=at&lang=en&


Conclusion 
 
Uninformed agents still maximize expected utility. Incomplete information is rational if the expected cost 
of collecting information is higher than the utility difference of alternatives.  
 
 
Ockham’s razor suggests that simple models are better than more complex models if they have the same 
explanatory power. A more complex model needs to have a larger explanatory power to be justified.  
 
The argument that one model is better than another because the assumptions are more realistic does not 
make sense. ‘Realism’ is not the aim of models, models ought to simplify reality as much as possible but 
not more so.  
 
 
Compare Newton’s theory of gravity to Einstein’s relativity theory.  

  



What does Political Economy Try to Explain?  
 
 
Like all theories, political economy explains a variation in outcomes.  
Hence, it does not explain behavior, but behavioral differences across agents and/or time.  
 
 

  



How does Political Economy Explain a Variation in Outcomes? 
 
 
 
Political economy explains variation on outcomes NOT through changes in preferences, but through 
structural changes that cause a change or variation in preferences.  
 
Clearly, it is not a scientific explanation to claim that agent i does a instead b because she prefers a over b. 
This is a tautology and tautologies are not valid explanations.  

  



Accordingly… 
 
 
…variation in outcomes across space and over time may result from 
 
- structural variation and structural change  
- change in information (i.e. learning) 
- institutional variation and change 
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Chapter 2: Selected Actors and their Preferences  



Governments 
 
 
Four assumption of governmental preferences: 
 
Governments maximize the aggregate utility of the citizens (Jeremy Bentham, Adam Smith, Leon Walras 
and many more). 
 
Problems:  
- utilities not comparable across individuals 
- almost certainly pretty wrong in many respects 
- actual policies would always be optimal 
 
 
Governments maximize the utility of the pivotal voter (the median voter in a unidimensional policy space). 
(Ayre Hillman, Dennis Mueller, and many more early days political economists) 
 
Problems:  
- the median voter does not exist in a multidimensional policy space 
- the government does not know, who the median voter is and what preference she holds 
- the median voter is not needed to win elections 
- actual policies would be far less stable than they actually are (or appear to be) 



 
 
Governments maximize the probability of getting re-elected. (Machiavelli, Nordhaus 1975) 
 
Problems:  
- in a multidimensional policy space many combinations of policies win the incumbent the next election 
- does not really account for governments in autocracies 
- unless the incumbent makes mistakes or has informational deficiencies or an exogeneous shock occurs 
(or the business cycle is largely unfavorable) an opportunistic incumbent is likely to win elections 
 
 
Governments minimize the distance between the governing parties’ ideology and the actual policies. 
(Hibbs 1977, Alesina 1990) 
 
Problems:  
- the ideology may not be the formula that wins elections 
- predicts more change in policies when incumbent changes than we can observe 
- does not explain the existence of interest groups (unless interest groups provide free information to 
governments)  
 
Each assumption probably explains some outcomes, however, none of these simple models is perfect.  
In political economy, opportunistic and partisan models of government are most widely used. Sometimes 
to the extent that alternatives are ignored in political economy textbooks.  



Excursion 2: What is Political Opportunism? 
 
 
Political opportunism is interpreted in different ways, but usually refers to one or more of the following: 
 
a political style of aiming to increase one's political influence at any price, or a political style that involves 
seizing every and any opportunity to extend political influence, whenever such opportunities arise. 
  
the practice of abandoning or compromising in reality some important political principles that were 
previously held, in the process of trying to increase one's political power and influence. 
  
a trend of thought, or a political tendency, seeking to make political capital out of situations with the main 
aim being that of gaining more influence, prestige or support, instead of truly winning people over to a 
principled position or improving their political understanding. 
 
 

  



Voters 
 
Four assumptions on voters:  
 
Forward looking voters compare the manifestos of parties and vote for the party that is closest to their 
own ideology and policy preferences. 
 
Problems  
- parties in power do not necessarily implement the promised policies, and hence voters should care less 
- voters do usually not know the platforms of parties (rationally uninformed voters) 
- voting for the party closest to one’s own preferences does, at least in proportional electoral systems, not 
necessarily maximize the utility from policies (see strategic voters) 
 
Backward looking voters vote for the incumbent if they approve the policy of the past, for an opposition 
party else. 
 
Problems  
- inconclusive theory in systems with more than one opposition party (i.e. all political systems) 
- the government usually has limited influence on its own past performance 
- the model is pretty a-political for a political theory 
 

  



Strategic voters vote for the party that maximizes the voters’ utility from actually implemented policies. 
This leads to divided government and balancing, and often voters do not vote for the party nearest to 
them.  
 
Problems 
- in some political systems strategic voting requires hyperrationality of some voters 
- do voters have preferences over coalitions or parties?  
- it’s a rather complex model that often does not explain much in addition 
 
 
Rationally uninformed voters usually always vote for the party, they have come to believe is closest to their 
own preferences, even though neither individual nor partisan preferences are stable. 
 
Problems 
- if all voters were Stammwaehler (voters that always vote for the same party), the outcome elections 
would only vary because some voters die and some teens and early twens are allowed to voter for the first 
time 
- rationally uninformed voters are usually not dumb, they rely on proxies instead of genuine information 
(i.e. if you are a right-wing voter, you vote for the party that is most obviously opposed by known left-
wingers) 
 

  



Prospective Voting 
 
 
 
„To ignore the future when deciding how to vote […] would obviously be irrational, since the purpose of 
voting is to select a future government.” (Downs 1957: 40) 
 
 
 

Retrospective Voting 
 
 
„The patterns of flow of the major streams of shifting voters graphically reflect the electorate in its great, 
and perhaps principal, role as an appraiser of past events, past performance, and past actions. It judges 
retrospectively; it commands prospectively only insofar as it expresses either approval or disapproval of 
what has happened before.” (Key 1966: 61)  



Economic Voting  
 
Mary Stegmaier, Michael S. Lewis-Beck (Selection, some ideas are rather crude) 
 
 
Approaches  
A sociological approach may see the voter as driven by class connections.  
A psychological approach may view voters as susceptible to appeals to authority.  
A historical approach may count on voters acting pretty much the way people in the district always have.  
An institutional approach might pay special attention to the political barriers to voting at all. 
A communications approach may focus on voter links to media and how they are swayed. A social 
psychological approach may stress that political groups, especially political parties, are key attractors for 
voters.  
An issues-based approach may stress the idea of a reasoning voter, who weighs the pluses and minuses of 
candidate platforms before voting.  

  



Predictions for each ‘Approach’  
 
A sociological approach may see the voter as driven by class connections.  
Prediction: voters vote like their parents do 
 
A psychological approach may view voters as susceptible to appeals to authority.  
Prediction: voters vote for the incumbent (incumbent advantage) 
 
A historical approach may count on voters acting pretty much they themselves or others in the district 
always have.  
Prediction: voters are path-dependent and show herding behavior 
 
An institutional approach might pay special attention to the political barriers to voting at all. 
Prediction: abstention depends on distance to the voting both, on registration, on infrastructures 
 
A communications approach may focus on voter links to media and how they are swayed. A social 
psychological approach may stress that political groups, especially political parties, are key attractors for 
voters.  
Prediction: vote choice depends on media coverage 

  



Interest-Groups 
 
 
Interests can be organized if they deviate from the median voter’s preference.  
 
Why is that?  
 
Lobbying is costly, and only pays if the policy one lobbies for is unlikely to be implemented without the 
lobbying effort.  
 
Interests organized in interest groups are not only relatively radical, they are also strong, otherwise it 
would not be worth the effort.   
 
In other words, a member of Greenpeace has strong and relatively radical views on environmental 
protection.  
 

  



Interest Group Formation Before and After Mancur Olson  
 
Everyone thought that agents which have identical interests and preferences, have no problem to organize 
their cooperation.  
 
For instance, if workers have identical interests (higher wages), they will eventually join or establish a 
union, which then demands higher wages.  
  
 
But that’s wrong.  
 
Olson has shown that cooperation is not self-enforcing even if agents have identical interests, since  
 
public good provision is costly 
each individual is better off if the other individuals provide the public good. 
  

  



Mechanism that Ensure Cooperation in the Presence of Collective Action Problems 
 
 
1. Combine public goods with almost private goods 
i.e. automobile clubs organize free technical help for members 
(technical help is an insurance, hence not in any strict sense a public good, but rather a ‘club good’) 
 
2. punish free-riders 
here is where the ‘state’ comes in… 
 
3. try to transfer public goods into club goods (by regulating access) 
 
4. collect contributions and pay someone for the provision of the public good 
cooperation becomes more visible, and thus free-riding is more easily to detect 
for instance, charity organizations give stickers to those who gave some money 

  



Public Good Production Redistributes Income 
 
 
‘Winners’ of Public Good Production 
 
 actors that heavily use public goods 
 
actors that contribute moderately to its provision (that pay little taxes) 
 
 
‘Loser’ of Public Good Production 
 
 actors that rarely use public goods 
 
 actors that contribute a lot to its provision 

  



Lobbying and Redistribution 
 
The standard model of lobbying for special interests is by Grossman and Helpman.  
They assume opportunistic governments, voters with mean interest v and interest groups with interest c. 
In the absence of organized special-interests, the government would implement a policy according to the 
mean (median) voters’ interest. With organized interests, the interest group might pull the government 
away from this policy. In doing so, the interest group commands over three instruments: it can transfer 
‘resources’ (contributions, bribes, etc.) and ‘information’ to the government. Interest groups may also 
direct the attention of the government. The equilibrium of the game depends on the reaction function of 
the voters, the heterogeneity of interests among organized interests, and the resources/information over 
which the interest-group commands.  

  



How do Interest-Groups influence Policy Outcomes? 
 
 
- campaign contributions (buy policies from the government) 
- ‘inform’ the public (with the intention to shift the median-voters position) 
- inform the politicians 
 
 
Problems 
 
- campaign contributions are relatively minor in most (but not all) countries 
- lobbying triggers counterlobbying 
- interest groups rarely have influence on moderate policy positions  



The Grossman-Helpman Model: Lobbying and Redistribution 
 
 
The standard model of lobbying for special interests is by Grossman and Helpman.  
 
 
They assume opportunistic governments, voters with mean interest v and interest groups with interest c. 
In the absence of organized special-interests, the government would implement a policy according to the 
mean (median) voters’ interest. With organized interests, the interest group might pull the government 
away from this policy. 
 
In doing so, the interest group commands over two instruments: it can transfer ‘resources’ and 
‘information’ to the government.  
 
The equilibrium of the game depends on the reaction function of the voters, the heterogeneity of interests 
among organized interests, and the resources/information over which the interest-group commands. 
  



Readings: Parties, Voting, Elections  
 
Ansolabehere, S. (2006). Voters, candidates, and parties. In The Oxford handbook of political economy. 
 
Grofman, B. (2006). The impact of electoral laws on political parties. The Oxford Handbook of Political 
Economy, 102-18. 
 
Enelow, J. M., & Hinich, M. J. (1984). The spatial theory of voting: An introduction. CUP Archive. 
 
Duch, R. M., & Stevenson, R. T. (2008). The economic vote: How political and economic institutions condition 
election results. Cambridge University Press. 
 
Grossman, G. M., & Helpman, E. (2001). Special interest politics. MIT press.  



Bureaucracies 
 
 
Bureaucracies enjoy autonomy over political deciders because the control of bureaucracies is costly – often 
more costly than the utility loss that occurs because of bureaucratic autonomy.  
 
Assumption: bureaucrats have a preference for autonomy and an incentive to underinvest in investment in 
optimal policies (i.e. learning, conflict mediation, …).  
 
 
The general model is the principal-agent model: the government is the principal, the bureaucracy is the 
agent.  

  



Some Bureaucracies are more Influential than Others 
 
 
 
Example:  
 
The central bank has a lot of autonomy over monetary policy. 
 
This is because independent central banks are better in fighting inflation than dependent central banks.   
 
 

  



Literature: Influential Governmental Organizations 
 
Iversen, T. (1998). Wage bargaining, central bank independence, and the real effects of money. International 
Organization, 469-504. 
 
Iversen, T., Pontusson, J., & Soskice, D. (Eds.). (2000). Unions, employers, and central banks: macroeconomic 
coordination and institutional change in social market economies. Cambridge University Press. 
 
Franzese Jr, R. J. (1999). Partially independent central banks, politically responsive governments, and 
inflation. American Journal of Political Science, 681-706. 
 
Fernández-Albertos, J. (2015). The politics of central bank independence. Annual Review of Political Science, 
18, 217-237. 
  



Readings: Bureaucracies 
 
Huber, J. D., & Shipan, C. R. (2002). Deliberate discretion?: The institutional foundations of bureaucratic 
autonomy. Cambridge University Press. 
 
Huber, J. D., & Shipan, C. R. (2000). The costs of control: Legislators, agencies, and transaction costs. 
Legislative Studies Quarterly, 25-52. 
 
Cook, B. J., & Wood, B. D. (1989). Principal-agent models of political control of bureaucracy. American 
Political Science Review, 83(3), 965-978. 
 
Miller, G. J. (2005). The political evolution of principal-agent models. Annu. Rev. Polit. Sci., 8, 203-225. 
 
Gailmard, S. (2012). Accountability and principal-agent models. Chapter prepared for the Oxford Handbook 
of Public Accountability. 
 
Gailmard, S., & Patty, J. W. (2012). Formal models of bureaucracy. Annual Review of Political Science, 15, 
353-377. 

  



International Organizations 
 
 
can be analyzed as law, as organizations and as international cooperation.  

  



International Organizations as Laws, Rules, and Regulations 
 
 
Countries are sovereign and subject only to rules to which they have agreed.  
 
Exceptions are human rights regulations, but this perspective, the idea that human rights are universal, is 
contested.  
 
However, membership in international organization is fairly stable. (The US under Trump is an exception.) 
 
 
The more relevant international organizations have dispute settlement mechanisms to deal with conflict 
about rules and violations that emerges between members.   

  



International Organizations as Bureaucracies 
 
 
IOs tend to increase their influence on member-states not just by act of delegation from their members, 
but also because decision-making is transferred to the bureaucracy.  
 
The EU is an extreme example, but then the EU is perhaps not just an organization but a form of political 
integration.  
 
 
It is the autonomy that IOs enjoy that makes them to actors in world politics. This autonomy is often 
limited, but rarely entirely absent. 
 
 
Of course, a good starting point would again be the principal-agent model.    



International Organizations as International Cooperation 
 
Obviously, international cooperation is possible without international organizations.  
But it is widely believed that international organizations stabilize international relations and facilitate 
international cooperation.  
 

  



Readings: International Organizations 
 
 
Keohane, R. O. (2005). After hegemony: Cooperation and discord in the world political economy. Princeton 
university press. 
 
Busch, M. L. (2007). Overlapping institutions, forum shopping, and dispute settlement in international trade. 
International Organization, 61(4), 735-761. 
 
Merrills, J. G. (2017). International dispute settlement. Cambridge university press. 
 
Garrett, G. (1995). The politics of legal integration in the European Union. International Organization, 49(1), 
171-181. 
 
Scharpf, F. W. (1988). The joint-decision trap: lessons from German federalism and European integration. 
Public administration, 66(3), 239-278. 
 
  



Conclusion 
 
 
This chapter discussed some widely used assumptions in political economy. 
 
It is important to understand that  
 
a) theories and explanations build on assumptions 
b) assumptions are always and necessarily simplifications 
c) therefore, assumptions are wrong and have to be wrong 
 
 
 
Simplifications: Models and their underlying assumptions aim at simplifying reality. It is therefore a 
necessary condition of assumptions that they are wrong, as an assumption cannot simultaneously simplify 
and be correct.  

  



Assignment 1 
 
Using no more than 300 words: describe how rational ignorance of voters facilitates opportunistic behavior 
of governments. Provide a word count.  
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Chapter 3: From Assumptions to Theory 
 
 
We have seen that political economy assumptions offer a very flexible toolbox for building theories.  
 
Yet, assumptions are the building blocks of theories, but they are not per se already theories. (The term 
rational choice theory is thus at best misleading.) 
 
 
What a theory needs, in addition to assumptions, is a causal mechanism, and the consistent derivation of 
predictions (hypotheses).  
 
 

  



Causal Mechanisms in Political Economy: Theories of the Political Business Cycle 
 
 
Political Business Cycle theories predict that incumbents use resources and policies to manipulate the state 
of the economy (reduce unemployment, generate growth, …) shortly before elections to win elections.  
 
Assumptions:  
 
Incumbents want to stay in power.  (opportunism) 
 
Incumbents have the means (monetary policy, fiscal policy) to increase growth and reduce unemployment.  
 
Voters are (partly) backward oriented and thus more likely to vote for the incumbent if the economy is in a 
good state. (retrospective voting) 
 
Voters rely on current information more than on past information.  
 
Voters have no (or limited) ability to forecast the state of the economy given opportunistic policy choices 
of the incumbent. 

  



Causal Mechanism 
 
Simple: voters vote partly based on retrospective information. Votes are aggregated into electoral 
outcomes. Everything else being equal, the incumbent wins if shortly before the election the economy is in 
a favorable state and unemployment is low or shrinking or both. 
 
 
 

  



Example 1: The Philipps-Curve Version of the Political Business Cycle 
 
 
 
Helmut Schmidt: “I’d rather have five percent inflation than five percent unemployed.” 
 
Note that the Phillips curve is an empirical regularity. 
Is it also a model of choice??? 
 

 

The Phillips CurveWage growth % 
(Inflation)

Unemployment (%)

The Phillips Curve shows an inverse relationship 
between inflation and unemployment. It suggested 
that if governments wanted to reduce 
unemployment it had to accept higher inflation as a 
trade-off.

Money illusion – wage rates rising but individuals 
not factoring in inflation on real wage rates.

1.5%

6%4%

2.5%
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The Missing Political Link of the Argument 
 
 
Version 1:  
When unemployment is low, workers (unions) can demand relatively high wage increases. This pushes 
inflation upwards since corporations have to increases prices.  
When unemployment is high, workers (unions) have less bargaining power and thus cannot push through 
high wage increases (regardless whether prices rise or not).  
 
Version 2:  
If inflation increases, because the government prints more money or cuts interest-rates, wages do not 
necessarily decline (that is what Keynes thought), nor does demand increase (that is what Phillips thought).  
HENCE: the Phillips curve describes a purely functional logic, that cannot be exploited strategically.  

  



In Reality 
 
 
the political manipulation of the business cycle through lax monetary policies is expensive:  
 
- in the short run, unemployment declines and inflation remains low, 
 
- in the long run, unemployment returns to initial levels and inflation increases.  
 
 
 
 
 

  



Problems 
 
 

 
 

  



Discuss the implications of the Lincoln quote for naïve political business cycle models. Is it possible to 
repeatedly manipulate the economy to win elections? Do voters learn from the consequences of business 
cycle manipulation (stagflation)?  

  



Example 2: Paradox of Voting 
 
The paradox of voting, also called Downs paradox, is that for a rational, self-interested voter, 
the costs of voting will normally exceed the expected benefits. Because the chance of 
exercising the pivotal vote (i.e., in an otherwise tied election) is minuscule compared to any 
realistic estimate of the private individual benefits of the different possible outcomes, the 
expected benefits of voting are less than the costs.  
 
Wikipedia 
 
Why do voters vote at all, if the costs of voting exceed the gains from voting? 
The probability of being pivotal are tiny, the differences between parties for each voter tend to 
be small, and voting takes time. 
 
Dennis Muller: “The probability of being run over by a car going to or returning from the polls 
is similar to the probability of casting the decisive vote.” (p. 305) 
Not sure what Muller computes here… 
Accidents with injuries in Vienna per day: 150.  
Citizens of Vienna: 1,800,000 
Prob: 0.0083 percent  



Paradox of Voting: Assumptions 
 
 
Voters are rational and maximize utility (which is often welfare in this literature). 
 
The costs of voting are low, but perhaps in the area of 5-50 Euro, depending on opportunity costs. Much 
higher if voters need to vote in their city of birth (as in Greece), if voters need to register (as in the USA), 
and if voting takes place on a working day (many countries).  
 
 
The utility of voting depends on the similarity of partisan platforms. The larger the similarity, the lower the 
policy differences after elections, and the lower the utility from participation.  
 
multiplied By 
 
the probability of being pivotal. If a voter has 0 probability of being decisive, the utility of voting declines to 
0, if a voter IS decisive, the utility is exactly her gains from differences in policy outcomes.   



Paradox of Voting: Causal Mechanism 
 
 
Not trivial:  
 
There is a probability density function of gains from voting.  
The expected gains of voting are larger for radical voters. Why is that?  
The expected gains of voting are larger for richer voters. Why is that? 
 
There is probability density function of costs of voting.  
Depends on the electoral system, depends on weather, depends on social desirability and observability of 
voting, depends on age, health, … 
 
 
Note: the probability of voting of agent i depends on the probability of voting of agents -i.   
  



Solutions to the Paradox of Voting from the Literature 
 
 
A taste for voting… 
 
…voting itself increases the voters’ utility  
 
… minimum regret (voting to prevent the worst possible outcome) 
(Ferejohn and Fiorina) 
 
 
 
 
Abstention by all voters is NOT an equilibrium. 

  



 
Germany 



 



 
Germany 

  



Difference in Electoral Participation between Citizens > 55 y and Citizens 16-35 y 

 
  



Evidence for an Economic Theory of Voting 
 
Turnout declines when it rains.  
Fraga, B. L., & Hersh, E. (2010). Voting costs and voter turnout in competitive elections. 
 
And the propensity of turnout for individual voters declines more the poorer they are. 
Gomez, B. T., Hansford, T. G., & Krause, G. A. (2007). The Republicans should pray for rain: Weather, turnout, and voting in 
US presidential elections. The Journal of Politics, 69(3), 649-663. 
 
Turnout increases when the race is expected to be close. 
Aldrich, J. H. (1993). Rational choice and turnout. American journal of political science, 246-278. 
Simonovits, G. (2012). Competition and turnout revisited: The importance of measuring expected closeness accurately. 
Electoral studies, 31(2), 364-371. 
 
Turnout is lower when less is at stake. 
Reif, K., Schmitt, H., & Norris, P. (1997). Second-order elections. European Journal of Political Research, 31(1-2), 109-124. 
Söderlund, P., Wass, H., & Blais, A. (2011). The impact of motivational and contextual factors on turnout in first-and 
second-order elections. Electoral studies, 30(4), 689-699. 
 

  



My two (or three?) pennies on the Paradox of Voting 
 
 
1.) Voters do not know, at least not exactly, how close the race is. They (some of them at least) 
have (implicit) probability density functions about their expected electoral outcome. This may 
generate a relatively large expected probability of being pivot – much larger than the ‘true’ 
closeness usually is.  
 
2.) Not all voters have preferences over parties. Many voters in countries with proportional 
electoral rules have preferences over coalitions. This makes a race way closer.  
 
3.) Opposition parties do not have no influence on political outcomes. This makes voting for 
‘losers’ more attractive – and it explains why voters do not like voting for parties to fail at the 5 
percent (or similar) hurdle. 
 
 
However, note that if we increase the influence on the opposition on policy outcomes, the 
‘policy gap’ between parties declines. This should also reduce the incentives to vote.  
  



Paradox of Voting: Conclusion 
 
 
The paradox of voting model is good and makes numerous useful and correct predictions.  
 
It does not predict that equilibrium turnout is 0 (because each voter would be pivotal), and it should not be 
interpreted in a deterministic way.  
 
If, however, one assumes that voters have a distribution of gains and costs of voting, we find that turnout 
is both a function of aggregate gains and aggregate costs.  
 
Being a social science theory, it does not predict and does not aim at predicted whether a specific voter 
votes.  
 

  



Example 3: Duverger’s Law 
 

 
 

In political science, Duverger's law holds that plurality-rule elections (such as first past the 
post) structured within single-member districts tend to favor a two-party system, whereas 
"the double ballot majority system and proportional representation tend to favor 
multipartism". 
The discovery of this tendency is attributed to Maurice Duverger, a French sociologist who 
observed the effect and recorded it in several papers published in the 1950s and 1960s. In 
the course of further research, other political scientists began calling the effect a "law" or 
principle. 
Duverger's law draws from a model of causality from electoral system to a party system. A 
proportional representation (PR) system creates electoral conditions that foster 
development of many parties, whereas a plurality system marginalizes smaller political 
parties, generally resulting in a two-party system. 
  



Empirical Evidence 
 
 
Most countries with plurality voting have more than two parties. While the United States is 
very much a two-party system, the United Kingdom, Canada and India have consistently had 
multiparty parliaments. 
 
Eric Dickson and Ken Scheve argue that there is a counter force to Duverger's law, that on 
the national level a plurality system encourages two parties, but in the individual 
constituencies supermajorities will lead to the vote fracturing.  
Steven R. Reed has shown Duverger's law to work in Japan and Italy; the "extension of 
Duverger's law into Japanese case", as Gary W. Cox notes, resulting in Reed's identification 
of the M + 1 equilibrium. 
 
  



More Evidence 
 
Riker, W. H. (1982). The two-party system and Duverger's law: an essay on the history of political 
science. American Political Science Review, 76(4), 753-766. 
Grofman, B., Blais, A., & Bowler, S. (Eds.). (2009). Duverger's Law of plurality voting: The logic of party 
competition in Canada, India, the United Kingdom and the United States (Vol. 13). Springer Science & 
Business Media. 

 
Final Verdict 

 
  



Other Questions 
 
 
Why does the number of parties in most parliaments increase? 
 
What is the difference between opportunistic government and populistic government? 
 
Why are members of parliament in majoritarian systems more likely to vote against the 
party line? (Why is party discipline lower?) 

  



Political Economic Theories… 
 
 
…combine assumptions and mechanism into predictions.  
 
The best theories do not seek to explain known phenomena, they take assumptions and mechanisms 
seriously to generate predictions.  
 
 

  



Readings: Political Business Cycle 
 
 
Nordhaus, W. D. (1975). The political business cycle. The review of economic studies, 42(2), 169-190. 
 
Drazen, A. (2000). The political business cycle after 25 years. NBER macroeconomics annual, 15, 75-117. 
 
Dubois, E. (2016). Political business cycles 40 years after Nordhaus. Public Choice, 166(1-2), 235-259. 
 
Nordhaus, W. D., Alesina, A., & Schultze, C. L. (1989). Alternative approaches to the political business cycle. 
Brookings papers on economic activity, 1989(2), 1-68. 
 
Franzese, R., & Jusko, K. L. (2006). Political-economic cycles. Oxford handbook of political economy, 545-
564. 
 
Franzese Jr, R. J. (2002). Electoral and partisan cycles in economic policies and outcomes. Annual review of 
political science, 5(1), 369-421. 
 
Clark, W. R., Reichert, U. N., Lomas, S. L., & Parker, K. L. (1998). International and domestic constraints on 
political business cycles in OECD economies. International Organization, 87-120. 

  



Assignment 2 
 
Using no more then 300 words, explain why electoral participation declines.  
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Chapter 4: Income Inequality, Redistribution and the Welfare State 
  



The Welfare State: Functions 
 
 
The welfare state insures individuals against unevenly distributed risks. 
 
- health, unemployment, aging (if we believe aging is a risk) 
- these risks are partly exogeneous, partly endogenous 
- to the extent that risks are endogenous, a moral hazard problem occurs 
 
 
The welfare state redistributes income.  
 
- contributions depend on income or the welfare state is tax-financed. 
- welfare state transfers are not evenly distributed  
 
 
The welfare state has positive and negative externalities:  
 
- redistribution and social security reduce the potential for conflict 
- redistribution and social security reduce saving rates and therefore investment and growth 
- redistribution and social security stabilize economic development (the variation declines) 
 



Excursion 1: The Effect of Redistributive Pensions on Poverty 
 
Most observers believe that redistributive pensions reduce poverty in old ages.  
 
However, there are two compelling arguments that this believe is wrong: 
 
Pension contributions reduce private savings (because the need to safe declines and because the ability to 
safe declines) and therefore prevent the relatively poor from building up capital stocks (house ownership, 
capital market investment).  
 
Pensions contributions have a very small and often a negative return on investment. In many countries, 
one needs to work 40 years and become at least 85 years old to enjoy a positive interest rate.  
 
Private investment gives higher yields for the vast majority of investors. 
 
 
This was different 50 years ago, but returns on investment are getting worse every year through 
demographic change.   
  

  



How do Governments Redistribute Income? 
 
-- tax policy 
-- subsidies, free access to universities 
-- social transfers 
-- monetary policy 
-- regulations  
-- trade policy 
 
Is there any policy that does not redistribute income?  
Probably not, it is at least very unlikely to exist. 
  



Why do Governments Redistribute Income? 
 
 
 
-- to achieve an optimal level of income inequality 
 (optimal might mean: growth maximizing, vote share maximizing, …) 
 
--  to reduce poverty  
 
--  to provide benefits for important groups of voters, that is to win elections 
 (swing voters, median-voters) 
 
--  to achieve second order goals, such as environmental protection, promotion of culture 
 
-- else? 

  



What Do We Know about the Change in Income Inequality Across the OECD? 
 
 
 

  



On Tax Progression in Germany 
 
 
 
Assume the Median Income Household pays 100 Euro in taxes and social security contribution. 
 
How much should the top-10 percent income household pay? 
 
 
 
 

  



Note that the 10th highest income household earns 2.2 times the median income on average.  
 
What should the 10th highest income household pay in taxes now? 
 
What do you think the richest 10 percent contribute to government revenues? 

  



Redistribution to the Government  
 

 
Stefan Bach (stellvertretender Leiter der Abteilung Staat des DIW mit den Arbeitsschwerpunkten Finanz- und Steuerpolitik, Sozialpolitik, 
Einkommens- und Vermögensverteilung): Unsere Steuern. Wer zahlt? Wie viel? Wofür?, Westend Frankfurt/Main 2016, S. 157. 
Aus Wikipedia  



The richest 10 percent account for 33 percent of government revenue. 
 
And pay roughly 5 times what the median income earner pays, with 2.2 times the median income.   



Government Revenue: Where Does it Come From? 
 

 
 
SSC: social security transfers 
VAT: value-added tax 
IND: income tax 
CORP: corporate taxes 
PROP: property taxes 
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Lieing with Statistics: What the Data Really Shows 
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The Change in Post-Tax Income Inequality 2007-2016  
 

GINI 

 
 



Wikipedia: Gini 
 
In economics, the Gini coefficient (/ˈdʒiːni/ JEE-nee), sometimes called the Gini index or Gini ratio, is a 
measure of statistical dispersion intended to represent the income inequality or wealth inequality within a 
nation or any other group of people. It was developed by the Italian statistician and sociologist Corrado 
Gini and published in his 1912 paper Variability and Mutability (Italian: Variabilità e mutabilità).[1][2] 
 
The Gini coefficient measures the inequality among values of a frequency distribution (for example, levels 
of income). A Gini coefficient of zero expresses perfect equality, where all values are the same (for 
example, where everyone has the same income). A Gini coefficient of one (or 100%) expresses maximal 
inequality among values (e.g., for a large number of people, where only one person has all the income or 
consumption, and all others have none, the Gini coefficient will be very nearly one) 
 

  



The Change in Income Inequality 2007 to 2016 
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Thus, Post-Tax Income Inequality 
 
 
 
has increased in: 
 
USA, SWE, NOR, DNK, ITA 
 
 
has declined in: 
ISL, BEL, AUT, NDL, PRT 
   



What About Pre-Tax Income Inequality? 
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Pre-Tax Income Inequality Depends on: 
 
 
- sectoral change 
- economic growth 
- skill premia 
- unemployment 
 
  



The Overgeneralized Case: Income Inequality in the USA 
(this is an example on how to lie with figures) 

  



Figure 2: Mean Incomes of Population Quintiles, 1954-86 

 
  



 
Both functions grow with a rate of 3%, and thus inequality remains constant. 
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Did Income Inequality Really Increase in the USA? A View to the Top 
 

  



 
 

  



  



The Political Economy of Income Redistribution 
  



The Meltzer-Richard Model 
 
pre-tax income: productivity times hours worked 
individuals maximize utility, which is an increasing concave function of consumption (=productivity*hours 
worked – taxes) and leisure z 

( )1c l vτ κ= − +  
where c is consumption, tau the tax rate, l is times worked (1-l is thus leisure) and v are government 
transfer to the individual, kappa is productivity. 
Government’s transfers cannot exceed the tax rate times the taxed income (no deficits). 
This model suggests that poorer individuals prefer higher taxes.  
The model’s predictions are often interpreted as  
The lower the median voter’s income relative to the mean income, the higher the degree of redistribution 
c.p.  
 
 
Redistribution is preferred by  
 
- low income groups 
- individuals with strong preference for leisure 
  
Prediction: countries with larger pre-tax inequality prefer more redistribution 
Evidence: relatively weak 



Dixit-Londregan Model 
 
In this model, two parties with different policy preferences compete for the votes of the electorate. 
 
The utility of voters depends on two factors: 
- the distance between her policy position and the position of the party in power, and  
- her consumption, which is a function of his/her pre-tax income and transfers s/he receives. 
 
Transfers are directed towards ‘groups’ (rather than to the population or to the individual). 
The model is non-trivial, but its main results are the following: 
 
In equilibrium, each party offers a vector of transfers which maximize its total votes, taking the other 
parties vector of transfers into consideration (subject to a balanced budget constraint). 
The basic model has been used to derive predictions on the parties’ response to different reaction function 
of voters. 
Most importantly, it can be shown that BOTH parties are more likely to target swing voters to direct 
transfers to voters that can be targeted more efficiently. 
 
Predictions: if in power, parties redistribute to their own identifiable voters. 
Evidence: strong 
  



Por-Barrel Politics Model 
 
 
Pork Barrel refers to a situation in which a collectively financed program is directed to a small group 
though the social costs exceed the social benefits. 
In the US context, Pork Barrel is explained by the decision-making mechanism in the US congress. 
 
The Weingast, Shepsle, Johnson model suggest that there are J legislative district, and each congressman 
has an incentive to provide goodies to his district’s electorate. 
 
Projects are financed by tax revenues, which have a unspecific origin, that is: tax income from California 
might be used to finance a bridge in Delaware.  
Buchanan and Tullock argue that congressmen exchange support, that is, they support each others 
projects. This behavior is called logrolling.  
 
Fiorina and Baron model legislative processes based on logrolling. In short, they suggest that the congress 
should decide firstly on the size of budget, then on its distribution.  
 
 
  



Lobbying and Redistribution 
 
The standard model of lobbying for special interests is by Grossman and Helpman.  
 
They assume opportunistic governments, voters with mean interest v and interest groups with interest c. 
In the absence of organized special-interests, the government would implement a policy according to the 
mean (median) voters’ interest. With organized interests, the interest group might pull the government 
away from this policy. 
In doing so, the interest group commands over two instruments: 
it can transfer ‘resources’ and ‘information’ to the government.  
The equilibrium of the game depends on the reaction function of the voters, the heterogeneity of interests 
among organized interests, and the resources/information over which the interest-group commands.  
  



Excursion 2: Rethinking Income Inequality 
 
 
 
Income inequality tends to be measured based on annual data.  
 
However, inequality in lifetime income (or expenditures) is a much better measure. 
 
 
 
Consider the influence of students in income inequality… 
 
If students are included in the data, a larger share of students increases income inequality, because many 
students earn less than the average income.  
However, over their lifetime, academics earn more than the mean lifetime income.  
Thus, a student that earn exactly the mean lifetime income will increase annual income inequality in 
roughly every year.  

  



Factors that Influence Lifetime Income 
 
 
- gender  
- cohort entry year (age) 
- unemployment years 
- number of years in education 
 
 

  



US Data: Lifetime Income Inequality Increases by Entry Year  
 

 
 
Note, this figure is difficult to interpret as it captures different processes: 
- female labor force participation increases 
- skill premium increases 
- the share of unskilled workers declines 
 
Guvenen, F., Kaplan, G., Song, J., & Weidner, J. (2017). Lifetime incomes in the United States over six 
decades (No. w23371). National Bureau of Economic Research. 



Higher Education Annual Income Inequality 
 
 
If inequality in years spend in education increases, annual income inequality needs to rise to prevent a 
decline in the (monetary) incentives to enrol to higher education.  
 

  



And Global Income Inequality? 
  



How do we calculate global inequality? 
 
 

 
C1: Inequality of Country Means 
C2: Inequality of Country Means weighted by Population 
C3: Inequality of Individual Incomes 

  



Data Requirements 
 
 
C1: GDP per capita 
C2: GDP per capita and population 
C3: consistent household income data by country (currently available for 1.5 percent of global population)  
consistency limited 
 

 
  



Global Income Inequality in Comparison 
 

 
 



 
 
Milanovic, B. (2012). Global income inequality by the numbers: in history and now-an overview. The World 
Bank. 

  



Other Global Inequalities 
 

  



To understand… 
 
 
In most countries, income inequality is rather stable since the late 80s. 
 
In countries in which income inequality rises, pre-tax inequality increases while redistribution remains 
constant. Few governments have reduced redistribution, but some countries have tried to make 
redistribution more efficient.  
 
The USA (the case that often and unduly dominates the scientific debate) income inequality rises we ignore 
capital gains and do not ignore taxation.  
 
Political economist usually analyze redistribution as inefficient opportunistic policy of incumbents that aim 
to stay in power.   
  
One conceptual problem with income inequality is the dominance of annual data. Since low income groups 
invest less in education they work more years, and therefore lifetime income inequality is lower than annul 
income inequality.  
 
On a global level, income inequality has declined mostly because of the rapid decline in Asian poverty. 
Other global inequalities (health, education) also decline. Driving factors: democratization and 
globalization.  



  



Readings 
 
Meltzer, A. H., & Richard, S. F. (1981). A rational theory of the size of government. Journal of political 
Economy, 89(5), 914-927. 
 
Dixit, A., & Londregan, J. (1996). The determinants of success of special interests in redistributive politics. 
the Journal of Politics, 58(4), 1132-1155. 
 
Grossman, G. M., & Helpman, E. (2005). Party discipline and pork barrel politics (No. w11396). National 
Bureau of Economic Research. 
 
Grossman, G. M., & Helpman, E. (2001). Special interest politics. MIT press. 
 
Iversen, T., & Cusack, T. R. (2000). The causes of welfare state expansion: deindustrialization or 
globalization?. World politics, 52(3), 313-349. 
 
Allan, J. P., & Scruggs, L. (2004). Political partisanship and welfare state reform in advanced industrial 
societies. American Journal of Political Science, 48(3), 496-512. 
 
Piketty, T., & Saez, E. (2006). The evolution of top incomes: a historical and international perspective. 
American economic review, 96(2), 200-205. 
 



Rubin, A., & Segal, D. (2015). The effects of economic growth on income inequality in the US. Journal of 
Macroeconomics, 45, 258-273. 
 
De Maio, F. G. (2007). Income inequality measures. Journal of Epidemiology & Community Health, 61(10), 
849-852. 
 
Krueger, D., & Perri, F. (2006). Does income inequality lead to consumption inequality? Evidence and 
theory. The Review of Economic Studies, 73(1), 163-193. 
 
Firebaugh, G. (2009). The new geography of global income inequality. Harvard University Press. 
 
Milanovic, B. (2012). Global income inequality by the numbers: in history and now-an overview. The World 
Bank. 
 
Firebaugh, G., & Goesling, B. (2004). Accounting for the recent decline in global income inequality. 
American Journal of Sociology, 110(2), 283-312. 

  



Assignment 3 
 
Using no more than 300 words, compare two different concepts or indicators of income inequality.  
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Chapter 5: Trade and Development 
 

  



Efficiency Gains 
 
Trade triggers welfare gains because of ‘international division of labor’.  
 
Even if one country is more efficient in producing everything than another country, both countries could 
generate efficiency gains by concentrating on the production of goods and services for which they have a 
‘comparative advantage’.  
What matters is that countries focus on what they can do relatively well.  
 

 
Who should produce cars? 



Origins of Competitive Advantages in the Global Economy 
 
 
Countries produce what their ‘factor endowment’ allows them to produce most competitively: 
 
- capital  
- technology 
- labor  
- skills  
- natural resources 
- economies of scale 
- agglomeration effects 
- energy price 
- government policies (uneven corporate taxation) 
 
 

  



China’s Sectoral Trade Balance 
 

 
 
  



Gains from Trade 
 
 
Estimates suggest that goods would be 20-25 percent more expensive on average.  
 
International trade openness is robustly related to economic growth in models of economic growth… 
 
Sala-i-Martin, X.X., 1997. I just ran two million regressions. The American Economic Review, pp.178-183. 
 

  



Latin America: A Tale of Three Countries 
 
 
Miracle of Chile 
 
The “Miracle of Chile” was a term used by economist Milton Friedman to describe the reorientation of the 
Chilean economy in the 1980s and the effects of the economic policies applied by a large group of Chilean 
economists who collectively came to be known as the Chicago Boys, having studied at the University of 
Chicago where Friedman taught. He said the “Chilean economy did very well, but more importantly, in the 
end the central government, the military junta, was replaced by a democratic society. So the really 
important thing about the Chilean business is that free markets did work their way in bringing about a free 
society.” 
 
 
 
Latin America has two of the most protectionist countries: Brazil and Argentina  
And one country that was one of the early liberalizers: Chile.  
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Trade Liberalization usually pays for countries (that is: on average) 
A growth model that relates trade orientation to the ability to absorb technological progress from the rest 
of the world is developed for the case of a small country. The model is tested using a new index of trade 
orientation that is free from the limitations described above. The results obtained using a cross country 
data set provide strong support to the hypothesis that, with other things given, countries with a less 
distorted external sector grow faster than those countries with a more distorted external sector.  
Edwards, S. (1989). Openness, outward orientation, trade liberalization and economic performance in 
developing countries (No. w2908). National Bureau of Economic Research. 
 
 
But this does not hold for all countries at all times: 
 
Karras, G. (2003). Trade openness and economic growth can we estimate the precise effect?. Applied 
Econometrics and International Development, 3(1).  



Global Economic Development  

 
 
  



Yet: Trade Liberalization generates “Winners and Losers” 
 
 
 
 
Not everybody profits from international trade: 
 
 
Winners: all consumers profit as goods and services become cheaper (in the short run, but beware of 
monopolies) 
 

  



Winners and Losers: The Ricardo – Viner Model  
 
 
different sectors  
 
Comparative Advantage: capital rich countries in sectors in which production is labour intense, labour rich 
countries in sectors which are labour intense 
 
Mechanism: Specialization 
 
Winner: capital and labour in sectors with comparative advantage 
 
 
 
  



The Heckscher – Ohlin Model 
 
 
Factors of Production: Capital and Labour 
 
Specialization according to comparative advantage 
 
Mechanism: Specialization 
 
Increases demand for relatively abundant factor, reduces demand for relatively scarce factor.  
 
Winners: rel. abundant factors (because it gets scarcer) 
 
That is:  
In capital rich countries, trade leads to specialization of capital-intense production, that makes capital 
scarcer and increases the price (interest income and dividends relative to wages).  
 
I capital poor countries, trade leads to specialization on labour-intense production, that increases demand 
for labour and thus the wage (wages relative to capital income). 
 
 
 



 

2 x 2 x 2 Model 
 
 
Ricardo – Viner and Heckscher – Ohlin were never competing models. Easy to integrate (not even 
necessary)… 
 
 
Relative winners: abundant factor in sectors with comparative advantage 
Relative losers: scarce factor in sectors with comparative disadvantage.  
 
In capital-rich countries: capital in competitive sectors. 
In labour-rich countries: labour in competitive sectors.  
 
 
Empirical evidence tends to be strong. But note that ‘losers’ are relative losers.  
  



Why are Some Countries more Open than Others? 
 
Findings:  
Africa and South America most Protectionist 
More open countries are richer, and vice versa, richer countries are more open. 

 
Source: WTO 
 



The Political Economy of Trade Liberalization 
 
 
Efficiency hypothesis:  
 
International trade leads to deregulation of business, low corporate tax rates, and few government 
interventions into markets, because liberal market economies are more efficient and being efficient is 
important when countries face global competition.  
 
 
Compensation hypothesis:  
 
International trade leads to larger governments as the winners of globalization need to compensate the 
losers of globalization to gain their support for trade liberalization.  
 
 
Empirically, the compensation hypothesis has won, but excess regulation and excess public sectors 
(Scandinavia, New Zealand) have vanished. At the same time, the public sector in liberal market economies 
has grown (Ireland).  
 
Iversen and Soskice: not economic liberalization but improving education and the skill level has been the 
key policy to global competitiveness.  



To understand… 
 
 
Trade increases wealth through division of labour.  
 
Many open economies have grown faster than closed, protectionist economies, after controlling for 
political institutions and availability of lootable raw materials.  
 
Trade has redistributive effects: by increasing the economic concentration on competitive industries and 
sectors, it redistributes income from industries that non-competitively produce tradable goods and 
services to sectors that produce non-tradables and sectors that competitively produce tradable goods and 
services. 
 
Trade also has a redistributive effect across factors of production. It tends to increase demand for the 
relative abundant factor and therefore increase the relative price.   
 
The compensation hypothesis suggests that due to these redistributive effects, more open countries 
redistribute more than less open countries.  
 
The efficiency hypothesis suggests that compensation is no longer possible because of footloose capital 
(note that most countries redistribute from labor to labor).   



Readings 
 
Leamer, E. E. (1984). Sources of international comparative advantage: Theory and evidence. Cambridge, 
MA: MIT press. 
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Atkeson, A., & Kehoe, P. J. (2000). Paths of development for early-and late-bloomers in a Dynamic 
Heckscher-Ohlin Model (p. 256). Federal Reserve Bank of Minneapolis, Research Department. 
 
Down, I. (2007). Trade openness, country size and economic volatility: The compensation hypothesis 
revisited. Business and Politics, 9(2), 1-20. 
 
Walter, S. (2010). Globalization and the welfare state: Testing the microfoundations of the compensation 
hypothesis. International Studies Quarterly, 54(2), 403-426. 
 
Kim, S. Y. (2007). Openness, external risk, and volatility: Implications for the compensation hypothesis. 
International Organization, 181-216. 
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Rodrik, D. (1998). Why do more open economies have bigger governments?. Journal of political economy, 
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Rodrik, D. (1997). Trade, social insurance, and the limits to globalization (No. w5905). National Bureau of 
Economic Research. 
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Chapter 6: Capital Mobility and Foreign Direct Investment 



Trade and Capital Flows 
 
 
 
Are logically linked through the Balance of Payments. Or, to put it differently: because the buyer has to 
pay the seller even if there is a border between them.  
  
The Balance of Payments accounts for PAYMENTS.  
 
  
Export of Goods Import of Goods 
Export of Services Import of Services 
  
Inflow of FDI Outflow of FDI 
Inflow of Portfolio Investment Outflow of Portfolio Investment 
  
 Other Transfers (contribution to IOs, remittances) 
  
Increase in Reserves Reduction in Reserves 

  



Vernon’s Product Life Cycle 
 
products (industries) run through a life cycle: 
 
1. period: invention, high skill-intensity, patents, monopoly ? 
   location: most advanced country 
2. period: maturing, mid skill-intensity, patents expired, fierce competion 
 location: advanced countries 
3. period: old, low skill-intensity, no patents, potentially labor intensive production 
   location: developing country 



time since 'birth' 
of an industry

skill intensity

number of firms

 
 
 

  



Alternative to Vernon: Krugman, Fujita, Venables’ Geography 
 
 
most industries generate positive externalities to their competitors 
i.e. by enhancing the sector-specific skills of the workforce 
 
advantages of ‘clustering’ 
competing corporations choosing the same location regardless of the availability of raw materials 
 
 
 
examples? 
 
Silicon Valley 
software industry in India 
 
else? 
 
 
 
 

  



Motives for FDI 
 
 
- availability of raw materials, 
- factor endowments, 
- market access,  
- agglomeration (which is a special case of local factor endowment if ‘skills’ are a factor 
- wage and productivity differentials 
 
 
 
 
 
 
 

  



And what about policies? 
 
- taxation  
- environmental policy 
- child labor 
- labor rights 
- social security systems 
- differences in regulation (i.e. production standards) 
 
play a role, but rarely dominate investment decision 
 
Why is that??? 

  



Why Politics does not Dominate Foreign Investment Decisions 
 
 
a) the majority of FDI aims at market access, production regulation are not relevant, unless regulations 

destroy demand 
 
b) if FDI is not for market access, poor political conditions often lead to a depreciation of the currency, 

which increases the locational competitiveness, most dangerous policies therefore monetary policies 
that lead to an overvalued currency (Brazil, Argentina, …)   

 
  



Flows and Stocks of FDI (Source: UNCTAD, excerpt) 
 

 
 
https://unctad.org/en/Pages/DIAE/World%20Investment%20Report/Annex-Tables.aspx 
 
 

https://unctad.org/en/Pages/DIAE/World%20Investment%20Report/Annex-Tables.aspx


Some First Evidence that FDI is mainly for Market Access 
 

 
More than 50 percent of FDI are in high-wage countries.  



And the Picture become clearer when we consider Stocks 
 
 

 
 
 

  



FDI flows from High Wage to High Wage Countries, dominantly 

 



Why Do Governments Restrict FDI and Foreign Ownership?  

 
 
Restrictions to foreign ownership decline, but still do exist.  



 
 
Most countries are more open to FDI… 

  



Capital Liberalization leads to increased FDI (who would have thought…) 

 



But some countries still can remove further restrictions 

  



 



Why do governments implement capital controls? 
 
Because they rely on political support from the domestic owners of uncompetitive firms.  
Because they wish to maintain some monetary policy autonomy.  
 

 
Alesina, A., Grilli, V., & Milesi-Ferrett, G. M. (1993). The political economy of capital controls (No. w4353). 
National Bureau of Economic Research. 



Bilateral Investment Treaties can help reducing barriers to FDI… 

 
  



More on FDI and Market Access 

  
Source: UNCTAD 

  

http://www.unctad.org/Templates/Page.asp?intItemID=1485&lang=1


The Political Economy of Capital Controls 
 
 
 
To know: most capital controls restrict capital inflows 
 
There is s potentially better argument for capital outflow restrictions, which may be helpful to prevent 
herding behavior in a financial crisis.  
 
  
 
 
 
 

  



Why do governments implement capital controls? 
 

 
 



Who favors capital controls? 
 
 
- domestic capital-owners in non-competitive sectors 
- incumbent governments that seek to manipulate the business cycle 
 

To understand 
 
 
- capital controls prevent capital outflows or capital inflows, or both 
 
- motives differ 
 
- governments prevent capital inflows to provide rents to the domestic elite or to make monetary policy 
more effective 
 
- governments prevent capital outflows to prevent or slow down a run on the domestic currency 
 
 
 
 



 
  



Readings 
 
 
Alesina, A., Grilli, V., & Milesi-Ferrett, G. M. (1993). The political economy of capital controls (No. w4353). 
National Bureau of Economic Research. 
 
Edwards, S. (1999). How effective are capital controls?. Journal of Economic Perspectives, 13(4), 65-84. 
 
Johnson, S., & Mitton, T. (2003). Cronyism and capital controls: evidence from Malaysia. Journal of financial 
economics, 67(2), 351-382. 
 
Quinn, D. P., & Inclan, C. (1997). The origins of financial openness: A study of current and capital account 
liberalization. American Journal of Political Science, 771-813. 
 
Quinn, D. P., & Toyoda, A. M. (2008). Does capital account liberalization lead to growth?. The Review of 
Financial Studies, 21(3), 1403-1449. 
 
Quinn, D. (1997). The correlates of change in international financial regulation. American Political science 
review, 531-55 
 
Valdés-Prieto, S., & Soto, M. (1998). The effectiveness of capital controls: theory and evidence from Chile. 
Empirica, 25(2), 133-164. 



 
Magud, N. E., Reinhart, C. M., & Rogoff, K. S. (2011). Capital controls: myth and reality-a portfolio balance 
approach (No. w16805). National Bureau of Economic Research. 
 

  



Assignment 4 
 
In no more than 300 words, answer the following question:  
 
Who pays for capital controls?  (‘who’ refers to identifiable groups)  
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Chapter 7: Exchange-Rate Politics and Monetary Policy 
  



Monetary Policy in Open Economies 
 
 
  



1 Euro in Dollar 

 

 
 



1 Euro in Pound  
 

 
 
 



What is an exchange-rate? 
 
An exchange rate is the rate at which one currency will be exchanged for another. It is also regarded as the 
value of one country’s currency in relation to another currency.  
Exchange rates are either determined in the foreign exchange market, or set and defended by a 
government or central bank.  
 

  



What drives exchange-rates? 
 
 
…in the short run? 
we don’t know or: 
 
alternatively:  
- sentiments 
- rumors 
- expectations about the expectations of other investors 
- events (shocks) 
 
 
… in the long run? 
 
- the relative ratio of productivity growth and inflation 
- expectations about productivity and inflation  
- monetary policies, trade policies 
- monetary policies / central bank interventions 
 
Accordingly, exchange-rates are predictable in the long run, unpredictable in the short run. 
 



Exchange-Rate Regimes 
 
Flexible Exchange-Rate 
the market decides on the relative value of the currency 
 
Managed Float 
in principle the currency floats, but the government may under certain circumstance intervene 
 
Fixed Exchange Rate 
 Fixed to Key Currency (Dollar, Euro, Yen?) 
 Fixed to Currency Basked 

the government(s) has/have the obligation to intervene  
important: parities, bandwidths  

 
Currency Board 
Value of Issued Money held in Reserves 
 
Dollarization 
Introduction of Dollar/ Euro/ Franc/ Pound as SOLE Means of Payments 
 
Currency Union 
Common Currency and one monetary policy… 



Why do some countries peg their currency, and other float? 
 

  



Advantages of stable exchange-rates: 
  
stable expectations 
no need to insure against exchange-rate risks  
  low transactions costs to trade 
  more trade  (Andrew Rose) 
  higher economic growth (?) 
 
 

Disadvantages of fixed exchange-rates 
 
risk of severe misalignment 
speculative attacks on exchange-rate peg 
reduction in monetary policy autonomy 



How are exchange rate regimes and monetary policy are related?  

Why does the exchange-rate and the exchange-rate regime matter for monetary policy? 



Mundell-Fleming theorem (unholy trinity): 
 
Government can only reach two of the following three policy goals simultaneously: 
 
 stable exchange rates 
 absence of capital controls 
 monetary policy autonomy 

  



The Fear of Floating Literature  
 
 
Empirical observation: ‘Dirty’ Float 
a) Monetary authorities stabilize the exchange-rate to prevent an increase in the value of debt 
denominated in foreign currency to their GDP (or to their tax revenue). 
b) Monetary authorities stabilize the exchange-rate to prevent exchange-rate pass-through thereby 
keeping the inflation rate down.  
 
Hence: There is no clear trade-off any more: Pegging countries largely surrender monetary policy 
autonomy (degree depends on bandwidths of the peg and ease of realignment). Floating countries do not 
necessarily allow their currency to freely float but stabilize the exchange-rate to the key currency/ the key 
currencies.  
 
 De facto monetary policy autonomy is a continuum [0,1]. 
  



Empirical Evidence for Fear of Floating 
 
Calvo and Reinhardt (QJE 2002): Empirical Evidence of ‘Dirty Float’ 
 
Shambaugh (QJE 2004): Pegged countries stabilize exchange-rates more than floating countries, but much 
additional evidence of dirty float.  
 
Obstfeld, Shambaugh and Taylor (NBER 2004): Narrative of Fear of Floating 
 
Campa and Goldberg (RES 2005): Evidence for Exchange-Rate Pass-Through 
 
Hausman, Panizza and Stein (JDE 2001): Evidence for Borrowing – Float Hypothesis 
 
Frankel, Schmuckler and Serven (NBER): Transmission of Interest Rates 
 
 

  



Choice of an Exchange-Rate Anchor Currency 
 
These are not pegs, but stable exchange-rates (dirty float) 

 
  



 
  



  



  



To understand 
 
Exchange-rates regimes determine the existence or absence of global exchange-rate policies. The Bretton 
Woods System was an example for a global exchange-rate system with fixed exchange rates. All currencies 
were ‘fixed’ to the dollar, and therefore to one another.  
 
Flexible and stable exchange-rates both have advantages. Exchange-rate policies are thus a case for one 
can’t have the cake and eat it.  
 
The political economic foundations of exchange-rate policies have been defined by the Mundell-Fleming 
model, which postulates a trilemma between exchange rates stability, monetary policy autonomy, and the 
absence of strict capital controls.  
 
Fixed exchange rates are inherently unstable and prone to speculative attacks.  
 
Currently, most countries prefer to officially float, but de facto stabilize exchange rates by means of 
monetary policy.  
 
 

  



Readings 
 
Fleming, M.: Domestic financial policies under fixed and floating exchange rates. IMF Staff Papers 9, 1962, 
S. 369–379. 
 
Mundell, R.: Capital mobility and stabilization policy under fixed and flexible exchange rates. In: Canadian 
Journal of Economic and Political Science. Vol. 29, 1962, S. 475–485. 
 
Frenkel, J. A., & Razin, A. (1987). The Mundell-Fleming model a quarter century later: a unified exposition. 
Staff Papers, 34(4), 567-620. 
 
Mundell, R. (2001). On the history of the Mundell–Fleming model. Keynote speech. International Monetary 
Fund Staff Papers Special, 47. 
 
Klein, M. W., & Marion, N. P. (1997). Explaining the duration of exchange-rate pegs. Journal of 
Development Economics, 54(2), 387-404. 
 
Levy-Yeyati, E., & Sturzenegger, F. (2001). Exchange rate regimes and economic performance. IMF Staff 
papers, 47, 00-00. 
 
Calvo, G. A., & Reinhart, C. M. (2002). Fear of floating. The Quarterly journal of economics, 117(2), 379-
408. 



Levy-Yeyati, E., & Sturzenegger, F. (2007). Fear of floating in reverse: exchange rate policy in the 2000s. In 
LAMES-LACEA Annual Meetings (pp. 8-22). 
 
Plümper, T., & Troeger, V. E. (2008). Fear of floating and the external effects of currency unions. American 
Journal of Political Science, 52(3), 656-676. 
 
Plümper, T., & Neumayer, E. (2011). Fear of floating and de facto exchange rate pegs with multiple key 
currencies. International Studies Quarterly, 55(4), 1121-1142. 
 
Bernhard, W., & Leblang, D. (1999). Democratic institutions and exchange-rate commitments. International 
Organization, 71-97. 
 
Leblang, D. A. (1999). Domestic political institutions and exchange rate commitments in the developing 
world. International Studies Quarterly, 43(4), 599-620. 
 
Eichengreen, B., & Leblang, D. (2003). Exchange rates and cohesion: Historical perspectives and political-
economy considerations. JCMS: Journal of Common Market Studies, 41(5), 797-822. 
 

  



Assignment 5 
 
In no more than 300 words, discuss: 
 
Why do corrupt governments fix their currency to a key currency?  
Or is it the other way round? Does an exchange-rate peg trigger corruption?  
 
Note: you may answer either question or both simultaneously. 
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Chapter 8: Monetary Unions and the Euro Crisis 
 
 
 
 

  



The Political Economy of Monetary Unions 
 
 

  



Wiki 
 
 
A currency union (also known as monetary union) is an intergovernmental agreement that involves two or 
more states sharing the same currency. These states may not necessarily have any further integration (such 
as an economic and monetary union, which would have, in addition, a customs union and a single market). 
 
There are three types of currency unions: 
 
- Informal – unilateral adoption of a foreign currency. 
- Formal – adoption of foreign currency by virtue of bilateral or multilateral agreement with the monetary 
authority, sometimes supplemented by issue of local currency in currency peg regime. 
- Formal with common policy – establishment by multiple countries of a common monetary policy and 
monetary authority for their common currency. 
 
  



Why monetary unions? 
 
Advantage:  
Reduction in transaction cost of trade. 
Andrew Rose for empirical evidence that common currencies increase trade. 
 
Disadvantage:  
Almost complete reduction in monetary policy autonomy.  
Which countries are more likely to join a currency union? 
 
 
neighboring countries  
small, open economies  
countries with independent central banks 
  

  



The Intuition of the Argument 
 
Monetary authorities in floating countries stabilize the exchange-rate to key currency areas (in the 
presence of competing key currencies). Since key currencies float with respect to each other, monetary 
authorities may need to stabilize to more than one key currency simultaneously. A currency basket allows 
‘weighting’ various key currencies. 
Capital flows (currency conversion flows) matters since they determine exchange-rate effects.   
Share of both currency unions from key currency areas matters because of exchange-rate pass- through 
effects.  
 
How do currency unions enter the equation? 
 
The establishment of a currency union increases the size of the key currency area, increases the 
attractiveness of the union’s currency for investors. In the absence of intervention, the elasticity of the 
exchange rate to changes in the real interest rate difference increases.  
 

  



 

The Problem of Optimal Currency Areas 
 
 
Each currency is used in a space that can be either larger or smaller than the ‘optimal currency area’.  
 
 
Whether two districts belong to the same optimal currency area depends on 
 
- business cycle synchronicity 
- the difference between productivity growth and inflation needs to be roughly similar 
- trade volume between areas 
- mobility between areas 

  



Current Currency Areas 

 
 

  



Is the USA an Optimal Currency Area? 
 
Beckworth, D. (2010). One nation under the fed? The asymmetric effects of US monetary policy and its 
implications for the United States as an optimal currency area. Journal of Macroeconomics, 32(3), 732-746. 
 
Answer: Using monthly state-level data for the period 1983:1–2008:3, this paper finds that some regions of 
the United States during this time may have benefited from having their own currency. 
 
Partridge, M. D., & Rickman, D. S. (2005). Regional cyclical asymmetries in an optimal currency area: an 
analysis using US state data. Oxford Economic Papers, 57(3), 373-397. 
 
Answer: The results reveal that US state cyclical asymmetries changed over time, with synchronization 
appearing to decline by the latter 1980s. This suggests that the US was less likely to fit CCA criteria in the 
1990s, which conflicts with its apparent successful monetary-policy experience. 
 

  



Is the Eurozone an Optimal Currency Area? 
 
 
Petreski, M. (2007). Is the Euro Zone an Optimal Currency Area?. Available at SSRN 986483. 
 
Aizenman, J. (2016). Optimal Currency Area: A 20th Century Idea for the 21st Century? (No. w22097). 
National Bureau of Economic Research. 
 
 
The answer is clearly ‘no’.  
 
There are three explanations why a common currency was still agreed:  
 
- Politicians believe in the supremacy of political ideas.  
- A currency union generates the conditions that make a common currency possible.  
- The elite uses the fact that the Eurozone is not an optimal currency area to increase support for a transfer 
union and an in increase in EU spending.  
 
Only the 3rd explanation has a political economic basis.   



The Euro Crisis 
 

 
 
Note: the Euro does not generate the conditions of an optimal currency area.  
 



Wage Increases and the Euro Crisis 
 
With a single currency, competitiveness declines when a country has a higher  
real wage increase (wage increase – productivity growth) 
than other countries of the monetary union.  
 

 
Note: productivity-wage increase gaps are huge (and predict countries that became problems in the 
Eurocrisis well) 



Consequences 1: Current Account Deficit 

 



Consequences 2: Debt 

 
  



To understand 
 
Fixed exchange-rate systems may reduce transaction costs in international trade and foreign direct 
investment (thereby increasing per capita income of open economies), but  
 
- they are inherently instable and need to be defended by somebody willing to act counter cyclically, 
- they send wrong signals to investors who do not have perfect expectations about the underlying changes 
in the relative value of currencies.  
 
This holds even more for currency unions like the Eurozone.  
Currency work best when they introduce a single currency for an optimal currency area.  
 
An optimal currency area exists between jurisdictions that 
- trade a lot with each other, 
- have free mobility of capital and labor, 
- have a very similar business cycle, and 
- roughly the same difference between productivity growth and inflation 
 
If all that is not given, countries with high productivity growth and low inflation need to transfer money to 
countries with low productivity growth and high inflation to stabilize an inefficient currency union.  
  



Literature 
 
Sala-i-Martin, X., & Sachs, J. (1991). Fiscal federalism and optimum currency areas: evidence for Europe 
from the United States (No. w3855). National Bureau of Economic Research. 
 
Rose, A. K., & Van Wincoop, E. (2001). National money as a barrier to international trade: The real case for 
currency union. American economic review, 91(2), 386-390. 
 
De Sousa, J. (2012). The currency union effect on trade is decreasing over time. Economics Letters, 117(3), 
917-920. 
 
Feldstein, M. S. (2015). Ending the Euro Crisis? (No. w20862). National Bureau of Economic Research. 
 
Algan, Y., Guriev, S., Papaioannou, E., & Passari, E. (2017). The European trust crisis and the rise of 
populism. Brookings Papers on Economic Activity, 2017(2), 309-400. 

  



Assignment 6 
 
In no more than 300 words, discuss:  
 
Is the ‘Euro’ is a political project that generates political benefits that are more relevant than its economic 
costs?  
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Chapter 9: Taxation in Open Economies 
  



Should companies pay taxes? No, seriously… 
 
 

  



Why corporations should pay taxes: 
 
1. Corporations use infrastructures usually paid for by governments, for an optimal allocation of public 
investment, all uses of public investments should pay equally according to their use of public 
infrastructures  
2. The governments needs the money.  
3. We need to redistribute income from capital to labour. 
 
Unfortunately, none is a good argument… 
 
1. That is an illusion.  
2. The governments share of the economy is often too high and, in any case, the net contribution of 
corporations is small.  
3. Capital means capital owners, not corporations. Governments can increase capital income taxes and 
reduce corporate taxes for a more efficient solution. 
 
 
VAT and income taxes are way more efficient sources of government revenues. And it has become easier 
to tax capital gains.   
 
  
 



What is the effective corporate tax (as share of GDP)? 
 
 
 
The optimal corporate tax would encourage investment and would be identical for all sectors, all types of 
corporations, and for all sizes.  
 
Unfortunately, that is not the case. 
 
- internet companies pay significantly less taxes 
- large companies pa significantly less taxes 
- companies with a foreign holding in selected countries pay less taxes 

  



Effective Tax Rate of US companies 

 
  



 

 
 

“There has been a lot of action and gestures that are very visible but the reality is different. Rate cuts 
and patent boxes [tax breaks for intellectual property] have been the dominant forces on corporate tax 
— and that reflects the continued dynamics of tax competition,” said Mihir Desai, professor of finance 
and law at Harvard university. “Call it a great irony or hypocrisy, but it’s one of the two.”  



The Legal Structure of Companies 
Disney is a bank registered in Luxemburg 
Google is a Irish and Dutch company that licenses its patents to itself. 
Amazon is a Luxemburg company that licenses patents to itself. 
Ikea is a charity. 
Starbucks is a Dutch holding.  
 
AUSTRIA 
Lutz is a Maltese company. Does not pay corporate taxes in Austria.  
Raiffeisen: 1.9 billion surplus, 19 million corporate taxes 
 

  



Facebook 

The company is expected to start paying tax on its local operations across roughly 30 jurisdictions outside 
the United States. Those countries include France, Germany and eight other EU countries where Facebook 
has local offices. 

The changes will not affect its American tax obligations, and will be completed by the summer of 2019, 
according to a company announcement. 

The move follows an announcement last year by Facebook that it would start to pay tax on its British 
advertising sales, a change that led Facebook paying £5.1 million into the U.K. national budget last year, or 
a 21 percent increase compared to 2015. The company, however, was criticized for not paying enough tax 
after its British revenues quadrupled, to £842 million, over the same period. 

  

http://www.bbc.com/news/business-41498153


Types of Taxes 
 
1. Capital gains tax is a tax on the sale of an investment, usually stocks, bonds, precious metals and 
property. 
2. Corporate tax is levied on the earnings or profits of a corporation. 
3. Dividend tax is a tax on dividends paid to shareholders of a company. 
4. Excess profits tax is a tax on unusually high profits levied on a corporation. This was largely levied in the 
United States in times of war to prevent war profiteering, but has been proposed at other times. 
5. Personal income tax.  
6. Social security contributions. 
7. Gift tax, a tax on gifts given (generally paid by the person making the gift, not by the recipient). 
8. Gross receipts tax, a tax on revenues received by a corporation, even if they don't profit. 
9. Inheritance tax, a tax paid on money gained through inheritance 
10.Consumption tax. 
11. Special consumption taxes (fuel tax, sugar tax, alcohol tax, tobacco tax, and many more) 
 
How much pays the average Austrian citizen in taxes?    
 

  



Government Spending in France (and Austria) 

 
Paris. Ab dem nächsten Jahr wird es in Frankreich teurer, Dieselkraftstoff zu tanken. Die Regierung von 
Präsident Emmanuel Macron hat die schon von seinem Vorgänger anvisierte Absicht bestätigt, die 
Dieselsteuer ab 2018 um mehr als zehn Prozent anzuheben. Sie soll schrittweise bis 2022 um jährlich 2,6 
Cent an die für Benzin erhobene Steuer angeglichen werden. Für Diesel müssen damit demnächst 7,6 Cent 
pro Liter mehr an Steuern entrichtet werden, für Benzin gut 4 Prozent oder 3,9 Cent mehr. 

  



A Comparison 

 
 
Answer: 51 percent 



 
 

  



Tax Structure in Austria  (Germany looks similar…) 
 

 
  



The USA in contrast 
 

 
 

  



Corporate Taxes in Austria (in comparison) 
 

 



Social Security Contributions in Austria in Perspective 
 

 



Personal Income Tax in Austria in Perspective 

 
 



Total Taxes on Labor in Austria in Comparison 

  



 



Financing the Government 
 

  



Effective Tax Rates over Time 

 
  



 
  



 
  



 
  



 
  



Trends? 
 
- increase in effective labor taxation (exception UK, Switzerland) 
- effective labor taxes extremely high in social welfare states 
- effective capital taxes increase in Australia, Austria, Italy, Switzerland, UK 
- effective capital taxes decline in USA 
 
 
 

  



Double Taxation Treaties 
 
 
Double Taxation Treaties vary largely…  (despite a OECD draft DTT)  
 
In most cases, a tax resident of a country is any person that is subject to tax under the 
domestic laws of that country by reason of domicile, residence, place of incorporation, or 
similar criteria. 
 
Most treaties provide that business profits of a resident of one country are subject to tax in the 
other country only if the profits arise through a permanent establishment in the other country. 
Many treaties, however, address certain types of business profits (such as directors' fees or 
income from the activities of athletes and entertainers) separately.  
 
Under the OECD definition, a PE is a fixed place of business through which the business of an 
enterprise is carried on. 
 
 
Of course, when OECD countries initiated DTTs, they saw an advantage in the residence 
principle (as they were net capital exporters).  



The Situation in the US 
 
 
 

 
  



The U.S. continues to employ a so-called worldwide tax system. That means that earnings made overseas 
are only taxed when they come back to the U.S. Other nations use a territorial system, which does not tax 
overseas earnings of companies headquartered there. Candidate Trump proposed a one-time 10% levy on 
repatriated capital and adoption of the territorial system. Socialist Bernie Sanders, in contrast, favors 
requiring U.S.-based companies to pay higher U.S. tax rates on all the income they make worldwide, 
wherever earned. 
 

  

https://berniesanders.com/issues/making-the-wealthy-pay-fair-share/


Tax Competition 
 

Tax competition has two necessary conditions:  
 
- a reduction of corporate taxes to keep corporations and economic activity in the country 
- tax avoidance by companies  



How to Corporations avoid Taxes: Transfer Pricing 
 
slicing up the product chain 
setting internal prices so that profits occur in countries with low corporate taxes  
 
holdings 
 
patents 

  



Government Strategies in Tax Competition 
 
 
Classical accounts model tax competition as prisoners’ dilemma: 
 
Governments would be best of if there was not tax competition, since they could set tax rates to the level 
they prefer. 
 
However, governments also have a dominant strategy to reduce the tax rate on mobile capital, because 
they attract a foreign tax base that they can tax so that their voters benefit from increased spending bu do 
not have to pay higher taxes.  
 
If one government reduces corporate tax rates, other have an increased incentive to do likewise to also 
prevent capital flight from their own country and to attract parts of the foreign tax base.  
 
In equilibrium, corporate tax rates approach 0 (without exactly reaching it) and all governments are worse 
off than they were in the absence of tax competition.  

  



Problems with the Prisoners’ Dilemma Model of Tax Competition 
 
 
- tax competition models do not predict 0 corporate taxes even with perfectly mobile capital if 
governments are assumed to be revue maximizers 
 
- capital is not fully mobile (but usually assumed to be fully mobile) 
 
- with limited capital mobility, the strategy of high corporate taxes in some (large) countries can be 
dominant  
 
- if governments saw tax competition as major threat they could harmonize tax rates and force smaller 
countries to increase tax rates, does not happen 
 
- what happens is that larger countries force smaller countries to share data on private savings  



Tax Competition: Tax Base and Tax Rate Effect 
 
- lowering tax rates reduces income from taxation of domestic corporations, but attracts foreign capital 
 
- first effect is the tax rate effect, the latter the tax base effect 
 
- for small countries the tax base effect tends to be larger 
- for large countries the tax rate effect tends to be larger 
  



To understand 
 
 
Tax competition has not wiped out corporate taxes. Neither has it eliminate capital gains taxes.  
 
Tax competition did not even generate a downward spiral – effective corporate and capital gains taxes have 
never before been higher in many countries.  
 
At best, tax competition terminated the rise in government spending and taxation.  
 
As a minor consequence of tax competition, many governments shifted towards 
- broadening the tax base (eliminating tax exemptions) 
- increasing labor taxes 
- increasing social welfare contributions 
- increasing consumption taxes (VAT) 
  



Literature 
 
Wilson, J. D. (1999). Theories of tax competition. National tax journal, 269-304. 
 
Bucovetsky, S. (1991). Asymmetric tax competition. Journal of urban economics, 30(2), 167-181. 
 
Edwards, J., & Keen, M. (1996). Tax competition and Leviathan. European Economic Review, 40(1), 113-
134. 
 
Devereux, M. P., Griffith, R., & Klemm, A. (2002). Corporate income tax reforms and international tax 
competition. Economic policy, 17(35), 449-495. 
 
Genschel, P. (2002). Globalization, tax competition, and the welfare state. Politics & society, 30(2), 245-
275. 
 
Volden, C. (2002). The politics of competitive federalism: A race to the bottom in welfare benefits?. 
American Journal of Political Science, 352-363. 
 
Basinger, S. J., & Hallerberg, M. (2004). Remodeling the competition for capital: How domestic politics 
erases the race to the bottom. American Political Science Review, 261-276. 
 



Plümper, T., Troeger, V. E., & Winner, H. (2009). Why is there no race to the bottom in capital taxation?. 
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Assignment 7 
 
In no more than 300 words: 
 
Should corporate taxes be replaced by higher capital income taxes?  
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Chapter 10: Regulatory Competition in the Global Economy 
  



Aspects of Regulatory Competition 
 
 
Carruthers, B. G., & Lamoreaux, N. R. (2016). Regulatory races: The effects of jurisdictional competition on 
regulatory standards. Journal of Economic Literature, 54(1), 52-97. 
 

 
 

  



 

The Theory of Regulatory Arbitrage in very brief 
 
 
The  theory  of  regulatory  arbitrage  has a long history that can be traced at least as far  back  
 as  Adam  Smith.  However,  fears that globalization will spur races to the bot- tom have recently  
given it new prominence (Cerny 1994; Drezner 2001; Murphy 2004). The  theory’s  core  prediction   
is  that  regula- tory policies in open economies will tend to converge over time. The basic cause  
of this convergence  is  the  mobility  of  capital,  but the actions of political decisionmakers  
matter as well. Unless officials take steps to prevent job losses by copying the regulatory changes  
initiated by other jurisdictions, there can be no race.  



Areas of Regulatory Competition 
 
 
- environmental standards  
 production standards 
 product standards 
 

Konisky, D. M. (2007). Regulatory competition and environmental enforcement: Is there a race to the 
bottom?. American Journal of Political Science, 51(4), 853-872. 

 
 
- labor standards  
 production standard 
 

Basu, K. (1999). Child labor: cause, consequence, and cure, with remarks on international labor 
standards. Journal of Economic literature, 37(3), 1083-1119. 
Neumayer, E., & De Soysa, I. (2005). Trade openness, foreign direct investment and child labor. World 
development, 33(1), 43-63. 

 
 
 



Aspects of Regulatory Competition 
 
 
 
- enforcement of intellectual property rights 
 

Maskus, K. E. (2002). Regulatory standards in the WTO: Comparing intellectual property rights with 
competition policy, environmental protection, and core labor standards. World Trade Rev., 1, 135. 

 
 
- accounting standards 
 

Sunder, S. (2002). Regulatory competition among accounting standards within and across 
international boundaries. Journal of accounting and public policy, 21(3), 219-234. 

 
 
- banking regulation and minimum adequacy standards 
 

Kapstein, E. B. (1989). Resolving the regulator's dilemma: international coordination of banking 
regulations. International Organization, 43(2), 323-347. 
Acharya, V. V. (2003). Is the international convergence of capital adequacy regulation desirable?. The 
Journal of Finance, 58(6), 2745-2782. 



Aspects of Regulatory Competition 
 
 
- privacy law and consumer protection 
 
- regulatory competition and international cooperation 
 

Genschel, P., & Plumper, T. (1997). Regulatory competition and international co-operation. Journal of 
European Public Policy, 4(4), 626-642. 

  



The Logic of Regulatory Competition… 
 
 
…is twofold: 
 
Production standard increase the cost of production and thus make companies less competitive on ‘global 
markets’.  
 
Product standards tend to increase the cost of products. However, they may also increase consumer 
utilities  (i.e. security standards in cars). 
 
Moreover: production standards can be applied to domestic markets and market entry prohibited for sub-
standard products.  
 
 
-> We should expect to see much more regulatory competition in production standards than in product 
standards.  
 
 
But be careful: tax competition (an inefficient production standard) has not eliminated corporate taxes. 
 
So what is wrong? 



Theories of Regulatory Competition are incomplete… 
 
 
like many (all?) other theories, but in this case, theoretical expectations are often misleading. 
 
They usually make two strong ceteris paribus assumptions.  
A: if one company shifts production to another country, the GDP declines by at least the amount that has 
been relocated.  
That is not correct because the relocation frees resources (capital, skills, labor) and potentially leads to a 
(small) depreciation in the exchange-rate.  
 
B: at the same time, the relocation increases the price of the scarce factor in the host country.  
 
 

  



Why does tax competition not wipe out corporate taxes? 
 
- a corporate tax rate of 0 percent is not an equilibrium 
- capital is only partially mobile, many industries require market access 
- optimal corporate tax rates by sector or company are difficult to justify 
 
 

  



Why does regulatory competition not lead to an increase in pollution in poorer countries? 
 
- filter technology has gotten cheaper 
- an increase in wealth leads to a larger middle class that demands environmental protection 
- even ‘dirty’ global corporations usually produce cleaner than small local producers 
- consumer demands (even abroad) 
 
PM10 Air Pollution in Dehli 

 



And on a global scale… 
 
 

 



Deaths from Air Pollution is declining (but continues to kill 65 in 100,000 people) 
 

  



The Phase-Out of Coal Power Plants is Local 
 
 

 
 

  



And Coal Consumption is local 
 
 

  



Coal Consumption per Capita, 1700 to 2016 
 
 

 
  



Regulatory Competition? 
 
 
The increase in coal power stations in China and India did not prevent the decline in coal power stations in 
Europe and North America.  
 
Counterfactually: would the decline of coal power stations in Europe have been quicker and steeper 
without the rise of China? 

  



Child Labor 
 
 
 
Child labor takes place in countries in which  
a) labor intense low-skilled production exists 
b) the value of education is low (because of barriers to market entry, because education is prohibitively 
expensive, poverty is widespread.  



Globalization has not caused an increase in child labor 
 
 

 



And seems to be mostly confined to countries in which the garment industry is located 

 
 
 



Policies to fight Child Labor through Education 
 
 
 
- school construction 

Duflo, E. (2001). Schooling and labor market consequences of school construction in Indonesia: 
Evidence from an unusual policy experiment. American economic review, 91(4), 795-813. 
 

- incentives for teachers 
 

Duflo, E., Dupas, P., & Kremer, M. (2015). School governance, teacher incentives, and pupil–teacher 
ratios: Experimental evidence from Kenyan primary schools. Journal of public Economics, 123, 92-
110. 

 
- cash transfers 
 

Benhassine, N., Devoto, F., Duflo, E., Dupas, P., & Pouliquen, V. (2015). Turning a shove into a nudge? 
A" labeled cash transfer" for education. American Economic Journal: Economic Policy, 7(3), 86-125. 

  



Primary Schooling 
 

 
  



Schooling 
 

  



Secondary Schooling 
 
 

 
  



Banking: Capital to Assets 
 
Banks compete through capital to asset ratio: the lower the ratio, the higher the business activities of a 
bank relative to its own assets. 
 
In the 1970s banks’ capital declined, which triggered some crashes. 
 

 
 



 

Bank Crises  
 
 
Kindleberger, C. P., & Aliber, R. Z. (2011). Manias, panics and crashes: a history of financial crises. Palgrave 

Macmillan. 
 
Reinhart, C. M., & Rogoff, K. S. (2009). This time is different: Eight centuries of financial folly. Princeton 

University Press. 
 
 
Tasks for Regulators 
 
 
Who regulates internationally operating banks?  
 See Banco Ambrosiano case 
Who bails out international operating banks? 
Increase capital asset ratio  
 
The Bank for International Settlements has regulated banks’ capital.   
 
 



Bank Capital-Asset Ratio by Country 
 
 

   



Isn’t it worth it? Globalization and the Decline in Poverty 
 
- as globalization happened, global extreme poverty declined  
- more open economies, have lower poverty rates 
- in fact: the decline in extreme poverty was steeper since the 1970s than it has been ever before 
 

 



To understand 
 
 
Regarding ‘ideas’, global regulatory competition is contested: 
 
 
Those who believe that the government share of the economy and political interventions are too low, also 
believe that globalization has adverse consequences.  
 
Those who believe that the government share of the economy and political interventions are too high, also 
believe that globalization is a welcome, but often too weak constraint of the leviathan.  
 
 
 
The empirical case against global economic competition is rather weak:  
It has not eroded the welfare state, it has not eroded regulation and taxation of mobile factors if 
production, it has not eroded production standards.  
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