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Abstract

This article investigates the effect of trade openness on public expenditure on

labor market policies, both passive and active, using a panel of 20 OECD countries

in the period 1980-2003. Trade openness and, more in general, globalization

can increase job insecurity and inequality; governments may want to increase

expenditure on labor market policies in order to offer compensation or insurance

(compensation hypothesis). On the other hand, the increased competitiveness in

the global arena constraints the ability of increasing public expenditure both

because of efficiency reasons and of tax competition (efficiency hypothesis). This

study shows that both effects play a role in shaping public expenditure on labor

market policies and that the degree of protection on the labor market affects the

relationship between trade openness and expenditure.

Key words: ALMP Unemployment benefits Trade openness.

1. Introduction

The link between globalization and governments’ expenditure is a complex

and yet not fully understood one. A large debate has grown on the role of the

welfare state in modern advanced economies: globalization can rise tensions

within countries and therefore the state can be called for intervention in order

to compensate the losers and to create consensus on liberalization policies; at

the same time, however, the greater exposure to foreign competition asks for a

reduction of taxation and of the inefficiencies that can be generated by public

intervention in the economy, making too generous welfare states difficult to

finance and sustain.
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This study focuses on the relationship between economic globalization, and

in particular trade openness, and welfare expenditure, with a focus on public

spending on labor market policies, both active (as training on the job) and passive

(i.e. unemployment benefits paid to displaced workers). Using comparable data

for 20 OECD countries from 1980 to 2003, I empirically investigate the effect

of globalization proxies on expenditure on active and passive labor market

policies, testing two main hypotheses put forward in the literature: the efficiency

hypothesis and the compensation hypothesis.

Results in the literature on globalization and the size of governments are

mixed: some authors find a positive association between trade openness and

government expenditure or government consumption, while others find a negative

relationship or an insignificant one. While the literature on trade openness and

government general expenditure or real consumption is quite large, few are the

studies focused on welfare state and on labor market policies in particular.

This study contributes to this literature, investigating the relationship be-

tween globalization and labor market expenditure, taking into consideration the

different institutional settings of the labor markets.

From the empirical estimation, the paper concludes that both the efficiency

and the compensation effects are at work. Trade openness affects positively

expenditure on passive labor market policies, while foreign direct investments

tend to reduce it, probably due to a tax competition effect. When trade with low

wage countries is considered, a negative effect on unemployment benefits emerges,

in particular for countries with a strong protection of employment. When

considering globalization indexes combining different aspects of economic, social

and political globalization, the effect on unemployment benefits is positive and

significant. Results for active labor market policies are less clear: trade openness

affects negatively ALMP expenditure, while other proxies for globalization have

a slightly significant positive effect.

In section 2 I present the main hypotheses put forward in the literature and

I describe the channels through which trade openness and globalization can

affect social expenditure and expenditure on labor market policies in particular.

Then a review of the main results in the literature is presented. In section 3 I

describe the data and the methodology applied. Section 4 discusses the results

and, finally, section 5 concludes.
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2. Globalization and Government Expenditure

The debate over the relationship between globalization and government

expenditure has grown large in the last decade; though results are mixed and

the empirical literature is inconclusive. In particular, results are highly sensitive

to the sample considered, the time period of the analysis, the measures used

both to proxy government size and globalization and, finally, to the estimation

techniques applied (Gemmell, Kneller & Sanz 2008).

The question stimulating the debate is the role of government’s expenditure

and in particular of the welfare state in a globalized world.

Some argue that globalization is likely to increase government expenditure

and even welfare state expenditure because the increasing integration with the

world economy creates tensions and new risks in the national economies, which

governments have to compensate for or manage with redistributive interventions.

On the contrary others claim that globalization is likely to generate a re-

trenchment in government size and in non-productive expenditure in particular,

as it poses strong competitive pressures on national states, and therefore taxes

and distortions created by the public intervention in the economy have to be

reduced.

In this section I will review the main hypotheses put forward in the literature

on the relationship between government size and globalization, reviewing the

main results obtained in the empirical analysis; then I will review the few

empirical analysis focusing on expenditure on labor market policies, a component

of welfare state expenditure.

The dynamic and the consistency of this type of expenditure can be influenced

both by the factors determining welfare state and general government expenditure,

and peculiar determinants strictly tied to the characteristics of the labor markets.

Globalization can have a destabilizing effect, especially in the short run, on the

labor markets, creating job insecurity, changing the composition of the workforce,

asking for more skills and education in order to ensure workers competitiveness.

At the same time, globalization creates a higher competitive pressure for firms,

which can lobby to have a more competitive domestic economic environment, as

too rigid labor markets can result in lower efficiency of the firms, and therefore

a worse performance in the global markets.

The analysis of the relationship between trade openness and governments’

size refers back to an earlier study of Cameron (1978), who finds evidence of a
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strong positive connection between trade openness and government expenditure.

He finds that the best single predictor of the increase in the size of governments

in a cross-country regression considering 18 OECD members during the period

1960-1975 is the degree of openness at the beginning of the period, but not

the variation of that variable. He argues that more open economies tend to

have higher rates of industrial concentration, which in turn leads to a greater

support for leftist parties and stimulates the formation of stronger unions, a

higher level of unionization and a greater scope for collective bargaining. These

conditions in turn result in a larger demand for government transfers and welfare

state to mitigate external risk. This study suggests that countries more open

to international trade tend to have larger governments, even if it cannot tell us

whether trade openness has an impact on the trend in public expenditure.

After the seminal paper by Cameron, a large literature has developed which

found contrasting results. Two are the main hypotheses put forward in the

literature: the so called compensation or insurance hypothesis, which states that

governments’ expenditure increases with globalization to insure or compensate

citizens for the higher (perceived) risk, and the efficiency hypothesis, which

claims that globalization calls for a retrenchment of governments’ size in order

to ensure higher competitiveness in the global arena.

According to the compensation assumption, government’s size in open

economies should be higher, in order to compensate the citizens for the higher

risks entailed in globalization. According to Rodrik (1998), trade openness

increases insecurity through two main channels: terms of trade variability and

specialization, which in turns give rise to higher income risk. The world economy

as a whole is surely less volatile than a single open economy, because in a

globalized world people can diversify out the risks and the importance of country-

specific shocks is reduced in small open economies. However, globalization can

increase volatility because of specialization: open economies are more specialized,

therefore what matter most for them is not the stability of income and of the

world economy as a whole, but the stability of the stream of earnings from the

sector in which the economy is more specialized. According to Rodrik (1998)

whether globalization increases risk and uncertainty is essentially an empirical

issue: in case of an increase or of a higher perception of risk, a stronger demand

for protection and compensation provided by the government arises.

Rodrik (1998) provides some support for this hypothesis considering a cross-
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section of countries: more open economies have larger governments the higher

is the terms of trade variability, according to the compensation hypothesis.

However, openness per se has a negative or not significant effect, a sign not

explained by the assumption made by Rodrik. If the positive relationship between

trade openness and government’s size is due to a compensation or insurance

motive, we expect to have a stronger positive relationship when considering

welfare expenditure instead of total government expenditure or consumption.

This is not the case in Rodrik (1998), who finds a not significant relationship,

except when considering a cross-section of OECD countries. In that case, a

negative relationship emerges, while the interaction with the risk proxy is positive

and highly significant.

Other empirical studies find a positive relationship, while giving a different

motivation. Alesina & Wacziarg (1997) claim that the relationship between trade

openness and government size is mediated by country size, and not direct. Small

countries tend to have larger governments, because they cannot take advantage

of economies of scale, and at the same time small countries need to be more open

in order to be more productive taking advantage of larger markets. Therefore, it

must follow that more open countries have larger governments. They show that

Rodrik’s results are weak once controlling for country size. This explanation

can justify why there is apparently a robust positive association between gov-

ernments’ size and globalization when public consumption is considered, while

the relationship is less clear when social expenditure is analyzed. If developing

countries may be providing insurance through consumption, it is difficult to

reconcile this inconsistency with the insurance hypothesis when considering

advanced countries, characterized by extensive welfare states.

Another explanation for the positive relationship is found in Epifani & Gancia

(2007), where the reason given is far less optimistic than in Rodrik (1998). In

fact, Rodrik claims that government expenditure increases as an optimal response

to the higher uncertainty and inequality. Epifani & Gancia (2007) put forward

a different explanation: when goods are imperfect substitutes across countries,

an increase in the public sector, which consumes domestic products, leads to an

improvement in the terms of trade, passing part of the cost of a larger public

sector onto foreign countries. Therefore, trade openness leads to a reduction in

the marginal cost of public funds, because part of the cost is paid by foreigners:

in this case governments are inefficiently too large. This can explain why a

5



more robust positive correlation is found particularly when public consumption

or general government expenditure are considered, while it is weaker or absent

if welfare spending is considered: in this case there is no reason a priori to

predict a stronger effect on a particular category of public spending other than

consumption.

Another interesting empirical study is the one by Garrett (2001): Garrett

finds the same results as in Rodrik (1998) when considering levels of variables

in a cross-country regression, but he claims that the use of the change in trade

openness (and in capital mobility) is more appropriate as globalization is a

process, something evolving in time, and the point we are interested in is the

effects of this process over government’s expenditure. Using the change in

globalization proxies for a cross-section of countries he finds a negative effect

of globalization on government’s size, actually contrasting the compensation

hypothesis and favoring the efficiency one.

According to the efficiency hypothesis globalization imposes a constraint

on government expenditure due to efficiency reasons. In fact, government

expenditure has to be financed through taxation, raising production costs, and

therefore harming firms’ competitiveness. For that reason, firms can lobby on

governments in order to reduce public intervention, protection and expenditure

to reduce costs and then to enhance their competitiveness on the global markets.

Moreover, as capital flows are liberalized, taxes on capital are constrained. An

increase in taxation of capital is an incentive to capital outflows, therefore

governments who want to finance their expenditure should rely on taxes hitting

less mobile production factors, such as labor. However, if taxes on labor income

increases, labor costs increase too, affecting negatively firms’ competitiveness.

Therefore, according to the efficiency hypothesis, globalization should make

large governments unsustainable and lead to welfare spending retrenchment. In

particular, it can punish producers and countries operating under more generous

welfare regimes, which imply a higher tax burden, more regulatory hurdles,

labor market rigidities and a less docile labor movement. More specifically,

income transfers programs and social services distort labor markets and bias

inter-temporal investment decisions reducing competitiveness.

The importance of the study of this relationship is put forward by Rodrik

(1997), who shows theoretically how, after passing a certain threshold, openness

can deprive governments of the ability to compensate workers through the tax
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system, and this can induce to more protectionist policies.

Among the most relevant studies, Rodrik (1997) finds evidence of the efficiency

effect along with the compensation one. While terms of trade variability induced

by trade openness has a positive effect on government expenditure, trade per se

has a negative result, confirming the existence of an efficiency effect. Moreover,

Garrett & Mitchell (1999) test the two contrasting hypotheses focusing on welfare

spending and find support for the efficiency hypothesis considering 18 OECD

countries over the period 1961-1993.

An interesting conclusion comes from an empirical investigation on the effects

of trade openness on taxes and social expenditure. Bretschger & Hettich (2002)

find that the two main empirical hypotheses, the compensation and the efficiency

ones, are not in contrast, but actually they act jointly. Using data for 14 OECD

countries during the period 1967-1994 they find that globalization tends to reduce

significantly corporate taxes and at the same time to increase labor taxes and

social expenditure. Therefore, efficiency has an impact on the tax-mix, while

compensation contributes to the increase in social expenditure.

A third group of studies fails to find support for either hypothesis. These

studies, as for example Iversen & Cusack (2000) and Dreher, Sturm & Ursprung

(2006), fail to find a significant effect of trade, or they find that the effect is small

when compared with the influence exercised by other explanatory variables. An

interesting contribution is the one by Shelton (2007), who reviews the empirical

literature on this topic and analyzes the effects of the most used variables

disaggregating public expenditure in its main categories. He finds that the effect

of trade is insignificant when social expenditure is considered.

While a robust positive relationship between trade openness and governments’

expenditure or consumption in cross-country studies is found, the effect of

trade and globalization on expenditure is less clear when the time dimension is

considered or when the variable under study is the welfare state or some of its

components.

2.1. Trade and Public Expenditure on Labor Market Policies

While there is a quite large literature on the link between globalization

and government’s size as measured by public sector consumption and general

government expenditure, there are only few studies focusing on the effects on

expenditure on labor market policies and on the composition of social expenditure.
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However, as pointed out by Gaston & Rajaguru (2004), labor market interventions

have typically taken the form of spending on passive and active labor market

programs.

Social groups can have a different attitude toward active and passive labor

market programs: while active policies can be supported both by workers and

producers because of their potential positive effects on employment and human

capital, passive labor market policies can be contrasted by firms, which fear to

pay higher taxes on labor, and also by policy makers, afraid of the negative

effect on employment incentives. Moreover, as stressed by Saint-Paul (2000),

the conflict on labor market institutions and expenditure is not only or no more

a conflict between capital and labor, but instead a conflict between insiders

and outsiders, namely workers who benefit from that policy and those who

can potentially be harmed. Against the argument of labor market policies

influenced by political pressure exercised by social groups, Agell (2001) argues

that at the basis of labor market institutions there is the provision of social

insurance, more than a rent seeking behavior. All these contributions stress the

role of the different labor market institutions in shaping the relationship between

globalization and expenditure: the degree of unionization and of centralization

of the wage bargaining process, along with the level of employment protection,

affects the results.

An interesting study centered on different categories of social expenditure,

including active labor market policies, is the one by Burgoon (2003). He studies

the effects of different proxies of globalization, namely trade openness, the share

of imports from non-OECD countries, FDI and portfolio flows, on total social

expenditure and some disaggregated categories, training and relocation benefits

included. He finds a negative effect of trade openness on social expenditure,

while on the subset of ALMP he finds a tiny positive effect of the percentage of

imports from low wage countries and a positive effect of FDI and portfolio flows

in a panel of 18 OECD countries in the period 1980-94.

Another influential paper in this topic is the one by Gaston & Rajaguru (2004)

analyzing the substitution between active and passive labor market policies using

a panel VAR. They find however scarce evidence of a relationship between

globalization and expenditure on labor market policies, both active and passive.

They only exception is for trade openness, which seems to have a positive and

significant effect on active spending when considering European countries only.
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3. Data and Methodology

In this paper, I examine the impact of globalization on the volume of expen-

diture on labor market policies, measured as a percentage of GDP, considering

passive labor market policies and ALMP in a panel of 20 OECD countries1 in

the period 1980-2003. The basic specification for both passive and active labor

market expenditure is:

Expit = α + βj ×Globj,it−1 + γk ×Xit + ηi + θt + εit

where Exp is the relevant expenditure variable measured as a percentage of

GDP, Glob is a set of proxies for globalization, including trade openness, and

X is a set of controls. In all the regressions country fixed effects are considered

in order to control for non-observable country’s characteristics. Moreover, time

dummies or a time trend are used in order to control for unobserved shocks

during the period under analysis. The estimation technique applied is a panel

fixed effect estimation. As data on expenditure are quite persistent, in order to

avoid spurious results, I use three-year-averages data.

Data on labor market policies come from the OECD Social Expenditure

Database, which provides disaggregated comparable data on OECD countries’

social expenditure. This dataset provides information about social expenditure

detailed in 9 policy areas: Old age, Survivors, Incapacity-related benefits, Health,

Family, Active Labor Market Policies, Unemployment, Housing, and Other social

policy areas. My analysis concentrates on passive (Unemployment) and active

(ALMP) labor market policies.

Unemployment expenditure includes all cash expenditure to people compen-

sating for unemployment. This includes redundancy payments out of public

resources as well as pensions to beneficiaries before they reach the standard

pensionable age if these payments are made because they are out of work or

otherwise for reasons of labor market policy (OECD 2007).

Expenditure in unemployment benefits and unemployment related policies

as a percentage of GDP has decreased over time for 16 of the 20 countries

considered, even if the reduction is not homogeneous over time. In particular,

1The countries included in the sample are: Australia, Austria, Belgium, Canada, Denmark,

Finland, France, Germany, Greece, Ireland, Italy, Japan, the Netherlands, Norway, Portugal,

Spain, Sweden, Switzerland, the UK and the US
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the decreasing trend is stronger starting from 1990, and there seems to be a

pattern of convergence across countries.

ALMP expenditure includes all kinds of social expenditure (other than edu-

cation) aimed at facilitating employment or at increasing earning capacity. This

category includes spending on public employment services and administration,

labor market training, special programs for youth in transition from school to

work, labor market programs to provide and promote employment for unem-

ployed and other workers and special program for disabled individuals. ALMP

data are available for all the 20 countries from 1985 until 2003. The study of

ALMP evolution is particularly relevant in EU countries, given the incentive to

these programs contained in the Lisbon agenda.

In the basic specification, Glob represents a set of proxies for the globalization

process. All these variables are lagged one period, because it is plausible that it

takes time for those variables to affect a policy variable as public expenditure.

The basic proxy utilized for globalization is the most used trade share, defined

as imports plus exports over GDP, a measure of trade intensity. As government

expenditure on labor market programs can have an insurance reason and as

perceived increased risk can derive particularly from the increase of trade from

developing low-wage countries, I introduce among the proxies for globalization

the share of imports from non-OECD countries on total imports, as a rough

measure of the intensity of the trade relations with countries at a lower stage of

development.

Another proxy used is the net foreign direct investments outflows as a

percentage of GDP as a proxy for capital flows liberalization.

Alternatively, to measure globalization, I use the KOF index of globalization

developed by Dreher (2006) and some of its components. The overall KOF index

covers economic, social and political aspects of globalization. As the focus of

this paper is on economic globalization, I use the economic sub-index, composed

by actual flows, which include data on trade, FDI and portfolio investment, and

by restrictions, an indicator of restrictions to trade and capital using hidden

import barriers, mean tariff rates, taxes on international trade and an index of

capital controls.

The matrix X in the basic specification is a set of controls related to income,

labor market characteristics, and governments’ finance features.

One of the control variables is the logarithm of real GDP per capita to control
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for Wagner’s law. This law claims that the demand for public services and the

willingness to pay for them increases when an economy is growing richer. While

this statement is very likely to be true when considering countries at different

stages of development, it is less likely to be verified when countries at a similar

level of development are considered, as in a sample of affluent democracies.

A so called ”counter-Wagner” law can also be true: the degree of expansion in

the scope of the public economy varies inversely with economic growth, because

when a country is growing fast, it can meet the increased demand for public

services without increasing the share of expenditure on GDP, as it can satisfy

the demand just applying the same taxes to a higher product. The need to

increase the share of expenditure can arise, on the contrary, when countries are

growing slowly.

Among the controls, I consider the general government gross debt over GDP

and the cash deficit, taken from the OECD economic outlook. These variables are

introduced in order to take into account the budget constraint of the government.

If a government has a low debt level or/and a cash surplus, it has a higher ability

in using the fiscal policy. When, on the contrary, the debt burden is high or

there is a consistent cash deficit, governments’ can be limited in their ability of

financing public social expenditure.

Other control variables are the adjusted unemployment rate, union density,

the dependency ratio and the employment protection legislation indicator. Union

density is defined as the trade union density rate, i.e. the share of workers

affiliated to a trade union in percentage and it is calculated using data from the

OECD (2005). The dependency ratio, calculated from the Labor Force Statistics

provided by the OECD, is defined as the ratio of the economically dependent

part of the population (people aged 0-14 or 65 and over) to the productive part.

Finally, the Employment Protection Legislation variable is a summary indicator

of the stringency of Employment Protection Legislation developed by the OECD

(OECD 2005).

4. Results

In tables 1 and 2, the results of the estimation of the effect of globalization on

unemployment expenditure using 3year-averages are shown. In table 1 traditional

proxies for trade openness and capital movements are shown, while in table 2
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the KOF index of globalization and some of its components developed by Dreher

(2006) are used in alternative.

Table 1: unemployment expenditure,

3year-averages

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

open 0.006 0.006 0.009* 0.013** 0.009* 0.014**

(0.004) (0.004) (0.004) (0.006) (0.004) (0.005)

fdi -0.012*** -0.012*** -0.013*** -0.013*** -0.013***

(0.004) (0.004) (0.004) (0.003) (0.004)

imports -0.009 -0.019

(0.012) (0.014)

imports ×epl -0.006 -0.009**

(0.004) (0.004)

gdppc 1.700** 1.661** 1.401*** 1.487** 1.091** 1.072

(0.681) (0.640) (0.471) (0.641) (0.463) (0.638)

urate 0.209*** 0.196*** 0.188*** 0.183*** 0.180*** 0.177***

(0.029) (0.028) (0.029) (0.032) (0.028) (0.029)

unions 0.001 -0.001 -0.001 0.004 -0.001 0.003

(0.012) (0.011) (0.012) (0.015) (0.010) (0.013)

deficit -0.044** -0.048*** -0.051*** -0.064** -0.053*** -0.065**

(0.016) (0.017) (0.018) (0.021) (0.018) (0.022)

debt -0.002

(0.003)

growth -0.035** -0.035** -0.030** -0.032* -0.026** -0.027

(0.014) (0.013) (0.011) (0.016) (0.011) (0.017)

Observations 152 152 151 101 151 101

R2 0.72 0.73 0.73 0.75 0.74 0.77

Number of i 20 20 20 13 20 13

*** p<0.01, ** p<0.05, * p<0.1

Robust standard errors in parentheses

All specifications are estimated using the Within estimator, with country

fixed effects and a time trend. An alternative specification with time dummies

instead of the time trend has been estimated, but it is not reported as results are

pretty the same. Fixed effects are introduced as the explanatory variables are

likely to be correlated with unobserved country characteristics. The Hausman

test confirms the preference for fixed rather than random effects.
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Starting from control variables, the per-capita income (in logs) has a positive

effect on unemployment expenditure. This is the well-known Wagner’s law effect:

richer countries have a higher expenditure. The growth rate of real GDP per

capita turns out to have a negative and in some specifications significant effect

on unemployment expenditure: the higher the growth rate of a country, the

higher the tax revenues and therefore the higher can be the expenditure, without

increasing the share of expenditure over GDP. When growth is low, to maintain

or increase the volume of expenditure of some type, an increase of taxation is

needed, but taxation is often constrained.

The unemployment rate has a positive and significant effect on the volume

of expenditure in unemployment, as expected: the higher the unemployed share

of the labor force, the higher the expense targeted at unemployment insurance.

From the estimation, the effect of unions (proxied by union density) is not

significant. This can be due to the fact that unions interact in a complex way

with other labor market institutions and with the globalization process: union

density is a too simplistic indicator to capture the complex differences across

countries in the process of wage bargaining and in the distribution of power

across interest groups.

In the regressions presented in table 1 and 2, I control also for the gross public

debt and for the deficit, as they can constrain the ability of increasing public

expenditure. If a country has a high debt level of a high risky deficit record,

then it is constrained in the choice of the expenditure level, because tax revenues

should be addressed to the reduction of debt and deficits, and the incurrence in

new debt is limited. As we can see in tables 1 and 2, while the gross public debt

seems not to have a significant effect, the deficit has a constraining effect on

expenditure: the higher the deficit, the stronger the constraints on government

social policy, the lower the share of GDP on unemployment expenditure. Note

also that this effect is stronger when the sample is reduced to Western EU

countries as in equations (4) and (6) of table 1. This is not surprising, since

these countries have a further constraint on their fiscal policies, as they have

to meet the Growth and Stability Pact ceilings and the Maastricht Treaty’s

requirements.

Let’s look to the variable of interest for the aim of the paper. In table 1

equation (1) only the trade share (open) is included in the equation: the effect

of trade openness on unemployment expenditure appears to be not different
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from zero, therefore the estimated coefficient does not support the efficiency

hypothesis nor the compensation hypothesis. The results are confirmed when

outflows of Foreign Direct Investment (FDI) are considered in addition. From

equation (2) we can see that FDI outflows affect negatively unemployment

expenditure over GDP. This point toward the efficiency assumption, as this can

be interpreted as an effect of tax competition. To finance higher unemployment

expenditure, higher taxes are needed; but to attract investment governments

have to reduce taxation in order to make the country more convenient from

the point of view of foreign investors. In this equation the null effect of trade

openness is confirmed: this can induce to think that actually trade openness

has no effect on unemployment expenditure, or it can be that there are both

efficiency and compensation elements, which compensate each other when using

a so general indicator.

In equation (3) the share of imports from non OECD countries is added: this

variable is added in order to differentiate the effects on expenditure of different

types of trade. Imports from low wage countries can induce higher risks of

job losses for workers in the countries, or it can induce countries to be more

competitive in order to survive in the new global arena, with new actors as India

and China, along with other developing countries. Equation (4) performs the

same exercise considering the sample of EU countries. As these two effects have

an opposite sign, which one prevails is an empirical issue. Imports from non

OECD countries seem not to have a significant effect on the share of expenditure

on passive labor market policies. However, when controlling for imports from

non OECD countries, the coefficient associated to trade openness turns out to

be positive and significant: this supports the compensation assumption.

In equations (5) and (6) I introduce the level of employment protection

legislation. As this variable is an institutional index, it does not change too much

in time. It is interesting to understand how globalization affects expenditure

depending on the employment protection legislation: to this aim in equations (5)

and (6) the interaction between the share of imports from non-OECD countries

and EPL is introduced: note that the estimated coefficient is negative and

significant, while the coefficient associated with trade openness is positive and

significant. This suggests that, while trade openness in general induces an

increase in expenditure in passive labor market policies measured as a percentage

of GDP, according to the compensation hypothesis, trade with countries with
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lower wages and at a lower stage of development calls for more efficiency and

leads to a reduction in this type of expenditure. Note however that this reduction

in expenditure occurs only for countries characterized by highly protected labor

markets, where firing of workers is more difficult. Otherwise, the effect is null or

even positive.

Table 2: Unemployment expenditure

Within estimation 3year-averages

(1) (2) (3)

KOF index 0.033***

(0.009)

KOFa 0.021**

(0.010)

KOFai 0.016***

(0.005)

fdi -0.015*** -0.016*** -0.017***

(0.003) (0.003) (0.003)

gdppc 1.397** 1.654** 1.554**

(0.490) (0.587) (0.577)

urate 0.170*** 0.171*** 0.168***

(0.028) (0.029) (0.027)

unions 0.001 -0.001 -0.004

(0.009) (0.010) (0.010)

deficit -0.054*** -0.056*** -0.059***

(0.019) (0.017) (0.017)

growth -0.022 -0.027* -0.025

(0.015) (0.015) (0.016)

(4.476) (5.198) (5.085)

Observations 152 152 152

Number of i 20 20 20

R2 0.74 0.74 0.74

*** p<0.01, ** p<0.05, * p<0.1

Robust standard errors in parentheses

In table 2, I use the KOF index of globalization and its components, along

with the same controls discussed for table 1, for which the estimated coefficients

are confirmed in sign and more or less in magnitude.

I use the overall index of economic, social and political globalization in
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Table 3: ALMP
3year-averages

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

open -0.009*** -0.009*** -0.007**
(0.003) (0.003) (0.003)

fdi 0.000 0.002
(0.003) (0.003)

exports 0.006
(0.008)

open ×epl 0.002
(0.002)

exports ×epl 0.005***
(0.001)

urate 0.023 0.041** 0.027* 0.038**
(0.014) (0.019) (0.014) (0.016)

unions 0.009 0.006 0.006 0.005
(0.005) (0.006) (0.007) (0.006)

dependency -0.028** -0.016 -0.026** -0.027**
(0.012) (0.015) (0.012) (0.011)

deficit -0.010 -0.014 -0.008 -0.005
(0.011) (0.012) (0.011) (0.010)

debt 0.001 0.002 0.001 -0.001
(0.002) (0.002) (0.002) (0.002)

gdppc 0.196 0.359 0.057 -0.349
(0.534) (0.601) (0.526) (0.421)

growth 0.009 0.005 0.010 0.017
(0.012) (0.011) (0.012) (0.011)

Observations 139 139 138 138
Number of i 20 20 20 20
R2 0.41 0.37 0.42 0.51

Robust standard errors in parentheses

*** p<0.01, ** p<0.05, * p<0.1

equation (1), the index of economic globalization in equation (2) and finally

the index of actual flows in equation (3). The estimated effect of all these

three proxies is positive and highly significant, supporting the compensation

hypothesis. Note the both in table 1 and in table 2 the effect of fdi outflows is

robustly negative and significant.

Tables 3 and 4 show the results of the estimation for the expenditure on

active labor market policies (ALMP) using 3-year averages. In table 3 different

proxies for globalization are used, while in table 4 the KOF index and some of

its components are used.

As before, let’s start commenting the estimated coefficients for the control
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variables. The unemployment rate seems to affect positively ALMP expenditure:

this result seems plausible as ALMP can improve employability. Unions, as in

the regressions for passive policies, have a null effect on expenditure, probably

because the proxy available commonly used, union density, fails to account

for the complex features of unionization. The dependency ratio, the share of

population with less than 15 years and more of 65 years, over active population,

has a negative and significant effect on ALMP expenditure: this reflects probably

a composition effect. The higher the dependency ratio, the lower the tax from

labor collected, and the higher the need for other types of social policy.

Moreover, government’s budget deficit seems to have a negative effect, signif-

icant only in few specifications.

In table 3, the main globalization proxy is trade openness: the effect of

the trade share on ALMP expenditure is negative and significant in all the

specifications in which it is inserted. The effect of openness does not seem to be

tied to the employment protection legislation regime. Moreover, FDI does not

show any effect on this type of expenditure.

Another proxy for globalization introduced is the share of exports toward

OECD countries over total exports. The share of exports exports has a null effect

in general, but it tends to increase the volume of expenditure in countries with

a higher level of protection on the labor markets, as shown by the interaction

term between exports toward OECD countries and the EPL index.

In table 4, the KOF index and some of its components are used. As shown

by equations (1), (2) and (4), the overall index of economic, social and political

globalization, the index of economic globalization and the actual flows index have

a non significant effect on ALMP. However, when interacting the economic index

and the economic actual flows index with the employment protection legislation

regime, the effect is positive and significant.

5. Conclusions

This study focuses on the effect of trade openness on public expenditure

on passive and active labor market policies, measured as expenditure on un-

employment benefits and on active labor market policies over GDP. While a

large literature on trade openness and the size of governments’ expenditure has

developed in recent years, very few are the studies focusing on expenditure on

the labor markets. Moreover, the extensive evidence on trade and governments’
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Table 4: ALMP
3year-averages

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

KOF index 0.000
(0.009)

KOFa 0.008
(0.009)

KOFa ×epl 0.006***
(0.002)

KOFai 0.002
(0.005)

KOFai ×epl 0.004*
(0.002)

urate 0.035** 0.029* 0.028* 0.032* 0.026*
(0.015) (0.016) (0.014) (0.016) (0.013)

unions 0.006 0.005 0.001 0.005 0.000
(0.006) (0.005) (0.006) (0.005) (0.006)

dependency -0.018 -0.016 -0.013 -0.017 -0.009
(0.013) (0.015) (0.016) (0.014) (0.018)

deficit -0.012 -0.015 -0.019* -0.014 -0.019*
(0.011) (0.010) (0.009) (0.010) (0.011)

debt 0.002 0.003 0.002 0.002 0.002
(0.002) (0.002) (0.002) (0.002) (0.002)

gdppc 0.323 0.384 0.118 0.342 0.231
(0.580) (0.602) (0.425) (0.594) (0.508)

growth 0.005 0.006 0.019* 0.006 0.015
(0.012) (0.012) (0.011) (0.012) (0.011)

Observations 139 139 139 139 139
R2 0.36 0.37 0.49 0.36 0.42
Number of i 20 20 20 20 20

*** p<0.01, ** p<0.05, * p<0.1

Robust standard errors in parentheses

size leads to inconclusive results. While a robust stylized fact of a positive

relationship is found when considering cross-sections of countries, results are less

clear cut when the evolution of these variables over time is considered.

Two are the main hypotheses to explain the relationship between trade

openness and governments’ expenditure: the efficiency hypothesis and the com-

pensation hypothesis. According to the efficiency hypothesis, trade liberalization

and globalization induce a reduction in government expenditure and in particular

in the welfare state in order to ensure competitiveness on the global arena.

On the other hand, globalization can increase job insecurity and raise risks

for at least some workers: if it is the case, then governments are pushed to offer
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compensation or insurance to displaced workers. As the two channels point

in a different direction, which one prevails is an empirical matter. Using data

on 20 OECD countries in the period 1980-2003, this study tries to understand

the effect of trade openness and globalization on expenditure on labor market

programs.

Trade openness appears to increase passive spending, while the flow of foreign

direct investment has an opposite effect, confirming the tax competition argument.

However, trade with low-wage countries reduces unemployment benefits especially

for those countries with a higher level of employment protection. Turning to

active labor market policies, the effect of globalization on ALMP expenditure is

less clear. Only trade openness seems to have a robust negative effect. This is

quite surprising, as active policies are less controversial, since can be useful not

only for workers, but also for firms. It is important to note, however, that the

major part of the countries has start to show a particular attention toward active

policies only recently and it can take some time before results are observable in

the data.
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