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Abstract. This article examines the development of tax regimes across OECD countries in
the latter part of the twentieth century. It gives particular emphasis to taxes on labour
income. Taxes on labour income represent a major drain on private households. They have
become the mainstay of many of these countries’ public sector finances. Taxes on labour
income rather than on capital appear to be the preferred instrument of finance for those
economic and political interests that advocate and support a strong (and thereby expensive)
welfare state. There is little ‘free lunch’ to be had in these welfare states; if anything, ‘social-
ism in one class’ seems to be the rule. Coordinated market economies tend to impose higher
tax rates on labour because they have higher levels of wage coordination, their governments
are more likely to be oriented to the left and their executives are relatively weak in rela-
tion to their legislatures.

Introduction

In recent decades, labour has carried an increasing burden of taxation in the
postindustrial economies. What has been at work behind this development and
what effect has it had on the labour market? In addressing these questions,
we briefly discuss the problem of measuring the effective tax burden on labour
and others within the economy, and demonstrate how, in general, the tax
regimes of OECD economies have changed from the mid-1960s through the
mid-1990s. We then set out an argument showing why taxes on labour income
vary across countries and over time. Finally, we assess the empirical strength
of this argument.

A number of results emerge from this examination of labour taxation
policy. First, taxes on labour income represent a major drain on private house-
holds and they have become the mainstay of developed countries’ public
sector finances. Second, taxes on labour income, rather than on capital, appear
to be the preferred instrument of finance for those economic and political
interests that advocate and support a strong (and thereby expensive) welfare
state.
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Tax structures in the OECD

Scholars and international institutions have sought to quantify taxation 
policies by constructing different measures of average effective tax rates
(AETRs).1 Such measures have the advantage over traditional indicators (e.g.,
revenues obtained from a particular source of income expressed as a per-
centage of Gross Domestic Product, GDP) in that they are better (but admit-
tedly imperfect) indicators of tax policy with respect to different and specific
kinds of income and other economic stocks and flows than measures that
compute the ratio of a tax category to GDP. Conventionally, to assess the
burden of a particular class of taxes, scholars calculate a tax ratio that shows
the magnitude of the category of taxes being collected relative to the size of
the overall economy, usually measured by GDP (or Gross National Product,
GNP). While neither uninformative nor useless, such a broad measure fails to
deal adequately with the burden of the tax category on those actually paying
it. A measure of national income (or product) is a societal-wide measure. If
the tax base is narrower, the burden is actually greater than is reflected in the
conventional measure, and the dynamics of the burden are also not reflected
because the actual tax base may grow or shrink relative to the overall 
societal-wide product.

In order to get at the many rich theoretical and policy questions, the con-
ventional approach is clearly distortionary. AETRS eliminate this distortion.
An effective tax rate is calculated as the ratio between the tax revenues 
collected on particular taxes and the corresponding tax bases that can be
obtained from detailed national accounts statistics (see Lucas 1990; Mendoza
et al. 1994). The denominator of the measure is designed to reflect the actual
base out of which the taxes are taken. Similarly, the nominator is usually closer
to the actual tax yield than the more broadly gauged measures. Neither
AETRs nor the broader measures can escape the fact that they are average
measures.

The OECD in particular has been concerned with the issue of labour and
capital taxation, and has been in the lead on charging that capital has been
overtaxed relative to labour. In order to compute labour and capital AETRs,
it is first necessary to calculate the overall average tax rate on household
income. In the case of the Mendoza et al. formulation used here, this variable
is equal to taxes on income, profits and capital gains of individuals expressed
as a percentage of gross income (Volkerink & DeHaan 2001). The latter is
defined as the sum of unincorporated business net income, household income,
dividends and investment receipts, and compensation of employees less
employers’ social security contributions and employers’ contributions to
private pension plans. With this rate, and with a wage variable that is equal to
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compensation of employees less employer contributions to public social insur-
ance and private pension schemes, one can compute the AETR on labour.

The AETR on capital based on the Mendoza et al. version used here draws
on unincorporated business net income, household income, dividends and
investment receipts, corporate taxes on income, profits and capital gains of
individuals, recurrent taxes on immovable property, taxes on financial and
capital transactions, and the overall economy’s operating surplus. The OECD
variants differ from the Mendoza et al. AETR measures on labour and capital
in a number of ways (see Carey & Tchilinguirian 2000; Volkerink & DeHaan
2001).

However, at the level of aggregation used in Figure 1 (i.e., OECD-wide
averages), there turns out to be only one detectable difference among the
three versions – the level of the AETRs (and not their time trajectories) all
show similar upward trajectory except that the Mendoza et al. measure is
larger than the OECD variants. All of the measures rose almost unabated
through the three-decade period under observation. The cross-country
average using the Mendoza et al. measure grew from 24.1 per cent in 1965 to
39.5 per cent in 1995. For the two OECD labour income AETRs, the corre-
sponding figures are 22.1 per cent in 1965 to 36.1 per cent in 1995 and 21.5 per
cent in 1965 to 35.6 per cent in 1995.

Along with the upward trajectory of the labour income AETRs, a common
tendency during this three-decade period was for the alternative labour tax
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Figure 1. Average effective tax rates on labour income: cross-country averages, 1965–1995.
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bases to increase initially and then to fall back to levels near where they
started. Figure 2 shows the evolution of the three tax bases as a share of GDP
between 1965 and the late 1990s. As mentioned above, the compositions of the
different tax bases used in calculating these AETRs vary. These variations 
are reflected in the tax revenues measured as shares of GDP. On average,
Mendoza et al.’s measure uses the smallest base. Again, the three series have
followed similar time trajectories. All expanded in relative terms through to
the late 1970s and then reversed direction generally returning to levels close
to those that prevailed in the mid-1960s.

These two developments – the relentless growth in the AETR, and the
growth and then decline in the base against which these tax rates are applied
– have helped create the situation where labour income has come to provide
a much larger share of the total resources the public sector extracts from the
economy. Whereas in 1965, 11.5 per cent of GDP was taken in form of taxa-
tion on labour income by the state, that level had risen to nearly 20 per cent
in 1995. Even higher levels are to been seen in the two OECD series on labour
AETRs. In one, the share of GDP going to the state in the form of taxation
on labour income rose from about 12 to approximately 21 per cent in the
period from 1965 to 1995. Using the other OECD measure, this share grew
from about 15 per cent to nearly 24 per cent of GDP.

As a consequence of these developments, the tax regimes of the OECD
countries have come to rely extensively on labour income. By the end of the
1970s, taxes on such income amounted to approximately 50 per cent of all tax
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Figure 2. Relative sizes of labour income tax bases: cross-country averages, 1965–1995.
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revenue garnered by the public sector (see Figure 3). Note, however, that there
are important differences across these countries in terms of the structures of
their tax regimes (see Table 1). For example, among the group of nations con-
sidered to have Liberal Market Economies (LMEs) (Hall & Soskice 2001),
there is a clear tendency to avoid heavy taxation on consumption and labour,
and rely to a greater extent on capital for tax receipts. And while labour
income has come increasingly under taxation within this group of countries,
the rates are nowhere near as high as those found within Coordinated Market
Economies (CMES). The latter being particularly heavy-handed in terms of
their extractions on consumption outlays, while much lighter of touch than
LMEs in the taxes they extract from capital.

This tendency for CMEs to tax labour more heavily than capital appears
to be a fairly consistent pattern across the tax regimes of the OECD coun-
tries. Rather clear evidence on this is given in Figure 4. This shows that CMEs
have tax regimes that place higher AETRs on labour than on capital, while
LMEs do the opposite.

We know that CMEs also tend to have larger and more generous welfare
states than LMEs (Estevez-Abe et al. 2001). In turn, then, it would appear to
be the case that CMEs are financing their generous redistributive programmes
mainly by taxing the recipients of those programmes rather than taxing recipi-
ents of other income sources. This point is clearly conveyed by Figure 5, where
the relation between labour taxation (Mendoza et al. 1994) as a percentage of
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GDP, and the share of GDP that governments transfer to households, is 
displayed.

This relationship between taxes on labour and transfers to households is
puzzling. In general, the presence of social democratic parties in power is more
likely in a CME than it is in an LME. In this context, one would think that
redistribution involves not only a progressive income tax, but also, particularly
from a social democratic perspective, an effort to make transfers between
income classes (labour and capital). And yet CMEs consistently finance their
social protection systems by taxing mainly labour. This puzzling situation
prompts the following question: Why is it that CMEs are far ahead of LMEs
in taxing labour income as opposed to other sources of revenues?

Setting tax policy

Our answer to this question is that welfare policy within OECD countries is
principally a matter of redistribution within one class. One of the main policy
instruments used to achieve this is taxation on labour income. In this section,
we outline the forces at work in shaping this policy and pay particular atten-
tion to specific institutional features of the economic and political systems and
how they contribute to the creation and maintenance of this policy.
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A central feature of the organization of the economy is the degree of wage
coordination between capital and labour; indeed, this is conventionally
regarded as a crucial aspect of the difference between LMEs and CMEs (Hall
& Soskice 2001). Let us consider briefly the nature of such differences and
their implications for labour income tax policies. LMEs rely heavily on
markets as the main mechanism to allocate resources. In LMEs, firms coordi-
nate their activities via competitive market arrangements. Relations between
capital and labour are organized by individuals, and not by associations. Capi-
talists value their capacity to adjust to market fluctuations. So too does labour
by investing in portable, general skills. Neither has an incentive to coordinate
outside the market. Alternatively, markets are organized very differently in
CMEs. Firms find incentives to coordinate with unions and the government
around a fundamental ‘non-market based’ equilibrium between capital and
labour. An equilibrium such as this becomes politically effective via the wage
coordination compromise between capital, labour and the government.

By virtue of this compromise, labour agrees to restrain wage demands,
thereby contributing to lower inflation and better economic conditions, but
most importantly for itself, it gains a degree of income insurance for workers
(see Cameron 1984; Regini 1984;Wallerstein et al. 1997;Wallerstein & Golden
2000). Government uses fiscal policy to compensate labour for its sacrifice and
thereby reduces the costs of the compromise. It does this through a large
welfare state that provides labour with an insurance system that guarantees
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both a good income level in periods of economic downturns and longer-term
earnings (pensions). In addition, labour unions obtain the capacity to ensure
an egalitarian wage distribution and political control over the implementation
of a large number of public policies (Coe & Snower 1997; Swenson & 
Pontusson 2000).

Coordination is beneficial for employers because it avoids the disruption
in production associated with industrial disputes. In addition, the welfare state
is also functional from the perspective of capitalists in that it contributes to
the maintenance of a labour force with specific skills (Iversen & Soskice 2001).
Finally, the employer’s share of the compromise is to accept solidaristic wage
policies and a large welfare state. In short, high levels of wage coordination
imply that, in exchange for wage moderation on the part of labour, capitalists
accept that the government (together with the unions) develops a large, very
costly, public insurance system.

Because of the compromises involved in wage coordination, governments
of CMEs, as opposed to those of LMEs, devote a larger share of their GDP
to social transfers and public services (Estevez-Abe et al. 2001). As a result,
governments in CMEs need to raise a larger amount of public revenues. This
brings us to the relationship between the organization of economic institutions
and the design of taxation structures. The question is who is going to bear the
cost of the highly developed welfare states at work in CMEs? Our discussion
in the previous section of the general patterns of taxation in OECD countries
suggests that the answer to this question is mainly labour as opposed to capital.
There are two reasons why this is the case. First, governments tax labour more
than capital because taxing the latter has become increasingly difficult over
time. The exits available to capital have grown in the modern era, thereby
making it ever more difficult for government to tap this source of income
(Genschel 2002; Ganghof 2003). Such has not been the case for labour. Mobil-
ity of this factor of production has been and remains quite limited. The second
reason relates to wage coordination and the differences between CMEs and
LMEs. It concerns the potential impact that different tax structures could have
on the incentives of capital to maintain wage coordination with labour and,
ultimately, to endorse the development of the welfare state. Simply put, if a
tax structure were to place the cost of the welfare state on the shoulders of
capital, it would eliminate the incentives for capitalists to coordinate with
labour. High taxes on capital reduce firm owners’ net profits, thereby harming
investment and, in the long run, lowering economic growth. In such a case, the
reduction in net income would outweigh the benefits obtained from coordi-
nated wage bargaining.

These two points clarify why the cost of the welfare state must be carried
principally by labour – a necessary evil for labour. Getting the benefits pro-
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vided by a generous welfare state only comes at the price of paying its cost.
This trade-off is one of the hallmarks of a CME. The constraints on capital
income taxation and the opportunity costs they impose are also relevant to an
understanding of the role of partisanship in shaping the variation in tax poli-
cies of OECD countries. Political parties at different ends of the ideological
spectrum promote the interests of different groups of supporters and hold
opposed views as to what the desirable level of redistribution should be.

Since the path-breaking contributions of Hibbs (1977, 1987), scholars
endorsing the partisanship approach to public policy have argued that social
democratic and other left-wing parties tend to promote the interest of labour,
while conservative parties tend to promote the interests of ‘upscale’ groups.
Generally, promoting the interests of labour is understood as taxing and
spending more, whereas advancing the interests of upscale groups is seen as
taxing and spending less. Thus, it is reasonable to expect a great deal of the
variation in public policy outcomes to be the result of the ideological profile
of the parties in control of government. For example, Esping-Andersen (1985)
provided a detailed analysis of how Scandinavian social democrats used the
welfare state to forge stable electoral coalitions leading them to, and keeping
them, in power. In addition, many other students of comparative political
economy have produced a great deal of evidence supporting the claim that
left-/right-wing parties provide higher/lower levels of redistribution (Hibbs
1992; Franzese 2002; Bartels 2003).

The general evidence on the effects of partisanship is difficult to dispute
(for a dissenting and critical view, see Blais et al. 1993; Imbeau et al. 2001).
Nevertheless, the existence of the above-mentioned trade-off between redis-
tribution within labour and redistribution between income classes qualifies our
understanding of the relationship between partisanship and redistribution in
the following sense. Reflecting the structural dependence of the state on
capital, a large welfare state is only viable under the condition that capital not
be taxed too heavily2. Thus, greater redistribution by left-wing governments
should lead to higher levels of taxation on labour. Simply put, left-wing 
governments cannot promote the interests of labour by financing generous
transfers with taxes on capital income. Rather, the policy choice is about the
promotion of the interests of different types of workers. By choosing to
combine very generous transfer policies with high levels of labour income tax-
ation, left-wing governments stand for the interests of the lower part of the
wage distribution. In contrast, by choosing a strategy based on reduced levels
of generosity and lower tax rates on labour, right-wing governments promote
the interests of high wage and salary earners, those who would bear the 
greatest costs under progressive income tax schemes. Provided one or another
party is in office for a sufficiently long period, these two different strategies
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should become sharply reflected in the taxation policies of OECD govern-
ments (see Steinmo 1993 – it should be pointed out that the results reported
in Boix (1999), Swank and Steinmo (2002) and Bretscher and Hettich (2002)
are not fully consistent in showing how partisanship influences tax policy).

Nonetheless, the clarity of the reflection is contingent upon specific aspects
of the design of political institutions (see Schmidt 1996, 2002). Some of these
institutions facilitate the unencumbered translation of ideological preferences
into policy outcomes. Other institutional settings have both incentives and
constraints that moderate or mute this translation. The rich literature on veto
players and veto points is an illustration of this general proposition. For
example, Tsebelis’ (1995) theory of veto players points out how the presence
of such actors militates against significant policy change. Huber et al. (1993:
728) and Huber and Stephens (2001) produce evidence that the number of
institutional veto points existing in a country has a constraining effect on the
levels of welfare effort (see also Schmidt 2000, 2002; Obinger & Kittel 2003;
Cusack & Fuchs 2003). More qualitatively, Immergut (1992) shows how health
policy outcomes in France, Switzerland and Sweden were affected by the struc-
ture of legislative veto points existing in these countries. All these contribu-
tions suggest that the translation of party platforms into public policies is far
from automatic. While partisan differences exist, the size of these differences
in terms of public policy is likely to depend on the pattern of executive-
legislature relations and, in particular, the relative power of these two institu-
tions in the setting of public policy.

Ultimately, the relative power depends upon the electoral system in use.
For a variety of reasons (Lijphart 1999), strong executives seem to emerge in
those political systems that use majoritarian voting rules. Likewise, weak 
executives (and, correspondingly, strong legislatures) have emerged in politi-
cal systems that rely on proportional representation. How does this difference
shape partisan effects on tax policy? Assuming that majoritarian electoral
systems simplify elections to a competition between two major alternatives
(Duverger 1954; Cox 1997) and that preferences about taxation can be sub-
sumed into a single dimension, then the median voter theorem applies. In
order to win the election, parties on both sides of the ideological spectrum
must articulate their platforms and policies around the position of the median
voter. As a result, the scope for partisan differences in majoritarian electoral
systems is constrained by the nature of political competition; therefore one
would see modest differences between left and right policies.

Electoral systems based on proportional representation (PR) shape politi-
cal competition in exactly the opposite direction. In contrast to majoritarian
systems, policy outcomes are expected to reflect positions further away from
the median voter on either side of the ideological spectrum. As a result,
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the partisan effects on policy outcomes will be sharper. In order to justify 
this claim we make use of a simplified version of the model developed by
Austen-Smith and Banks (1988). Consider a legislature with three parties (PK).
Subscript K defines the ideological position of the parties (K = {L, C, R}),
where subscripts L, C and R stand, respectively, for left, centre and right.
Each party has a weight (WK) that represents the share of seats in the legis-
lature. Thus the weighted ideological profile of the legislature is given by
SPK*WK.

The process of government formation is driven by parties’ positions on a
single dimension – namely, taxation policy. How do they bargain and what is
the likely policy outcome? To answer this question, it is necessary to introduce
a number of assumptions. First, parties have perfect information. Second, the
sequence of the game between these three parties in the legislature is as
follows. In the first stage of the game, t = 1, the party with the largest number
of seats proposes a coalition. The proposal may be accepted or rejected. If the
first proposal is rejected, then at time = 2 the party with the second highest
number of seats proposes a different coalition. In case of failure, the party with
the lowest weight gets to propose at time = 3. If no agreement is reached, a
‘special’ government is formed such that the payoff for the three parties is 0.
Figure 6 provides a graphic representation of the bargaining process. Finally,
we take as given the result proved by Austen-Smith and Banks (1988: 416–417)
that in PR systems the party adopting the position of the median voter (WC)
is the one that receives the lowest number of votes.

Each party’s strategy consists of two elements: a proposal (fK) and a
response to proposals by others (rK Æ {0,1}, where 0 means rejection and 1
acceptance of any given proposal). fK contains three elements itself – namely,
a proposed set of coalition parties (C), a policy position (pK) and a (proposed)
distribution of portfolios between the parties in the coalition (gK). In turn, the
selection of a particular strategy is a function of the utility parties derive from
the proposals to agree on a particular taxation policy and the opportunity cost
attached either to the proposal itself (in the case of the proponent party) or
to the response (in the case of the potential coalition partner). The opportu-
nity costs are defined as the payoffs that would have been obtained should the
party have chosen differently. For instance, the opportunity cost of a party
accepting a proposal at t = 2 is the payoff that the party would have obtained
from the outcome implemented at t = 3. In sum, the opportunity costs depend
on the responses of parties to the proposals made at each stage. Let a(f) Æ
{0,1} represent the product of party responses to any given proposal f at stages
1 to 3 in the model.

More formally, the utility that any given party PK derives from a proposal
fK at time t is defined by
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(1)

where the functional form of UK is set by Austen-Smith and Banks (1988) to
be quasi-linear on g and quadratic on the differences between the expected
coalition outcome (y) and the preferred policy position of each party.

(2)

Subsequently, the opportunity costs at the different stages (OC(s)) of the game
are defined by:

(3)

The interaction between the three parties is modeled as a legislative bargain-
ing game with perfect information. In this context, a coalition will be in equi-
librium if there is a proposal (f*) that maximizes the utility of the proponent
party and a response by the joining party (a* = 1) that maximizes the joining
party’s utility.3 For the purposes of our argument, the key aspect of this model
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Figure 6. The sequence of the bargaining process (W1 > W2 > W3).
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concerns the nature of the policy outcome of the bargaining solution.By estab-
lishing the characteristics of the policy that satisfies the equilibrium condition,
the model highlights how the nature of political competition in PR systems
reinforces partisan effects while dampening those effects in majoritarian
systems.

Let us illustrate the nature of policy outcomes by considering first a spe-
cific case in which no party holds the majority (WL, WC, WR < 1/2) and the
ranking of voting shares is WL > WR > WC (recall that, by assumption, the
ranking of seats shares would be either WR > WL > WC or WL > WR > WC). At
time t = 1, PL offers a coalition proposal to PC. It is not offered it to PR because
of the anticipation of a negative response. Given that at time = 2 it is PR who
gets to propose, the opportunity cost of accepting a proposal at time = 1 is very
high (see expression 3-OC(1) above), which in turns implies that in order to
gain PR’s acceptance, PL would have to make such concessions that the coali-
tion outcomes would no longer be optimal. Thus PL chooses y and gL to max-
imize its own utility and the chances of getting a positive response from PC.
More formally, making use of expression 2 above, PL chooses y and gL to max-
imize the joint utility of the proposed coalition partners:

(4)

where G stands for the total number of portfolios in the coalition. Solving this
problem, the coalition policy outcome required to obtain an equilibrium is
such that

(5)

which implies that the taxation policy implemented by this coalition govern-
ment would be in between the preferred policy positions of the left-wing party
and the party representing the position of the median voter. A symmetrical
result would be obtained if the ranking shares of parties were WR > WL > WC.
Alternatively, if at t = 1, one party holds the majority in the legislature 
(Wk > 1/2), no bargaining between parties occurs. Under such circumstances,
the policy outcome will reflect the policy position that maximizes the utility
of the members of the winning party (y* = pK*), which, in turn, corresponds
to that of the median legislator within the winning party. Regardless of the
side of the ideological spectrum being considered, this position would always
be further away from the median than in majoritarian systems.4

In conclusion, whereas in majoritarian systems public policy will be ori-
ented towards satisfying the median voter, in PR systems policy will appeal to
the median supporter of the winning coalition, who need not be the median
voter. In the latter case, partisan preferences are more clearly reflected in
policy outcomes. What does this imply? We should expect that where strong

y p pL C* = +( ) 2

Max g y p G g y pL L L C- -( ) + - - -( )( )2 2
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executives exist, the partisan effects on policy outcomes will be muted. As a
consequence, one would see modest differences between left and right poli-
cies. On the other hand, partisan preferences will be given fuller rein in
systems where the legislature is dominant and the executive weak. Tax policy
will more fully reflect the partisan preferences of the dominant parties in the
legislature and not in the electorate.

To sum up, our analysis of the determinants of labour income tax policy
has pointed out a fundamental trade-off: large levels of redistribution on the
expenditure side need to be funded mainly by taxing labour income. By impli-
cation, those factors conventionally associated with larger levels of redistrib-
ution should be found positively associated with higher tax rates on labour.
More specifically, the following testable propositions can be derived from our
argument:

• A high level of wage coordination is expected to be positively and sig-
nificantly associated with higher tax rates on labour.

• Left-wing governments are expected to be positively and significantly
associated with higher taxes on labour. Alternatively, right-wing govern-
ments are expected to produce lower taxes on labour.

• The magnitudes of these partisan differences are expected to be larger
in political institutional settings where the legislature is dominant and
the executive weak.

Empirical analysis

In this section, we provide an empirical test of these three propositions, but
first we will specify the control variables in our analysis and say something
about the data and design used. In addition to the variables considered in the
main part of our argument, the empirical specification of the determinants of
AETRs include a number of controls. First, we include the level of electoral
participation. We hypothesize this variable to be negatively related to the
AETR on labour income. The general line of argument here is that higher
levels of electoral participation bring in more voters who are averse to high
tax rates on labour; this in turn signals to politicians the increased electoral
unpopularity of such a policy and should result in lower tax rates on labour.

The general point can be seen by considering those that normally vote and
those that do not. For example, one group with high rates of electoral partici-
pation is the very rich; these people are happy to support high labour tax rates,
and are likely to lower their own tax rates. High-income earners also can be
expected to support higher tax rates on labour since they themselves have both
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the resources and the incentives to use legally the complexities of the tax
system to avoid being taxed. They also normally vote. The unemployed and
retired are net recipients of transfers. It is in their interest to support high taxes
on labour since this leads to higher income for them. Certainly the latter
group, which is very large and known for its widespread electoral participa-
tion, would support higher taxes on labour income sources as long as the trans-
fers they receive increase. On the other hand, medium- and low-income
earners have good reason to be averse to higher labour income tax rates in
that earnings from labour represent their only income source and an increase
in this rate implies a greater loss. It is this group of voters who are likely to
be fluctuating between participation and non-participation. Movement in the
direction of the first option would increase the level of voter resistance to 
taxation on labour, while movement in the other direction would lower that
resistance.

Next we need to take into account the effects produced by the generosity
of welfare programmes. The current levels of generosity reflect previous policy
decisions on the scope of the welfare state. Thus, such decisions affect the gov-
ernment’s budget constraint in a way that is to a large extent independent of
its current ideological preferences. The budget constraint on governments
implies that, other things being equal, an increase in the levels of generosity
of welfare programmes (be it in the form of the rate of transfers or the eligi-
bility for recipient status) must have a positive and significant impact on the
levels of revenues extracted. Since labour income has been shown to be the
main source of revenues for OECD governments during the period of inter-
est, an increase in the levels of generosity is expected to be associated with an
increase in the levels of AETRs on labour.

Finally, we consider variation in the size of the demographic burden.
This variable captures the effect of both the business cycle and structural
demographic transformations. The business cycle, reflected in variations in
unemployment – one of the components of the demographic burden – helps
shape the AETR on labour income. So, too, does the other component of 
the demographic term: the structural demographic factor of population aging.
The effect of the demographic burden term on the level of the AETR on
labour income is expected to be positive. The higher the share of the popula-
tion dependent on the state, the greater the need for the latter to extract rev-
enues from the economy. As in the case of generosity, this requirement to
extract further revenues is expected to lead to an increase in the AETR on
labour.5

In an effort to evaluate the empirical utility of these ideas, we have speci-
fied a panel regression equation and estimated it using data on 14 OECD
countries for six five-year periods.6 The equation takes the following form:
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Table 2 provides definitions of the variables specified in the equation.
Estimation results for this equation using OLS are reported in Table 3.7

The estimated effects are similar across the three different data series used
and so we focus our attention on the results reported in the first column. In
general, the fit of the equation to the data appears satisfactory in all three
instances. One problem, however, shows up in the two OECD series that is
not evident in the case of the Mendoza data series – namely, there is some evi-
dence, using the Lagrange multiplier test, of autocorrelated error.

With the Mendoza data, as with the OECD series, we see that all of the
parameters for the control variables take on the signs expected of them and
are statistically significant. Thus, both the prevailing level of generosity of the
welfare state, as well as the relative size of an important part of the welfare
state’s clientele, have the predicted positive impacts on the level of the AETR
on labour income. In addition, the anticipated negative effect of widespread
electoral participation is registered. The higher the level of electoral partici-
pation, the lower the rate of taxation on labour income.

The impact of wage coordination on labour tax rates is positive (and sta-
tistically significant) as predicted. Thus, industrial relations systems with struc-
tural features that allow or promote highly coordinated wage bargaining will
be marked by far higher tax rates on labour income than those systems where
little or no such features exist. Given the parameter estimate (in column 1),
a system with centralized bargaining by peak confederations would likely
have, depending on the restrictiveness of the wage bargaining agreement
(Kenworthy 2001: 79), an AETR on labour six to eight percentage points
higher than a system with fragmented wage bargaining confined to individual
firms or plants, all else being equal.

Examining the estimated parameters on the individual partisan and insti-
tutional variables in the model allows one to build up a picture of the degree
to which partisanship affects tax policy and how the institutional context mutes
or amplifies this effect. First, let us examine the effects of partisanship. We
have a partisan term describing the cabinet and one describing the legislature.
The parameter on the cabinet term is positive and statistically significant.
Given the measure being used for the partisan character of the cabinet, this
parameter implies that leftist governments have policies that entail higher
levels of AETRs on labour income as predicted. On the other hand, the para-
meter on the partisan character of the legislature turns out to be negative,
although statistically insignificant.

LTR CCOG LCOG LEG LCOG LEG

EP WC DB GEN
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Table 2. Variables in model predicting AETR on labour income

Variable label Variable definition

LTRit Average effective rate of taxation on labour income, period average.
Three variants from Mendoza et al. and OECD. Data used for
construction of these series derived from the OECD’s National
Accounts of OECD Countries, Detailed Tables, Volume II, various
years.

CCOGit Cabinet centre of political gravity, average for period. This is a
weighted measure of political orientation of the governing
coalition’s ideology using the Castle-Mair codings of parties’
positions on a left-right scale. The data for this and the LCOG
variable are described in Cusack (1997) and available online at:
www.wz-berlin.de/mp/ism/staff/cusack_data_sets.en.htm#data.

LCOGit Legislative centre of political gravity, average for period. Similar to
the cabinet measure, but based on the parties within the
legislature.

LEGi The extent to which parliament dominates the executive: based on
Lijphart’s (1999) executive-parties dimension. This (Lijphart’s first
dimension) distinguishes political systems on the bases of the
relative frequency of minimal winning one-party cabinets, the
effective number of parliamentary parties, the degree of executive
dominance, the extent of electoral disproportionality and the
degree of interest group pluralism. The factor score has to be
transformed so that the value for the system with the most
executive strength and least legislative strength is set to 0.

LOCit *LEGi Interaction between legislative centre of political gravity and the
executive-parties dimension

EPit Electoral participation: Average percentage of electorate
participating in elections during period. The data on this variable
derives from the Institute for Democracy and Electoral
Assistance’s website: www.idea.int/.

WCit Kenworthy’s wage coordination index, period average. Variable
ranges between 1 (fragmented wage bargaining) and 5 (centralized
bargaining by peak confederations with peace obligation). Dataset
available online at: www.emory.edu/SOC/lkenworthy.

DBit Demographic burden. Retired population and unemployed expressed
as a percentage of total population, period average. Data based on
information derived from various annual issues of the OECD’s
Labour Force Statistics.

GENit Generosity of welfare system. The ratio of government transfers to
households as a percentage of GDP to DB, the demographic
burden. Period average. Data can be found online at: www.wz-
berlin.de/mp/ism/staff/cusack_data_sets.en.htm#data.
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This seemingly contradictory indication that leftist legislatures follow poli-
cies of lower taxation on labour needs to be seen in light of the fact that the
effect of the partisan character of the legislature is contingent on the relative
institutional strength of the legislature. The latter impact is captured by the
parameter on the interaction between the strength of the legislature and the
partisan measure. The parameter on the constituent term, Legislative Center
of Political Gravity, only has meaning in the situation where Legislative Insti-
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Table 3. Panel estimation results for model predicting AETR on labour income (five-year
averages; OLS)

Mendoza OECD (1) OECD (2)
AETRs AETRs AETRs

Cabinet Centre of Political 1.50* 1.80 1.85
Gravity (0.84) (1.18) (1.18)

Legislative Centre of -5.11 -1.50 -3.18
Political Gravity (3.72) (5.34) (5.60)

Legislative Institutional -16.57*** -21.7*** -24.20***
Dominance (3.82) (5.20) (6.05)

Legislative Centre of  8.77*** 10.24*** 11.38***
Political Gravity * (1.88) (2.63) (2.94)
Legislative Institutional 
Dominance

Wage Coordination 1.96*** 3.33*** 3.55***
(0.42) (0.58) (0.59)

Electoral Participation -0.19*** -0.24*** -0.25***
(0.04) (0.05) (0.07)

Demographic Burden 1.83*** 1.75*** 1.76***
(0.12) (0.17) (0.17)

Generosity of Welfare 0.18*** 0.15*** 0.15***
Programmes (0.01) (0.02) (0.02)

Constant 0.25 -1.97 0.18
(6.20) (8.66) (8.64)

R2 0.924 0.850 0.858
Observations 84 84 78
Countries 14 14 13
Time units 6 6 6
LM Test: serial correlation, 0.106 0.040** 0.046**

p-value

Notes: Standard errors in parentheses. Significance level: *p< 0.10, ** p < 0.05; *** p < 0.01.
Lagrange Multiplier test p-value below 0.05 rejects the absence of serial correlation at 95
per cent confidence interval.
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tutional Dominance is 0 (i.e., where the executive is completely dominant),
and then its effects are statistically indistinguishable from 0. The parameter
for the other constituent term in the interaction – namely, the coefficient on
Legislative Institutional Dominance variable – is negative and clearly statisti-
cally significant. This points to the conclusion that when the partisan orienta-
tion of the legislature is on the far right, then the effect on tax policy is to
sharply lower the level of the AETR on labour income by an amount that 
is contingent on the degree of legislative dominance. At the same time, the
parameter for the interaction between the legislative partisanship and legisla-
tive institutional term brings out the amplifying effect of a legislature that is
both leftist and strong vis-à-vis the executive. This can be illustrated by
drawing on a few examples of the model’s predictions under a number of con-
ditions where the cabinet and the legislature are unified or divided in terms
of partisanship.

Table 4 (panel a) provides examples where the cabinet and legislature have
common ideological orientations. On the left-hand side of the panel we see
the effects of partisanship where the executive is weak. Here there is a gaping
contrast between a unified government of the left and one of the right. In con-
trast to rightist governments, leftist governments follow a policy that taxes
labour income heavily. On the right-hand side of the panel, which illustrates
the effects of partisanship where government is unified but the executive is
strong, one sees that while leftist governments continue to tax labour income
more heavily than rightist governments, the contrast between left and right is
much reduced.

The situation of divided government is illustrated in Table 4 (panel b). On
the left-hand side we have a political configuration where the executive is
weak (i.e., the legislature is the dominant institution) and the two institutions
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Table 4 (panel a). Labour AETR under unified government: predicted levels of AETR on
labour income given partisan situation and institutional context

Weak Executive Strong Executive

Left Right Left Right 
Cabinet-Left Cabinet-Right Cabinet-Left Cabinet-Right
Parliament Parliament Parliament Parliament

Mendoza et al. 38.9 27.3 32.4 30.8
OECD version 1 36.1 19.9 33.2 28.7
OECD version 2 37.9 22.2 34.6 31.0

Notes: Partisan and institutional terms set at mean +/- 1 standard deviation. All other
factors set to their mean values.
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have different ideological orientations. The lack of unity in terms of ideolog-
ical orientation does not seem to matter greatly. Once again, where the 
legislature is the dominant institution, the pronounced difference in policy
outcome, given the different ideological orientations, comes through. And,
again, it is muted in the situation described on the opposite side of the panel,
where the executive is the dominant institution.

In sum, then, partisanship works its effect on labour income tax policy.
However, these partisan effects are either moderated or amplified by the insti-
tutional context within which political parties operate. Of particular impor-
tance are the relative strengths of the executive and legislature. Where 
the executive is more powerful, the force of partisanship is evident but very
dampened. Such institutional settings are common to electoral systems based
on majoritarian principles. These systems encourage moderation in policy
since the leverage they give to the median voter facilitates the muting of 
partisan differences. This muting effect is absent in institutional settings 
where the legislature is the dominant branch. Such an institutional setting is
found in systems regulated by electoral rules that promote proportionality.
Here partisan effects are stark in manifesting themselves and here again we
see that the left fosters much higher AETRs on labour income than does the
right.

Ideological orientations of parties, the relative strength of governmental
institutions and the degree of wage coordination within the economy: what is
it about this set of factors that brings them together to shape tax strategy on
labour income? They are related not only in that they influence this strategy,
but also in that they are important features of CMEs and LMEs. Countries
with higher levels of wage coordination (i.e., CMEs) are more likely to have
left-wing governments and strong legislatures. Such a pattern speaks to the
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Table 4 (panel b). Labor AETR under divided government: predicted levels of AETR on
labour income given partisan situation and institutional context

Weak Executive Strong Executive

Left Right Left Right 
Cabinet-Right Cabinet-Left Cabinet-Right Cabinet-Left

Parliament Parliament Parliament Parliament

Mendoza et al. 29.2 37.0 32.7 30.5
OECD version 1 22.2 33.8 31.0 30.9
OECD version 2 24.6 35.5 33.4 32.2

Notes: Partisan and institutional terms set at mean +/- 1 standard deviation. All other
factors set to their mean values.
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notion of institutional complementarities as reinforcing mechanisms for the dif-
ferences between LMEs and CMEs. Two institutions are said to be comple-
mentary ‘if the presence (or efficiency) of one increases the returns from (or
efficiency of) the other’ (Hall & Soskice 2001: 17). In particular, two types of
complementarities are relevant to our concerns. The first of these is between
economic and formal political institutions. The long-term functioning of wage
coordination agreements requires risky investments by both workers and
employers. As a result, the latter ‘cannot go down the route [of risky invest-
ments] unless they can be sure the government will sustain it’ (Gourevitch &
Haves 2002: 245–247).

Belief in a government’s commitment to existing policy is more likely in
those political systems where actors have a better chance to punish govern-
ment if it deviates from that commitment. Hall and Soskice (2001) contend
that systems based on PR are better than majoritarian systems in providing
actors with this monitoring and control capacity over government. In majori-
tarian systems, a small shift in the distribution of votes theoretically could lead
to a large shift in policy. In PR systems, such changes are uncommon; there
the legislature is stronger vis-à-vis the executive and coalition governments
are more common. In such a context, parties defending the interests of 
specific economic actors have a better chance to punish the government if it
deviates from previous policy. As a result, government commitments are more
credible in PR systems, and this facilitates the long-term functioning of 
economic institutions.

Gourevitch and Haves (2002: 246) show that there is indeed a strong pos-
itive correlation between the economic institutions of CMEs and the presence
of proportional representation (r = 0.71) and coalition governments (r = 0.72).
Using the Lijphart data on legislative dominance and Hall and Gingerich’s
index of overall coordination in the economy, our own analysis finds a similar
positive correlation (details available on request from authors). In sum, the
presence of strong legislatures in CMEs facilitates the sustainability of wage
coordination agreements and, in turn, the adoption of a particular taxation
strategy.

The second complementarity is to be found within the political realm –
namely, between the electoral system and the partisan composition of the gov-
ernment. As Iversen and Soskice (2002) have pointed out, the co-existence of
strong legislatures and left-wing governments is no coincidence. They are both
associated with electoral systems that use PR. In such systems, middle-class
parties need to compromise with other parties in order to govern. Iversen and
Soskice (2002) show that it is in the interest of centre parties to coalesce with
the left because the type of redistribution policy provided by a centre-left gov-
ernment would be closer to the centre’s preferences than the redistribution
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policy a centre-right coalition would provide. As a result, countries with strong
legislative institutions are more likely to have left-wing governments, which in
turn reinforces a model of redistribution based on a large welfare state and
high tax rates on labour.

This section has highlighted the mechanisms that explain why CMEs tend
to impose higher tax rates on labour. They do so because they have higher
levels of wage coordination, their governments are more likely to be oriented
to the left, and their executives are relatively weak in relation to their legisla-
tures. The question remains as to the sustainability of a redistributive strategy
based on high taxes on labour. A longstanding tradition in political economy
and economic theory would suggest that such an approach undermines long-
term economic performance. From Okun’s (1975) formulation of a trade off
between equality and efficiency to the more recent criticisms of Swedish social
democracy spurred by the crisis of the early 1990s (Lindbeck 1997), it has been
a commonplace among economists to argue that large levels of redistribution
impinge on economic growth and labour market performance.

A critical point here is that high levels of labour taxation lead to high levels
of unemployment. This argument, at the core of the differences between social
Europe and liberal America (Nickell 1997; Bean 1994), is based on three ele-
ments. First, higher taxes on labour income increase the price of labour and
thereby reduce the demand for it. The operating mechanism through which
higher taxes reduce labour demand is the process by which gross wages adjust
to labour tax increases. If higher taxes on labour are translated completely
into higher gross wages in order to maintain workers’ real net wages (Daveri
& Tabellini 2000: 57–62), then the cost of labour taxes is fully shifted onto
employers. If, in turn, higher taxes on labour are not fully reflected in higher
gross wages, then its cost is shared by employers and labour. Second, high
labour taxes create incentives for some people to either enter into or remain
within the state of unemployment (Joumard 2001; Disney 2000). A lower
number of working hours (at the extreme, 0) plus income transfers or subsi-
dies may generate disposable income higher than that obtained by someone
working more hours (and therefore being taxed more) and receiving less 
transfers or subsidies. Third, high levels of redistribution and labour income
taxation go hand-in-hand with high levels of union power and employment
protection, which in turn reinforce their damaging effects on the labour
market (Coe & Snower 1997; OECD 1999).

Taken together, the three elements of this argument suggest that the exis-
tence of a large welfare state is double-edged. It may sustain the necessary
conditions for the economic institutions of CMEs to work, but it is just as likely
to undermine macroeconomic performance. Indeed, liberal economists such
as Lindbeck (1993) would take the argument one step further and claim that
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the costs in terms of growth and unemployment are likely to overcome the
benefits of coordination. However, the logic behind this suspicion is not uncon-
tested, nor is the evidence supporting it overwhelming. The ways in which 
the welfare state shapes economic performance are more complex than is
usually assumed in models of perfectly clearing markets. As a result, it is not
surprising that the evidence on the welfare state and labour taxes’ effects on
unemployment is far from conclusive (Atkinson 1999: 39–49). Nickell and
Layard (1999: 3060) contend that ‘the balance of evidence suggests that there
is probably some overall adverse tax effect on unemployment and labour
input. Its precise scale, however, remains elusive.’ Causal relations between
policies and outcomes are very difficult to grasp, and indeed ‘the welfare state
can work with, rather than against, the grain of economic policy’ (Atkinson
1999: 7).

It has been pointed out that the demand and supply effects of labour
income taxation are contingent on the institutional context of the labour
market (Daveri & Tabellini 2000). In highly coordinated economies, employ-
ers trade their acceptance of the development of a large public insurance
system for a commitment from the unions to wage moderation. If, as a result
of the incidence of labour taxes and the high levels of generosity, labour costs
increase dramatically, the incentives for employers to coordinate with the
unions disappear. Thus, the capacity of unions to shift the cost of labour taxes
onto employers via the adjustment of gross wages is heavily constrained and
the impact of labour taxes on unemployment muted. Daveri and Tabellini
provide empirical evidence according to which labour taxes lead to higher
levels of unemployment only in those countries with large welfare states and
moderate levels of coordination. Their conclusions suggest that, for some
CMEs at least, a large welfare state is perfectly compatible with low unem-
ployment and high economic growth.8

Conclusion

This article has examined how the tax regimes across the OECD countries
developed in the latter part of the twentieth century. It has given particular
emphasis to tax on labour income, which has become an important fiscal
instrument. A number of results emerge from this examination. First, not only
do labour income taxes represent a major drain on private households; they
have become the mainstay of many OECD countries’ public-sector finances.
Second, these taxes, and not taxes on capital, appear to be the preferred instru-
ment of finance for those economic and political interests that advocate and
support a strong (and thereby expensive) welfare state. We have been able to
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show that leftist parties, particularly in political systems where legislatures
dominate the executive, push for higher taxes on labour with the apparent
motive of helping to finance welfare spending. By pursuing this kind of tax
strategy there is little ‘free lunch’ to be had in these welfare states. What the
working class receives, the working class pays for. Capital is little burdened by
the welfare state and, indeed, in those economies that enjoy a high degree of
coordination (particularly in terms of wage bargaining) one can say capital is
being subsidized by affording it favourable labour market conditions (e.g.,
skilled labour that has strong incentives to remain loyal to employers and
make moderate wage demands).

Third, the recent results presented by Peter Lindert (2003) on the kind 
of taxation strategy we have described here suggest that there are beneficial
qualities to such a strategy, at least in terms of overall economic growth. In
addition, this strategy has also proved beneficial in terms of reducing income
inequality. By sustaining a large welfare state on high taxes on labour, left-
wing parties have been able to produce significant levels of redistribution
through the spending side. The combination of high AETRs on labour 
with high levels of welfare benefit generosity produces a number of distribu-
tive consequences across different forms of income inequality. First, parties
are able to compress the distribution of disposable income through their
choices about fiscal redistribution (Hicks & Swank 1984; Bradley et al. 2003).
This, in turn, will be reflected in the internal composition of effective labour
tax rates. Social democratic parties will put relatively more weight on 
progressive income taxes and moderate social security contributions. In 
contrast, Christian democratic parties will rely more on earnings-based con-
tributions, providing milder, though still significant, levels of redistribution.
Second, a redistributive strategy based on high taxes on labour also reduces
inequality within the labour market. High taxes on labour are consistently
associated with lower levels of wage earnings inequality in that they are both
the outcome of the co-existence between left-wing government and high levels
of economic coordination (Beramendi & Cusack 2004). Yet, despite these ben-
eficial consequences, the effort at financing the welfare state this way may
come at a cost in terms of lost employment opportunities. In turn, the magni-
tude of this loss may itself be a function of the institutional conditions in the
labour market. The examination of the consequences in terms of employment
opportunities and distributive outcomes should be the focus of future
research.
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Notes

1. See the work of Mendoza et al. (1994). OECD critiques of this and alternative measures
can be found in Carey & Tchilinguirian (2000) as well as Volkerink & DeHaan (2001).
In addition, Eurostat reports an extensive set of annual statistics on AETRS (Eurostat
2000; Marinez-Mongay 2000).

2. As Przeworski and Wallerstein (1988) and Swank (1992) have pointed out, there are
several ways in which political parties can reduce the risk of potential disinvestment by
capital while pursuing redistribution. These include supply policy instruments outside the
tax system, such as the facilitation of credits through public financial institutions,
and, most importantly, the combination of high statutory tax rates with incentives to re-
invest profits. This combination of instruments, at work in CMEs, reflects the constraints
faced by left-wing governments in capitalist societies and helps to illuminate the coexis-
tence of large levels of redistribution and relatively lower average effective tax rates on
capital.

3. Formally, these two conditions require that (1) UK(f*K) > OC(s)K(f*K, r) and (2) a*(CK,
pK, gk) = 1 if UK(f*K) ! OC(s)K(f*K, r). Condition (2) implies that the proposal made by
the party must be Pareto-efficient (Austen-Smith and Banks 1988: 422).

4. Indeed, a similar outcome follows even if we relax the assumption that the median voter
is represented by the party with the lowest number of seats. If it turns out to be the case
that the center party is the one with the highest share in the legislature, the policy
outcome is going to be either between the center and the right or between the center
and the left, exactly as before. If, however, the center party is the one with the second
highest number of seats, such that the legislature composition become either L > C > R
or R > C > L, then the likely outcome is that the first round of negotiations fail due to
the large ideological distances between the left and the right. Subsequently, the second
round of negotiations will yield a policy outcome that will be, once again, between the
preferred position of the median voter and either the left or the right.

5. The reader may wonder about the absence of a control for the integration of interna-
tional capital and financial markets. In fact, consistent with this literature, we find no sig-
nificant effects on labor tax rates after introducing the standard proxies for capital
mobility (results are available on request from the authors).

6. The equation has been estimated three times: once using the Mendoza tax rates and then
with the two variants from the OECD. Note that the missing data problems for one of
the OECD variants reduced the number of countries to thirteen. The fourteen countries
included in the first two estimation efforts include: Australia, Austria, Belgium, Canada,
Finland, France, Germany, Italy, Japan,The Netherlands, Sweden, Switzerland, the United
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Kingdom and the United States. Missing data problems excluded Switzerland from the
estimation of the equation for the second OECD variant.

7. We do not report the results based on panel corrected standard errors (PSCE; Beck and
Katz, 1995, 1996) estimates. The PCSE-based results are almost identical to those
reported in Table 3 and are available on request from the authors.

8. As part of ongoing research on the economic outcomes of different redistributive strate-
gies, we have replicated the Daveri and Tabellini (2000) analysis using a different indi-
cator of coordination. Instead of interacting labour taxes with three dummy variables
denoting country groups, we have interacted the AETRs on labour with the index of wage
bargaining coordination computed by Kenworthy. The substantive findings are basically
the same.
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