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Abstract
A prominent line of research on electoral systems and income redistribution argues that proportional
representation (PR) leads to tax-and-transfer policies that benefit the poor at the expense of the rich.
This is because PR produces encompassing center-left coalitions that protect the poor and middle classes.
Yet countries with PR electoral systems tend to rely heavily on consumption taxes and tax profits lightly,
both of which are inconsistent with this expectation. Both policies are regressive and seem to benefit the
rich at the expense of the poor. This article argues that PR electoral institutions, when combined with
trichotomous multipartism, are not as hostile to the rich as commonly believed, and that it is important
to understand how electoral and party systems interact with labor market institutions in order to explain
the puzzling pattern of taxation that is observed. The author develops a theoretical model and evaluates its
empirical implications for a world in which production has become multinational.

Keywords: political economy; electoral systems; corporatism; taxation; redistribution; public finance

A prominent line of research on electoral systems and income redistribution argues that propor-
tional representation (PR) leads to tax-and-transfer policies that benefit the poor at the expense of
the rich (Austen-Smith 2000; Iversen and Soskice 2006; Iversen and Soskice 2015; Bueno De
Mesquita, Downs and Smith 2017). In a multiparty system with a full range of center, left and
right-wing parties (ideological trichotomous multipartism), this is because PR produces encom-
passing center-left coalitions that protect the poor and middle classes. Yet countries with PR
electoral systems tend to rely heavily on consumption taxes and lightly on capital taxes, both
of which are inconsistent with this expectation. Typically, both policies are viewed as regressive
and would seem to benefit the rich at the expense of the poor.

While there is little doubt that, on balance, PR electoral systems are good for the poor, I argue
that PR is not as hostile to the rich (nor are majoritarian systems as friendly to them) as is com-
monly believed. Countries with PR would redistribute even more generously if they relied on a
different tax mix to finance their transfers. Moreover, levels of absolute inequality hinge crucially
on taxation, even in countries with generous and universal welfare state programs. What explains
this tax puzzle? I argue that we need to understand how electoral, party and wage-bargaining sys-
tems interact to create strategic political–economic interdependence between the lower, middle
and upper classes.

The rich and poor benefit more from strong economic growth than the middle class. The poor
are at greater risk of unemployment when the economy slows, compared to the middle class, and
the rich receive more of the rewards when the economy grows. Revenue systems that rely on
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indirect consumption taxes rather than direct income taxes, particularly income from capital, are
good for economic growth. This is because consumption taxes encourage savings, which finance
investment that drives economic growth (Hines 2007; IMF 2010; OECD 2010). Thus their com-
mon interest in growth serves as the basis for tax policy co-operation, and tax policy co-operation
between political parties that represent the lower and upper classes in the legislature is most likely
when their respective peak associations collaborate in the labor market through centralized wage-
bargaining institutions, a core component of corporatist systems of industrial relations. Thus the
common clustering of PR, ideological trichotomous multipartism and corporatism explains why
some countries adopt high-consumption and low-capital tax regimes.

In what follows, I start with a discussion of redistribution and inequality and then review the
literatures on electoral systems and redistribution, as well as the politics of capital and consump-
tion taxation. I build a formal theoretical model to explain why countries with PR electoral sys-
tems, ideological trichotomous multipartism and corporatist labor market institutions have
high-consumption, low-capital tax regimes. The model suggests that (1) PR with trichotomous
multipartism can produce high-consumption taxes (but not low-capital taxes) without corporat-
ism and (2) right-leaning coalitions are more likely to govern in countries with PR, trichotomous
multipartism and corporatism as employers’ bargaining position improves from outside
production opportunities. The latter result challenges conventional thinking and develops a
novel mechanism through which domestic institutions moderate the tax rate effects of economic
globalization. I finish the article with empirical analysis that evaluates these theoretical predictions.

Institutions, Taxes and Transfers
A large literature examines the extent to which the tax-and-transfer policies of Organisation for
Economic Co-operation and Development (OECD) governments create a more egalitarian distri-
bution of income.1 The bars in Figure 1 present data from 2014 on the redistributive effects of
tax-and-transfer policies for nineteen developed democracies using the OECD’s Income
Distribution Database (OECD 2018).2 Each bar, which is decomposed into three parts, represents
the mean absolute difference (MAD) from before and after the tax-and-transfer income distribu-
tions. MAD is the absolute value of the expected difference in incomes for two households ran-
domly selected from the population (see the Appendix). It is a measure of absolute inequality.
In Finland, for example, the MAD is $44,179 (2011 US$). The lightly shaded portion of the
bar represents the reduction in MAD ($14,767) that is attributable to transfers. The moderately
shaded portion of the bar represents the reduction in MAD ($9,442) that is attributable to tax-
ation. The remainder, the darkly shaded portion of the bar, is after the tax-and-transfer MAD,
which in Finland is $19,970.

These bars are ordered by the total amount of redistribution generated by a country’s
tax-and-transfer system. In this sample, Finland, Norway and Denmark redistribute the most
income while Spain, Portugal and Greece redistribute the least. The countries in bold have major-
itarian electoral systems, while the others have proportional electoral systems. Thus countries
with PR electoral systems are located at both extremes of redistribution. There are many differ-
ences between the countries at both the top and bottom of this redistribution scale. One import-
ant difference is in their party systems. The countries at the top have (ideological) trichotomous
multiparty systems, while those at the bottom do not. In other words, the countries at the top

1Nearly all of this work focuses on the effects of tax-and-transfer policies on relative inequality, a concept that defines
inequality in terms of income ratios (Caminada et al. 2017; Kenworthy 2008; Korpi and Palme 1998; Lupu and
Pontusson 2011; Moene and Wallerstein 2001; Pontusson 2005). Commonly used measures of relative inequality are Gini
coefficients and percentile ratios. Relatively little research evaluates the effects of tax-and-transfer policies on absolute
inequality, or the size of the income gap between individuals or households at different percentiles along the income
distribution.

2The nineteen countries are those with stable electoral systems over the historical period under study.
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have parliamentary parties representing the ideological center, left and right (Schmidt 1996). At
the bottom of the redistribution scale, Portugal and Greece lack center parties, and Spain is miss-
ing right-wing parties (Armingeon et al. 2017). Similarly, with the exception of France, none of
the majoritarian democracies have trichotomous multipartism. They are two-party systems. I
refer to countries with PR electoral systems and ideological trichotomous multipartism as
PRITM systems.

In their seminal work, Iversen and Soskice argue that PR benefits left-wing (over right-wing)
parties because center parties, representing the middle classes, will choose to form coalitions with
them in order to tax and redistribute the income of the rich (Iversen and Soskice 2006; Iversen
and Soskice 2010; Iversen and Soskice 2015). Under majoritarianism, two centrist parties emerge,
a center-left and center-right party. Redistribution, in this case, depends on the party leadership.
If the leader of the center-left party is a member of the lower class, the party will tax both middle-
and high-income individuals and redistribute the income. If the leader of the center-right party is
a member of the upper class, the party will not tax and redistribute any income. Thus under
majoritarian electoral systems, the middle classes have more to fear from a center-left party
led by a member of the lower class than a center-right party led by a member of the upper
class, and therefore vote for center-right parties. This logic explains the leftist bias of PR and
the rightist bias of majoritarianism.3 Austen-Smith (2000) and Bueno De Mesquita et al.
(2017) provide related formal models that show PR electoral systems, and the encompassing
governing coalitions they create, lead to more progressive tax rates and redistribution.

One problem with the general notion that political coalitions under PR protect the interests of
the poor while majoritarian politics are more responsive to the interests of the rich is that coun-
tries with PR electoral systems tend to rely more on consumption taxes and less on capital taxes
than their majoritarian counterparts to finance public spending. Because consumption taxes,

Figure 1. Redistribution through tax-and-transfer systems, 2014
Note: total reduction in MAD statistics is reported in 2011 US$. The data are from the OECD Income Distribution Database.

3Empirically, Iversen and Soskice (2006, 165–166) note that about three-fourths of PR governments are center-left, while
three-fourths of majoritarian governments are center-right. More recently, Döring and Manow (2017) find a leftist bias in
countries with PR systems. Contrary to this view, Lupu and Pontusson (2011) argue that the structure of inequality rather
than PR determines both the prevalence of center-left governments and levels of redistribution.
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unless they are levied exclusively on luxury goods, are regressive, their use can undermine
attempts to redistribute income to the poor. According to Akaishi and Steinmo (2006),
Beramendi and Rueda (2007) and others, this puzzling relationship is explained by the budget
constraints that arise under social democratic corporatism – political–economic systems that
combine left-wing governments with encompassing (corporatist) labor market institutions.
Corporatism brings together peak-level (economy-wide) associations that represent workers
and employers to negotiate wages and other important employment-related decisions.
Historically, the corporatist ‘bargain’ trades a generous welfare state and full employment in
exchange for wage moderation and low capital taxes, both of which drive economic growth.
Since a large welfare state is costly and the corporatist bargain prevents governments from turning
to capital taxes, the result is higher consumption taxes, frequently under left-wing governments.
Thus the corporatist tax regime taxes consumption heavily and capital lightly.

Given that strong social democratic parties, PRITM and corporatist labor market institutions all
tend to cluster together, there is also a clear relationship between electoral and party systems, on the
one hand, and consumption and capital taxes on the other. Figure 2 shows the relationship between
pure and predominantly PR systems, multipartism and wage-bargaining centralization (corporat-
ism) across the nineteen developed democracies with relatively stable electoral institutions over
the period 1973–2014. The sample is split into ‘Cold War’ and ‘globalization’ subperiods
(Friedman 2000). The majoritarian countries are Australia, Canada, France, United Kingdom
and United States. The remaining countries had either pure or predominantly PR systems over
the entire period. The darkly shaded bars display the (median) level at which wage bargaining
takes place for each country, while the lightly shaded bars display the (median) effective number
of political parties represented in the legislature.4 The degree of wage-bargaining centralization

Figure 2. Electoral, party and wage-bargaining systems
Note: the data are from the Institutional Characteristics of Trade Unions, Wage Setting, State Intervention and Social Pacts Database
(Visser 2016) and the Comparative Political Data Set 1960–2014 (Armingeon et al. 2017).

4Corporatist systems of industrial relations are multidimensional, distinguished by degree of union density and coverage
rates among other variables. Wage bargaining centralization is the most relevant dimension for my purposes, and I frequently
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ranges from firm level to economy wide; sector-level bargaining is the intermediate category.
The effective number of legislative parties ranges from 1.93 (US, Cold War period) to 8.05
(Belgium, globalization period). Two points are worth noting. First, the relationships between elect-
oral institutions, multipartism and corporatism are strong across both historical subperiods.
Secondly, in contrast to the popular view that globalization undermines corporatist labor market
institutions, degrees of wage-bargaining centralization remain very stable across the two subperiods.

Turning to tax policy, Figure 3, which plots average effective consumption tax rates for PR and
majoritarian democracies over the period 1980–2014, shows that the difference in average con-
sumption tax rates is large, between 4 and 7 percentage points, and persistent over the 35
years covered by the graph. This historical relationship could be explained by budget constraints
under the corporatist bargain, but this story implies that tax policy is driven by expenditures and
that social democratic governments had no other revenue sources available. Is there more to the
story? I argue that consumption taxes are also used to shift the burden of income taxation away
from the tails of the distribution.

Many scholars have examined the relationship between electoral systems and capital taxation
(Steinmo 1993; Persson and Tabellini 2000; Basinger and Hallerberg 2004; Swank 2016). Hays
(2003, 2009) notes that average effective capital tax rates were higher in countries with majoritar-
ian electoral systems than in those with PR over the period 1965–2000. Figure 4 shows that this is
true for dividend tax rates during 2000–2014 as well.5 There are large and persistent differences in

Figure 3. Consumption taxes in PR and majoritarian democracies, 1980–2014

use corporatism and wage-bargaining centralization interchangeably. Readers should keep in mind that centralization is only
one dimension of corporatism. Also, the effective number of legislative parties does not necessarily capture trichotomous
multipartism, but there is a strong relationship between the two. Countries with a high ENP are likely to fill each of the
three categories that define trichotomous multipartism.

5Prior to 2000, the PR countries placed more restrictions on capital-account transactions than the majoritarian democra-
cies, making it difficult to compare their capital tax policies. In the empirical analysis below, I control for capital-account
openness, which allows me to use a larger sample.
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the taxes paid on distributed profits. These differences are surprising, once again, because of the
strength of social democratic parties in countries with PR electoral systems.

Part of the explanation for this capital tax puzzle is the corporatist bargain. The failed experi-
ments in Britain during the 1970s and Australia during the 1980s teach us that corporatism with-
out PR, even under Labour governments, does not produce the corporatist tax bargain of
high-consumption taxes combined with low-capital taxes. Moreover, even countries without cen-
tralized wage bargaining tend to rely heavily on consumption taxes for revenue if they have PR
electoral systems. This suggests that there is more to the story. Again, the presence of social demo-
cratic governments, PR electoral systems, multipartism and corporatist institutions correlate
empirically, which makes it difficult to disentangle the underlying forces at work. The literature
emphasizes the importance of social democratic governments, the welfare state and corporatism.
I add the interaction between PR, party systems and corporatism to that logic. The partisan com-
position of a government is a strategic choice made by the formateur and remains important in
my framework.

In the next section, I build a theoretical model that combines the basic setup of Iversen and
Soskice (2010) with the corporatist tax bargain described in Akaishi and Steinmo, Beramendi and
Rueda, and elsewhere to explain these puzzling facts about taxation.6 First, it is important to dis-
cuss the extent to which corporatist institutions have changed in recent decades and to consider
the implications (if any) for my argument. The claim that corporatism is breaking down is belied
by the evidence in Figure 2. Some argue that this stability is because corporatism is robust to glo-
balization, deindustrialization and other related political–economic phenomena that were once
thought to exert significant pressure on these labor market institutions (Garrett 1998; Golden,
Wallerstein and Lange 1999; Pontusson 2005; Hall and Gingerich 2009). Others argue that cor-
poratism is evolving rather than disappearing. In many recognized bastions of corporatism, wage

Figure 4. Capital taxes in PR and majoritarian democracies, 2000–2014

6Iversen and Soskice (2010) provide a formal model that combines PR and corporatism, but focuses on wage compression
rather than tax policy. Other elements of that model are similar to mine.
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bargaining is becoming more decentralized, but peak-level employer and worker associations
continue to bargain over other important employment-related policies and programs that benefit
their constituencies. For example, there is bargaining over the design of active labor market pro-
grams that upgrade the skills of marginal workers (Martin and Swank 2012; Thelen 2014).

I focus on centralized wage bargaining in my theoretical model, but the bargaining need not be
over wages. The basic theoretical logic only requires that peak-level associations representing
workers and employers bargain over an employment-related policy, program or production deci-
sion that is valued by both sides and can only be implemented successfully with the co-operation
of both labor and capital. If this is the case, workers and employers will be able to protect their
interests with respect to policy and legislation even when the parties that represent them are
excluded from government.

Theoretical Model
The model suggests that PRITM is necessary, but not sufficient to produce both high-
consumption and low-capital tax regimes. The combination of PRITM and corporatism is
important because centralization under the latter system of industrial relations allows the party
that is excluded from center-led coalitions to protect its interests. Corporatism makes the com-
mitment to form left–right coalitions credible, and this possibility moderates the demands of cen-
trist parties, even in countries where we never observe poor–rich (red–blue) coalitions.

Following Iversen and Soskice (2006) and Becher (2016), I assume that the electorate is com-
posed of individuals from one of three classes or groups indexed by i∈ {L,M, H}, where L, M and
H stand for low-, middle- and high-income groups, respectively. Society is represented in the
legislature by parties that determine the tax rates (by majority rule) to finance public goods
and transfers. The tax regime is defined by a vector of taxes on earned income (y), consumption
(c) and capital (k), t = [ty, tc, tk] where 0≤ t≤ 1.

The tax policy politics stem from conflicts of interest with the tax instruments. I assume that
the members of each group pay two taxes. The most preferred tax is the one that is not paid.
Members of the low- and middle-income groups pay taxes on earned income (that is, wages
and salary) and consumption. Members of the upper-income group pay taxes on unearned
income (that is, distributed profits) and consumption. Because they pay the same taxes, the
tax rate preferences of middle-income individuals tend to be closer to low-income individuals
than to members of the high-income class. Let ti be a vector with the two taxes paid by mem-
bers of group i and ti be the most preferred tax by members of group i. The tax regime
endogenously determines levels of public spending. The utility function for group i,
Ui = f i(ti)+ gi(ti), has two components. The function f i(ti) is the utility received from public
spending financed with taxes paid by members of group i, and gi(ti) represents the utility of a
pure transfer to group i. These functions are assumed to be twice continuously differentiable
and strictly concave.

Low-income individuals are low-skilled workers who choose their labor effort, are paid wages
and consume all of their income. Income taxes distort their labor/leisure decisions. As the income
tax rate increases, low-income individuals work less than optimal, and this induces a welfare loss.
I assume consumption taxes are less distorting than income taxes. The assumption can be justi-
fied by the potentially offsetting effects of consumption taxes on labor demand. If consumption
taxes are high, members of the low-income group will work less than optimal, but the welfare loss
is at least partially offset – to the extent that consumption taxes increase savings and investment –
by an increase in the demand for labor and higher wages.

Members of the middle-income group are high-skilled salaried employees and managers with
fixed work schedules who choose how much of their income to save. For the middle classes, con-
sumption taxes distort their savings decisions, and thus reduce utility beyond the direct effect
from lost income. As the consumption tax rate increases, middle-income individuals under
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consume and this induces a welfare loss. The income tax is less distorting because it is paid on all
income regardless of whether it is consumed or saved.7

High-income individuals are business owners and shareholders who receive income in the
form of distributed profits from capital investments and choose how much of their income to
reinvest. For the upper classes, capital taxes distort their optimal investment decisions, and
thus reduce their utility beyond the direct effect from lost income. I assume that consumption
taxes are less distorting. To the extent that they increase savings that can be used to finance
investment, these taxes reduce the opportunity cost (that is, less investment) of distributing profit.
In other words, employers can substitute middle-class savings for corporate savings (that is,
retained profits).

In theory, low-income workers and high-income employers agree on the second-best tax.
Consumption taxes stimulate savings, which finance investment, which, in turn, generates profits
that benefit employers and either reduces the likelihood of unemployment or increases wages,
benefiting workers.8 The sequence of events is as follows: (1) elections are held, (2) tax policy
is decided, (3) work, savings, investment and all other production decisions are made.

One of the more important defining characteristics of advanced industrial democracies is that
the middle class is relatively large. I incorporate this fact into the model by assuming the
middle-income group is the largest of the three classes.9 The rich and poor are in the tails of
the income distribution. A second important fact among the advanced industrial democracies
is that countries with PR electoral systems are much more likely to have corporatist labor market
institutions (Lijphart and Crepaz 1991; Lijphart 2012; Martin and Swank 2012). I bring this rela-
tionship into the model by assuming that the corporatist tax bargain can influence the equilib-
rium under PRITM but not under majoritarian two-party systems. Under corporatism,
I assume that all major production decisions, such as wage, price and output levels, are determined
by a bargaining process. Workers and employers have a preferred tax regime as well, which is a part
of the bargain, but they ultimately depend on the government to implement this regime.

Majoritarian electoral systems produce single-party majorities in the legislature that represent
the middle class. Thus the tax regime under majoritarianism maximizes the utility of
middle-income voters. This is an unconstrained maximization problem. Given the tax policy pre-
ferences of the middle classes, majoritarian electoral systems will produce high-capital tax and
low-consumption tax regimes.10

Tax policy politics are more complicated under PR. Following Iversen and Soskice (2006, 2010,
2015), each class is represented in the legislature by a party that is a perfect delegate of its con-
stituency. In other words, class cleavages are assumed to produce trichotomous multipartism
under PR. I assume that the middle-class party is the largest, but no party wins a majority of
seats. Party M is given the first opportunity to form a majority coalition with one of the other
parties by proposing a tax regime. If the proposal is rejected, the party with the second-largest
seat share is given an opportunity to form a coalition. If this party fails, the party with the smal-
lest seat share is given an opportunity. If all three parties fail to form a majority coalition, the

7Members of the middle class will receive some utility from their savings, but future consumption from savings is dis-
counted. This logic also applies to high-income individuals with respect to capital taxes, investment and future profits.

8Iversen and Soskice (2010) have a similar setup in which the groups are low-skilled workers, high-skilled workers and
professionals. Professionals are high-salaried individuals with general skills. The main difference between my model and
theirs is with the high-income group. I focus on employers because of my interest in bargaining between employers and
workers and the politics of capital taxation.

9What is important for the model is that the party representing the middle-income group plays the role of formateur. This
is a standard assumption (Iversen and Soskice 2006; Iversen and Soskice 2010).

10For the majoritarian case, I do not adopt Iversen and Soskice’s leadership party framework. The particular politics gen-
erated by this setup seems to depend on fairly strong assumptions. Voters are unable to distinguish between extreme and
moderate leaders ex ante and are unable to punish leaders who renege on campaign promises ex post. Becher (2016) relaxes
this assumption, allowing left-leaning parties to make credible commitments by selecting moderate candidates to stand for
election. This increases the influence of the middle class on redistribution, making it similar in spirit to my simpler approach.
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outcome is the status quo tax regime. This produces a one-tail constrained optimization problem
represented by the following Lagrangian function:

Lj = f M(ty, tc)+ gM(tk)+ lj(Uj
R − f j(tj)− gj(tj)) for j [ {L, H}, (1)

in which λj, the Lagrange multiplier, represents the rate of change in UM with respect to Uj
R, Party

j’s reservation utility level. Because of their relatively similar tax rate preferences, the ‘natural’
coalition is between parties M and L.

PR-Corporatist Systems with Trichotomous Multipartism

In PR-corporatist systems with trichotomous multipartism, I assume that low-income workers
and high-income employers are represented in the economy by monopoly peak associations,
which are able to protect their members’ interests if tax policy deviates too far from the
corporatist tax bargain.11 Low-income workers are represented by a monopoly union, which
can determine the supply of low-skilled labor, and high-income employers are represented by
a monopoly employers’ association, which determines the demand for labor. If Party L is
given the opportunity to form a coalition, chooses Party M and adopts a high capital tax rate,
employers can scale back production and reduce employment. If Party H is given the opportunity
to form a coalition, chooses Party M and adopts high income tax rates, then the monopoly union
can punish the high-income group with industrial action that reduces profits.

I distinguish representation by political parties from representation by monopoly peak associa-
tions by assuming the latter producer group organizations are only concerned about the
net-of-tax return on production. Producer groups care about direct taxes while political parties
internalize the costs and benefits of indirect taxes. Corporatism changes the nature of the bargain-
ing interaction between Party M and its potential coalition partners because the corporatist tax
bargain becomes the reversion outcome for parties L and H should M fail to form a majority
coalition. I assume that parties L and H will be punished for proposing a tax regime that deviates
from the corporatist bargain, but not for accepting a proposal from M that deviates from the cor-
poratist tax bargain, unless it deviates too far.

The PRITM-Corporatist game tree is presented in Figure 5. Prior to the game, the corporatist
bargain is set. This bargain establishes the full-employment wage and communicates a preferred
tax regime, �t = [�ty, �tc, �tk], to the future government. In the first stage of the game, Party M pro-
poses a set of tax rates as the basis for a coalition with either Party L or Party H. In the second
stage, Party L or Party H decides whether to accept the proposal or not. If the proposal is rejected,
Parties H and L form a coalition and implement the focal tax regime, the corporatist tax bargain.
If the proposal is accepted, the monopoly peak associations decide whether to abide by the terms
of the corporatist bargain or to exploit their market power by reducing either the supply or
demand for labor. The game is solved by backward induction.

The preferred tax regime signaled by the monopoly peak associations provides income and
capital taxes that are too low and consumption taxes that are too high from the perspective of
the political parties. This is because the parties internalize utility from consumption while the
producer groups focus exclusively on the return from production. Formally, the tax policy pref-
erence assumptions described above can be stated as follows:

∂UH

∂ty

∣∣∣∣
ty=�ty

.
∂UM

∂ty

∣∣∣∣
ty=�ty

.
∂UL

∂ty

∣∣∣∣
ty=�ty

. 0 (2)

11Middle-income (salaried) employees are not represented in the economy. This is a theoretical simplification intended to
create another basic tension in the model. The power of the largest group stems from democracy, while the power of the
numerically smaller groups comes from their organization and potential for collective action in the economy.
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∂Ui

∂tk

∣∣∣∣
tk=�tk

.
∂UH

∂tk

∣∣∣∣
tk=�tk

. 0, where i [ {L, M} (3)

∂UM

∂tc

∣∣∣∣
tc=�tc

,
∂Ui

∂tc

∣∣∣∣
tc=�tc

, 0, where i [ {L, H} (4)

According to Equation 2, high-income individuals would benefit the most from an increase in
income taxes from the corporatist bargain tax rate, while low-income individuals would benefit
the least. Equation 3 implies that low- and middle-income individuals would benefit the most
from an increase in capital taxes from the corporatist bargain tax rate while high-income indivi-
duals would benefit the least. Equation 4 formalizes the assumption that middle-income indivi-
duals would benefit the most, and high- and low-income individuals would benefit the least from
a decrease in consumption taxes from the corporatist bargain tax rate.

From Party M’s standpoint, the PRITM-Corporatist game creates a two-tail constrained opti-
mization problem, in which tj is determined by the relevant producer group’s reservation
net-of-tax return on production, IjR, j∈ {L, H}. If Party M forms a coalition with Party L, then
tj is the capital tax rate tk, which is determined by the employer association’s reservation
net-of-tax return on investment (IHR ). Party M offers the highest capital tax rate that the employ-
ers association is willing to accept under the wage and employment terms of the corporatist bar-
gain. If Party M forms a coalition with Party H, then tj is the income tax rate ty, which is
determined by the monopoly union’s reservation net-of-tax return on labor (ILR). These two equi-
libria are described in Proposition 1.

Proposition 1: There is a subgame perfect equilibrium to the PRITM-Corporatist game in which
Party M proposes t∗=[t∗y , t

∗
c , t

∗
k ] (t

∗∗ = [t∗∗y , t∗∗c , t∗∗k ]) as the basis for a coalition with Party L (H);
Party L (H) accepts, and the monopoly employers’ association (union) chooses to abide by the
corporatist bargain.

I demonstrate the existence of both equilibria below using numerical illustrations. The ‘natural’
equilibrium, given their relatively similar tax preferences, is a center-left coalition between Parties
L and M. I start with the comparative statics of this equilibrium and show how, as the bargaining
power of employers increases, the optimal coalition partner for M switches from L to H.

One of the most significant developments in the global economy over the last several decades
is the multinationalization of production either through intra-firm or arm’s length offshoring. By
creating outside options to domestic production, offshoring has altered the balance of bargaining
power between organized labor and employers (Rodrik 1997). With this in mind, under a center-
left coalition, the most interesting exogenous parameter in the theoretical model is the employers

Figure 5. The PR-corporatist game under trich-
otomous multipartism
Note: CB is the outcome with full-employment
domestic production according to the terms of the
corporatist bargain. UE is the underemployment out-
come that occurs when one of the monopoly peak
associations abrogates the contract.
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association’s reservation net-of-tax income from investment IHR . As their outside options improve,
employers will demand more net-of-tax income. More specifically, the employers association will
tolerate less deviation in the capital tax rate from the initial corporatist bargain.

What are the implications of an exogenous increase in the bargaining power of capital? What
happens to tax policy? The implicit function theorem gives the comparative statics for tax policy:

dty
dIHR
dtc
dIHR
dtk
dIHR

⎡
⎢⎢⎢⎢⎢⎢⎢⎣

⎤
⎥⎥⎥⎥⎥⎥⎥⎦

=

− (dccf Ly − dycf Lc )g
L
k

DIH

− (dyyf Lc − dycf Ly )g
L
k

DIH

− 1
IH

⎡
⎢⎢⎢⎢⎢⎢⎣

⎤
⎥⎥⎥⎥⎥⎥⎦
, (5)

where D = (2dycf Lc f
L
y − dyy(f Lc )

2 − dcc(f Ly )
2), dℓℓ = ∂2f M

∂t2
ℓ

− l ∂2f L

∂t2
ℓ

, ℓ [ {y, c} and δyc =
∂2f M

∂ty∂tc
− l ∂2f L

∂ty∂tc
(see the Appendix for the derivation). In this context, the subscripts on the right-hand side of
Equation 5 identify partial derivatives with respect to income, consumption and capital taxes.
The last (total) derivative on the left-hand side for capital taxes is, of course, negative. As the
employers association’s reservation net-of-tax return on investment increases, the capital tax
rate must decrease. The derivatives for income and consumption taxes provide the optimal
response to the lost revenue from capital taxes, subject to the coalition constraint. The drop in
capital tax reduces the utility of low-income individuals. To maintain the coalition, Party M
must propose higher consumption taxes and lower income taxes.

Tables 1 and 2 demonstrate the differences in equilibrium tax regimes. The results are based
on second-order Taylor series approximations of the underlying functions. These functions are
twice differentiable and concave. The parameter values are provided in the Appendix. Table 1
presents the case in which the employers association has relatively low bargaining power. This
represents the low-capital-mobility case for the PRITM-Corporatist countries. The entries
represent the bliss point tax rates of Party L and Party H and the reservation tax rates of the mon-
opoly union and employers association. The table also provides government spending and welfare
outcomes. The reservation net-of-tax return on investment is low, implying a relatively high res-
ervation tax rate on capital. Table 2 presents the case in which the employers association has high
bargaining power. This represents the high-capital-mobility case for the PRITM-Corporatist
countries. The reservation net-of-tax return on investment is high, implying a relatively low res-
ervation tax rate on capital. The only (exogenous) difference between Tables 1 and 2 is the
employers association’s reservation tax rate on capital, which drops from 25 to 10 per cent.

Table 1. Numerical illustration of equilibrium tax regimes with center-left coalition and an out-of-equilibrium center-right
coalition (low capital mobility)

Low/union High/employer Majoritarian PR (L) PR-C (L) PR-C (R)a

1 2 3 4 5 6

Tax & Transfer Regime
Income Tax Rate (ty) 21%/20% 49% 29% 25% 26% 20%
Consumption Tax Rate (tc) 31% 31% 1% 12% 13% 25%
Capital Tax Rate (tk) 39% 8%/25% 39% 37% 25% 16%
Spending Per Capita 11.58 14.07 12.33 13.67

Welfare
Low-income Group (UL) 13.0 14.0 14.0 14.3
Middle-income Group (UM) 36.1 35.9 35.4 33.8
High-income Group (UH) 101.2 102.0 103.4 104

aThese fiscal and welfare outcomes are off the equilibrium path.

1286 Jude C Hays

https://doi.org/10.1017/S0007123420000861 Published online by Cambridge University Press

https://doi.org/10.1017/S0007123420000861


The first column in Table 1 provides the optimal tax rates for Party L (Low) as well as the tax
on income implied by the monopoly union’s reservation net-of-tax income from wages (Union).
The second column provides the optimal tax rates for Party H (High) as well as the tax on invest-
ment implied by the employers association’s reservation net-of-tax return on capital (Employer).
The third column provides the optimal tax rates for Party M, which is the outcome under major-
itarian systems. Under PRITM, Party M must decide which party to choose as its coalition part-
ner. Without corporatism, Party M will choose Party L as its coalition partner because of their
similar tax rate preferences (Table 1, Column 4). With corporatism, the strategic environment
changes: Party M must now confront a producer group’s peak association. If Party M chooses
Party L, it co-opts the monopoly union and takes on a more adversarial relationship with the
employers’ association. If Party M chooses Party H, it co-opts the employers’ association and
takes on a more adversarial relationship with the monopoly union. In the low-bargaining-power
scenario presented in Table 1, it is optimal for Party M to form a coalition with Party L (Column
5). In this case, there is room for Party M to cut spending to keep consumption taxes low. Under
a center-right coalition, the maximum utility that Party M can obtain for its constituents is less
than what it can obtain under a center-left coalition. The center-right outcomes, which are off the
equilibrium path, are presented in Column 6 of Table 1.

The first column in Table 2 provides the optimal tax rates for Party H (High) as well as the tax on
investment implied by the employers association’s reservation net-of-tax return on capital
(Employer). The optimal tax rates for Party H do not change as offshore production opportunities
improve, but the reservation capital tax rate for the employers association does. In this case, tax rates
above 10 per cent make it more profitable to offshore production. The second column provides the
equilibrium fiscal and welfare outcomes from a center-right coalition. These outcomes are not
affected by a change in the employer association’s reservation capital tax rate. However, the center-
left coalition produces different outcomes under high capital mobility. The capital tax rate is fixed
now at the new reservation level, 10 per cent, which is lower than what Party M could get in a coali-
tion with Party H. The reason is that Party H internalizes some benefit from government spending,
which is financed with all three taxes. Party H is willing to accept a capital tax rate that is higher than
optimal in exchange for a higher consumption tax rate that is closer to its bliss rate.

Empirical Implications of the Theoretical Model

The theoretical model generates several testable hypotheses. Under majoritarianism, consump-
tion tax rates will be low. The middle class is not constrained in this case. PR forces Party M
to compromise with respect to consumption taxes.

Hypothesis 1a: Consumption tax rates are higher in countries with PRITM systems than in those
with majoritarian two-party systems.

Table 2. Equilibrium tax regime with center-right coalition and an out-of-equilibrium center-left coalition (high capital
mobility)

High/employer PR-C (R) PR-C (L)a

1 2 3

Tax & Transfer Regime
Income Tax Rate (ty) 49% 20% 21%
Consumption Tax Rate (tc) 31% 25% 32%
Capital Tax Rate (tk) 8%/10% 16% 10%
Spending Per Capita 13.67 14.59

Welfare
Low-income Group (UL) 14.3 14.0
Middle-income Group (UM) 33.8 32.5
High-income Group (UH) 104 104.3

aThese fiscal and welfare outcomes are off the equilibrium path.
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The effect of corporatism depends on employers’ outside production options. If offshore
production is costly, employers’ bargaining power will be relatively low. Capital tax rates will
drop, but the revenue loss will be offset primarily by lower spending. This minimizes the
impact on consumption (and income) tax rates. When employers’ bargaining power is high,
corporatism matters significantly. This is seen by comparing the consumption tax rates in
Column 4 with Column 5 in Table 1 and then comparing Column 4 in Table 1 with Column
2 in Table 2.

Hypothesis 1b: Under high capital mobility, consumption tax rates are higher in countries with
PRITM systems and corporatist labor market institutions.

With respect to capital tax rates, the model implies the following hypothesis:

Hypothesis 2: Capital tax rates are lower in countries with PRITM and corporatist labor market
institutions than in other countries.

In the theoretical model, a switch from majoritarian to proportional electoral systems has very
little effect on capital tax rates when producer groups are not organized. This is because Party M
will form a coalition with Party L, its ‘natural’ partner, and the interests of high-income indivi-
duals will not be represented in tax policy. Compare Columns 3, 4 and 5 in Table 1. With respect
to the partisan control of government, the model implies the following:

Hypothesis 3: International capital mobility increases the likelihood of center-right governments
in countries with PRITM systems and corporatist labor market institutions.

This result is counter-intuitive in light of the existing literature for two reasons. First, consider
the argument about political–economic coherence in Geoffrey Garrett’s (1998) book, Partisan
Politics in the Global Economy. He argues that under corporatism, left governments are much
more likely than right governments to preside over healthy economies because their policy agenda
encourages wage moderation and co-operation more generally from organized labor. Right
governments produce political–economic incoherence. Their policy agenda encourages labor
militancy, which undermines economic performance. These governments are likely to be unsuc-
cessful and short-lived in a global economy.

Secondly, applying Hirschman’s logic, we would expect capital to be less involved in govern-
ance as offshore production opportunities become more lucrative. The multinationalization of
production makes the ‘exit’ option more desirable than ‘voice’ (Hirschman 1970). In my
model, the multinationalization of production makes it more likely that the parties representing
employers will govern. This is similar to the logic in Clark, Golder and Golder’s (2017) recent
formalization of Hirschman’s model, in which the desirability of one’s ‘exit’ option makes an
actor more likely to exercise their ‘voice’ in equilibrium. These three hypotheses contain the
most important implications of my theoretical model. In the next section, I empirically evaluate
these hypotheses.

Empirical Analysis
The tax rates in my analysis are the average effective tax rates on consumption and the combined
personal and corporate tax rates on distributed profits. Consumption tax rates are calculated
using central government revenue only. The data are from the OECD’s Revenue Statistics data-
base. My sample includes the nineteen OECD countries in Figures 1 and 2 as well as Japan and
New Zealand. The sample period for the consumption tax rate analysis is 1971–2014, and the
sample for the capital rate tax analysis is 1981–2014.
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In order to identify countries with PRITM systems in my sample, I rely on Bormann and
Golder (2013) and Armigeon et al. (2017).12 To identify the degree of labor market centralization,
I use the level of wage setting co-ordination in the ICTWSS database (Visser 2016). This scale
ranges from 1 (fragmented bargaining at the individual firm level) to 5 (economy-wide bargain-
ing with enforceable agreements between peak union and employer associations). The full set of
controls used in the analysis includes the partisan composition of government, Lijphart’s measure
of consensus democracy, the degree of federalism, capital account openness, trade openness, the
size of social security transfers, interest rates, European Union membership and European
Monetary Union membership13 (summary statistics are provided in the Appendix).

The main challenge with the empirical analysis is that almost all of the variation in electoral/
party systems is cross-national. Japan and New Zealand switched from majoritarian to propor-
tional electoral systems during the sample period, but only Japan’s party system qualifies as ideo-
logically trichotomous. There is much more variation over time in countries’ wage-bargaining
institutions. To address this challenge, I decompose the variation in the institutional variables
and controls into between- and within-country variation. The within-country coefficient esti-
mates are more reasonably interpreted as causal, while the between-country estimates provide
suggestive partial correlations. To estimate these relationships, I use dynamic mixed-effects
models that take the following form:

yit =b0 + b1(yit−1 − �yi)+ b2(x1it − �x1i)

+ · · · + bk+1(xkit − �xki)+ bk+2�x1i

+ · · · + b2k+1�xki + ui + vki + 1it ,

where k = 1, 2…, K, i = 1, 2…, N, t = 1, 2…, T; xkit are the institutional and control variables, �xki
are the country-level means of these variables, and ui � N(0, s2

u), vki � (0, s2
v) and 1it � (0, s2

1)
are random disturbances indexed by country, country-covariate, and country-year, respectively.
The disturbances ui and ωki have a variance-covariance matrix S. Specification tests are used
to determine when it is reasonable to constrain the elements of S to zero.14

Table 3 presents the cross-national tax rate results. Given the country-level dependence in the
data, the effective sample sizes for these cross-national analyses are much closer to N than N × T.
The intra-country correlations for the consumption and capital tax rate disturbances are 0.97 and
0.73, respectively, giving effective samples sizes of 21.7 and 28.3. The reported standard errors are
clustered by country to account for this dependence. I estimate the tax rate relationships of PR,
with and without trichotomous multipartism, wage centralization, with and without trichotom-
ous multipartism, and the share of cabinet posts held by leftist parties. All of these relationships
are substantively interesting in light of the theoretical model. With respect to controls, given the
small samples, I include only those that have statistically significant partial correlations with the
tax rates.

12I include countries with mixed systems in the group of PR countries because very few of them consistently produce
single-party majorities in the legislature. Armigeon et al. identify left, right and center parties according to Schmidt
(1996). These classifications are in their government composition supplement. Trichotomous systems have parties in all
three of these ideological categories.

13With the exception of capital-account openness, which is taken from the updated database described in Chinn and Ito
(2008), the control variables are from Armingeon et al. (2017).

14This is a dynamic version of the model described in Bell and Jones (2015). Centering the lagged dependent variable
creates a small-sample bias on the order of 1/T, which, given my sample dimensions, is relatively small. This mainly affects
how we distribute covariate effects over time. This bias may cause us to slightly overestimate the short-run effects of covariates
and slightly underestimate their long-run effects. Given the static nature of my theoretical model, this is less important than it
might be in other contexts.
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The cross-national associations are consistent with the theoretical model. Hypothesis 1a states
that consumption tax rates are higher under PRITM than under majoritarian electoral systems.
Empirically, countries with PR and trichotomous multipartism are associated with consumption
tax rates that are 5.5 percentage points higher than those with majoritarian electoral systems. It is
important to note that the left’s share of cabinet posts is statistically significantly associated with
consumption and capital tax rates. Countries with historically strong left parties have higher con-
sumption tax rates and lower capital tax rates, on average. This is consistent with previous
research (Akaishi and Steinmo 2006; Beramendi and Rueda 2007). To the extent that the partisan
composition of government is a strategic choice, as suggested by the theoretical model, these asso-
ciations could represent indirect pathways through which electoral, party and wage-bargaining
institutions affect tax rates.

These cross-national estimates are only suggestive, but they are important because cross-
national comparisons are the best way to broadly evaluate the relationships between PRITM
and tax rates. (At best, we only observe one country that switches from majoritarianism to
PRITM: Japan.) While the observed associations are consistent with the causal theoretical
story, cross-national comparisons do not provide compelling evidence of causation.
Fortunately, we observe much more change in wage-bargaining institutions across a broad
range of electoral and party system contexts.

Figures 6–8 present the estimated within-country tax rate effects of wage-bargaining central-
ization. Where there is evidence of cross-national heterogeneity, marginal effects are modeled as
random, and the full probability densities are provided with confidence intervals for the expected
marginal effects. When there is no evidence of heterogeneity, the figure simply provides a con-
fidence interval for the fixed marginal effect. I present two sets of consumption tax rate results.
The theoretical model clearly shows that the interactive effect of electoral/party systems and wage-
bargaining institutions is complex and depends on the reservation capital tax rate, which in turn
depends on the outside production options available to employers.

When the reservation tax rate is high, under corporatism, governments will rely more heavily
on capital taxes and keep consumption taxes low. Countries with PR electoral systems will have
similar consumption tax rates regardless of their wage-bargaining institutions (Hypothesis 1a).
However, when the reservation capital tax rate is low, governments in PRITM systems that
must satisfy employers’ associations will be forced to place a higher tax burden on consumption

Table 3. Cross-national tax rate associations

Consumption tax rate Capital tax rate

PR with Trichotomous Multipartism 5.50** 7.21
(2.28) (5.68)

PR without Trichotomous Multipartism 2.07 −1.27
(2.15) (4.36)

Wage Centralization with Trichotomous Multipartism 4.51** −9.07*
(1.82) (4.79)

Wage Centralization without Trichotomous Multipartism −2.95*** −2.00
(0.792) (1.94)

Left Government 8.95* −20.00**
(4.98) (8.90)

Additional Controls
Federalism −1.08***

(0.417)
Capital Openness 21.73**

(10.55)
Welfare State 1.17**

(0.583)
Intra-Country Disturbance Correlation/Effective Sample Size 0.97 / 21.7 0.73 / 28.3

Note: parentheses contain standard errors clustered by country. * p < 0.10, ** p < 0.05, and *** p < 0.01
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(Hypothesis 1b). The results presented in Figures 6 and 7, generated from two samples, evaluate
these hypotheses. The set of estimated effects in Figure 6 uses the full sample, while the estimated
effects in Figure 7 use a high-capital-mobility subsample.15

The results in Figure 6 come from two models: (1) a base model with no within-country con-
trol variables and (2) a model with the full set of within-country controls. Both models include
the between-country controls in Table 3. In the former model, there is no evidence of effect

Figure 6. Marginal effect of wage-
bargaining centralization on consumption
tax rates in PR systems with trichotomous
multipartism

Figure 7. Marginal effect of wage-
bargaining centralization on consump-
tion tax rates in PR systems with trichot-
omous multipartism under high mobility

15To create this subsample, I rely on the normalized Chinn-Ito capital account openness index, which ranges from 0 to
1. The mean of this index is 0.79. I take all country-years for which this index is greater than 0.9.
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heterogeneity, so the marginal effect of wage-bargaining centralization on consumption tax rates
in countries with PRITM systems is treated as fixed. The quantity of interest is the estimated mar-
ginal effect. In the latter model there is evidence of effect heterogeneity, so the marginal effect is
treated as random, and the quantity of interest is the estimated average marginal effect
(or expected marginal effect). In both cases, the estimated effects are slightly negative and fail
to achieve statistical significance.

The estimated effects in Figure 7 provide evidence that consumption tax rates increase with
wage-bargaining centralization when capital mobility is high. Again, there is no evidence of effect
heterogeneity in the base model. The estimated (short-run) effect from this model is a statistically
significant 16-basis-point increase in the consumption tax rate. Based on the data, the marginal
effect in the model with controls is treated as random. The estimated expected marginal effect is
again 16 basis points. Adding controls reduces the precision of the estimate, but a 90 per cent
confidence interval does not cover the no-average-effect null hypothesis.16

Hypothesis 2 states that governments in countries with PRITM and corporatism will have
lower capital tax rates. Figure 8 presents the estimated within-country capital tax rate effects of
wage-bargaining centralization. There is evidence of effect heterogeneity in both the base and
control models. Therefore, the probability densities are provided for both. The estimated average
(short-run) marginal effect from the base model for a one-increment increase in wage-bargaining
centralization is statistically significant at the 10 per cent level, which represents a 72-basis-point
decrease in the capital tax rate. The effect (−0.95) is larger and statistically significant at the 5 per
cent level when a full set of within-country controls is added. The long-run multipliers from these
models are approximately 6.5, so the total effects are substantively large.

Finally, Hypothesis 3 posits that center-right governments are more likely in countries with
PRITM and corporatism when international capital mobility is high. The partisan composition
of governments is a strategic choice that favors center-right coalitions as employers’ bargaining
power increases. To test this hypothesis, I create two measures of center-right governance.

Figure 8. Marginal effect of wage-
bargaining centralization on capital tax
rates in PR systems with trichotomous
multipartism

16The total (long-run) effect is about a 1-percentage-point increase for a one-increment increase in wage-bargaining cen-
tralization. The maximum change in centralization is four increments, which would produce approximately a 4-percentage-
point increase or decrease in consumption tax rates.
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The first is the share of cabinet posts held by right parties. The second is an indicator variable for
right-wing party inclusion in the government. The sample includes every country-year following
an election year over the period 1970–2014. The outcomes measure the share of cabinet posts
held by right-wing parties in the year after an election and the rate of participation by right-wing
parties in the year after an election, respectively. There are 263 observations. The estimates are
based on within-country variation; in other words, they draw on observed reforms to countries’
labor market institutions and observed changes in their capital account policies, rather than
cross-national comparisons. I control for both within- and between-country variation in inflation
and unemployment.

Figure 9 illustrates the estimated effects of capital account liberalization on center-right
governance. The estimates represent the average effect of a one-standard-deviation increase in
capital account openness for a country with PRITM and economy-wide bargaining with enforce-
able agreements between peak union and employer associations. Both models are linear, and
there is evidence of marginal effect heterogeneity in both cases. Standard errors are clustered
by country. A one-standard-deviation increase in capital account openness is expected to result
in a 0.12 increase in right-party cabinet shares, while a one-standard-deviation increase in capital
account openness is expected to generate a 0.16 increase in the probability that a right-wing party
will participate in government. Both estimates are statistically significant.17

Overall, I find considerable evidence to support the predictions generated by my theoretical
model. When countries centralize their wage-bargaining institutions, under PRITM, their capital
tax rates decrease. When PRITM countries remove their capital account restrictions and central-
ize their wage-bargaining institutions, their consumption taxes increase and their governments
are more likely to include right-wing parties.

Conclusion
A long tradition in the study of political economy considers how institutions interact. With
respect to taxation, I have argued that it is particularly important to understand how electoral

Figure 9. Marginal effect of capital
account openness on the probability
and share of right government

17These results are robust when I substitute the KOF index of financial globalization for the Chinn and Ito measure of
capital account openness (Gygli et al. 2019). See the Appendix.

British Journal of Political Science 1293

https://doi.org/10.1017/S0007123420000861 Published online by Cambridge University Press

https://doi.org/10.1017/S0007123420000861


and party systems, and the governments they produce, interact with organized labor and employ-
ers in the context of different labor market institutions. Under reasonable assumptions, institu-
tional complementarities between PRITM and corporatism can explain why the revenue systems
of countries that redistribute the most are relatively more dependent on regressive tax policies and
instruments. On balance, PRITM systems generate more redistribution than majoritarian systems
(Iversen and Soskice 2006), but countries with PRITM have tax policies that moderate their levels
of redistribution somewhat, particularly when it comes to absolute inequality. Moreover, the vary-
ing degrees to which broad-based consumption taxes are used around the world depend not only
on the size of a country’s welfare state (Kato 2003) and the strength of its social democratic
parties (Beramendi and Rueda 2007), but also on its electoral institutions and party systems.

Supplementary material. A supplementary online appendix that (1) describes the relationship between Gini coefficients
and mean absolute difference statistics, (2) derives the comparative statics from the formal model, (3) calculates the numerical
illustration and (4) presents all of the regression tables from the empirical analysis is available at https://doi.org/10.1017/
S0007123420000861.

Data availability statement. The data, replication instructions, and the data’s codebook can be found in the Harvard
Dataverse at: https://doi.org/10.7910/DVN/HINSEA.
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