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Abstract 

This note describes how research on the link between globalization and openness has 

changed over time. Early contributions assumed that countries develop welfare states to 

compensate for volatility caused by economic openness (the compensation hypothesis). 

Recent findings have cast doubts on several steps in the causal chain implied by the 

compensation hypothesis. In many ways economic openness has been shown to be 

particularly beneficial for countries with high taxes and high income equality. Countries 

with large welfare states can use economic openness to mitigate some of the unintended 

side-effects of social protection and high taxes. The compensation hypothesis can thus be 

reformulated: Through trade, the citizens in large welfare states can enjoy some of the 

benefits associated with cheap labor and high wage dispersion despite their domestic 

economy being characterized by the opposite. 
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Background 

The idea that open economies develop large welfare states or corporatist institutions as a 

response to the volatility caused by economic openness and international markets is known 

as the compensation hypothesis. In economics, the argument is often attributed to (Rodrik 

1997, 1998), while the standard reference for political scientists is Katzenstein (1985). As 

noted by Garrett (2001) the idea was used before that by Ruggie (1982) to explain the growth 

of the American welfare state after the signing of the Bretton Woods agreement. The core 

idea can be traced back further, at least to Cameron (1978) and Lindbeck (1975). 

As commonly used in the literature, the compensation hypothesis suggests the following 

causal chain: 

• Economic globalization means that countries are increasingly exposed to 

international markets and affected by events in the rest of the world. 

• Such exposure to international markets means that the domestic economic situation 

becomes more volatile. 

• The volatility induced by openness leads to higher demands for security 

arrangements among voters in the exposed country. 

• These demands lead open countries to expand security institutions such as 

unemployment insurance, labor market training programs and welfare state 

institutions in general. 

• As a result, more open economies tend to have bigger public sectors. 

If the hypothesis is correct the positive association between openness and government size 

should hold both between countries and within countries over time, allowing sufficient time 

for openness to affect public sector size via the political process. The support for that 

association is, however, fragile. Rodrik (1998) presented cross-country evidence using 

government consumption as a share of GDP and imports and exports relative to GDP. 

Alesina & Wacziarg (1998) argued that the positive correlation noted by Rodrik might be 

spurious if small countries (measured by population size) tend to have higher economic 

openness and larger government. They showed that controlling for country size rendered the 

link between openness and government size less robust. 



Ram (2009) revisited the question using panel data covering 154 countries over 41 years, and 

confirmed the association found by Rodrik when using country fixed effects, rejecting the 

role of country size as an omitted variable. More recent evidence suggest however that 

results differ substantially depending on the data source used. Jetter & Parmeter (2015) 

found that smaller countries do have bigger governments, and that the findings by Ram 

(2009) might be driven by the specific dataset used (PWT 6.1). They also showed that results 

are sensitive to the timeframe and the country sample considered. The conclusion that the 

positive association is not robust is also strengthened by Garrett’s (2001) findings that the 

positive correlation between openness and spending holds for levels, but not for changes 

over time as it should according to the hypothesis. 

As expected when an association turns out to be sensitive to the choice of timeframe, country 

sample and estimation method, several contributions have explored different types of 

heterogeneity in the association. For example, Nooruddin & Simmons (2009) argue that 

democracies respond to increases in openness by increasing spending while dictatorships 

respond by decreasing spending. Leibrecht, Klien, & Onaran (2011) find evidence of the 

compensation hypothesis in Western Europe which is driven by countries with the 

conservative welfare regime (according to the standard classification of Esping-Andersen, 

1990).1 In summary, there is no systematic and robust link (within or between countries) 

between openness and government size. 

The fragility of the fundamental association upon which the compensation hypothesis rests 

is less surprising considering that most steps in the causal chain have been examined and 

shown to be wrong. 

First, it is true that globalization, and in particular economic openness world wide, has been 

increasing for several decades (see e.g. Dreher, Gaston, & Martens, 2008). It is not true, 

however, that economic openess necessarily means exposure to markets that induce 

volatility. As discussed by Down (2007), economic theory rather suggests that economic 

openness and international trade should give rise to risk diversification, promoting rather 

than reducing stability. The openness-volatility link is questioned on similar theoretical 

                                                      
1 See also Benarroch & Pandey (2012) who argue that causality tests provide little or no support for a 

causal relationship between openness and aggregate or disaggregated government expenditure.  



grounds also by Kim (2007). Before that, Iversen (2001) noted that in the post-war period, 

output volatility appears to have been lower in the more open OECD economies compared 

to less open economies. Both Down (2007) and Kim (2007) present empirical evidence against 

the link between openness and volatility, demonstrating that more open economies are in 

fact not more volatile. Kim analyzes 175 countries over the period 1950 to 2002 and find no 

significant effect of openness on domestic volatility. Down presents similar findings for a 

smaller set of countries and goes further by noting that trade integration may have eased 

rather than accentuated domestic economic volatility.2 

Another link in the compensation hypothesis is examined by Shelton (2007) who showed 

that the expenditure associated with increased trade openness is largely not in categories that 

insure for risk, suggesting that even in samples where the expected correlation between 

government size and openness is found, the explanation provided by the compensation 

hypothesis is not the correct one.3 This finding also rules out the possibility that policy 

makers or voters perceive economic openness to be associated with volatility, and that such 

perceptions (regardless of whether they are correct or not) are sufficient to explain political 

choices. 

Further evidence against the compensation hypothesis is found in Dallinger (2013, 2014) who 

shows that the more open the economy of a country, the lower is the social security demands 

of its citizens. The sign of that correlation is the opposite of what it should be according to 

the compensation hypothesis. In general, if openness does not lead to higher volatility, there 

is no reason to expect that globalization unambiguously affects voter’s preferences in one 

direction. As discussed by Walter (2010), globalization creates both winners and losers, and 

these groups should differ with regard to their social policy preferences. In summary, the 

idea that more open economies need or choose to develop bigger welfare states to 

compensate for volatility induced by global markets, is not supported by data. 

 

                                                      
2 The link between openness and volatility is also quickly dismissed on empirical grounds by Alesina 

& Glaeser (2005). 
3 See also Meinhard & Potrafke (2012) who found a positive association between globalization and a 

size of government measure by the Penn World Tables that does not include social expenditures using 

panel data for 186 countries over the period 1970–2004. 



A new compensation hypothesis? 

Even though the positive association between openness and government size is not robust, it 

should be acknowledged that empirical evidence has in general been kinder to the 

compensation hypothesis compared to the efficiency hypothesis (also known as the 

disciplining hypothesis or the race to the bottom hypothesis). According to the latter, 

economic globalization will force countries to lower taxes and benefits to attract capital and 

avoid attracting those who are likely to cost more than they contribute to the welfare state 

(Schulze and Ursprung 1999; Sinn 1997, 2003). There is very little evidence for such a ‘race to 

the bottom’. In addition to the evidence regarding the openness-government size link cited 

above, see also the survey by Potrafke (2015) suggesting that globalization is not associated 

with lower overall tax revenue, and the study of developed welfare states by Brady, Seeleib-

Kaiser, and Beckfield (2005) that concluded that globalization effects are far smaller than the 

effects of domestic political and economic factors and that globalization does not clearly 

cause welfare state expansion, reduction or convergence. 

The fact that many countries combine large welfare states with high levels of economic 

openness thus still needs to be explained. As it turns out, a re-interpretation of the 

compensation hypothesis is motivated. Trade and openness creates greater opportunities for 

division of labor, enabling not only access to new products, but also to knowledge, 

technologies, and larger markets. A number of relatively recent findings suggest that 

economic openness is especially useful for countries with large welfare states, high wages 

and low inequality. 

Iversen (2005) proposes a theory about welfare states that potentially explains why 

globalization and large welfare states often co-exist:  

“[…] labor-intensive, low-productivity jobs do not thrive in the context of high social protection and 

intensive labor-market regulation, and without international trade countries cannot specialize in high 

value-added services. Lack of international trade and competition, therefore, not the growth of these, is 

the cause of current employment problems in high-protection countries.” [p. 74] 

Iversen’s observation suggests a new compensation hypothesis, according to which the 

negative side-effects of high transfers and extensive labor-market regulations can be 



compensated by economic openness, because trade allows welfare states to specialize in high 

value-added services. 

Such a “new compensation hypothesis” is supported by the findings in Epifani & Gancia 

(2009) who showed that countries with large welfare states benefit from globalization via a 

terms of trade mechanism. More specifically, the social security arrangements in large 

welfare states increase production costs due to high wages, high taxes and regulations that 

are costly for firms. These production costs, however, can be passed on to consumers 

globally. To do so, exporting firms in countries with high levels of social protection take 

advantage of the fact that they are not selling on perfectly competitive markets. They use 

their market power to increase prices, increasing revenue and remaining profitable despite 

operating in countries with high levels of social protection. In effect the high production 

costs in rich welfare states are shifted to consumers globally. 

Countries with large welfare states also benefit from import, which enables their citizens to 

consume products at low prices because they are imported from countries where wages and 

taxes are lower, and business regulations are fewer. As shown by Fajgelbaum & Khandelwal 

(2016) the effect of trade on domestic prices is pro-poor because low-income earners spend 

relatively more on traded goods, whereas high-income earners consume relatively more 

services. That difference between the consumption baskets of high- and low-income is well-

known at least since Deaton & Muellbauer (1980).  

In countries with high taxes, high average wages and low wage dispersion, services will be 

relatively expensive (or available only in the shadow economy). Thus, economic openness 

will in a concrete way at least partly compensate consumers for high prices in the service 

sector by providing access to imported goods at low prices. 

The compensation hypothesis can thus be reformulated: Through trade, the citizens in large 

welfare states can enjoy some of the benefits associated with cheap labor and high wage 

dispersion despite their domestic economy being characterized by the opposite. 
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