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INTRODUCTION 

Globalisation and the Welfare State 

 

“[The duties of the state are ] …first…that of protecting the society from the violence and invasion of other 

independent societies…second….that of protecting, as far as possible, every member of the society from the 

injustice or oppression of every other member of it…third…that of erecting and maintaining those public 

institutions and those public works which, though they may be in the highest degree advantageous to a great 

society, are of such a nature, that the profit could never repay the expense to any individual or small number of 

individuals.” 

Adam Smith, 1776 1 

 

In the past hundred years, industrialised states throughout Western Europe and to some extent 

North America have had the ambitions to build some form of welfare state. Although the 

development and underlying philosophy of these ambitions were practically the same, the 

welfare states have not been uniform in their specific shape. The ideological legitimation, as 

well as legal character, institutional structure, the level and scopes of benefits, and overall 

share in the national income have been widely diverse, since the nature and level of ambition 

varies among countries. 

 

WHAT IS A WELFARE STATE? 

 

The fundament for the welfare state is the tax system. Virtually all states have a tax system, 

based on the authority of the central power to, if necessary with violence, collect taxes from 

their citizens. Economists usually state that the tax system primarily serves three different 

functions2: (1) financing the public sector; (2) redistribution of income and wealth; and (3) in 

other respects affect the behaviour of people and firms, for example in the context of 

consumption of alcohol, environmental pollution, investment in certain regions and so forth. 

All these tasks may easily be subjected to a political analysis. For example, from a liberal 

perspective such paternalist measures as using taxation to prevent excessive alcohol 

consumption or air pollution in favour of other activities, such as education or regional 

development, would indeed be regarded as illegitimate. This is clearly contrasting the 

communitarian view that the state is not only morally capable, but more or less morally 

obligated, to act as a good shepherd for the people. The communitarian argument is that the 

fact that many people are poorly equipped to handle the tough decisions brought upon us in 
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life, justifies the state to, in order to respect and regard such people, prevent them from 

making mistakes in their lives. This is countered by liberals by arguing that such value 

judgements, in contrast to fact judgments, are merely expressions of subjective preferences.3 

The choices expressed by such preferences are fundamentally arbitrary, and as such they 

cannot be criticised or defended rationally. All such choices are just as rational, and therefore 

the state has no reason to interfere.4 

 

In this thesis, the concept of the “welfare state” will denote a state with high ambitions of 

providing social security, i.e. the opposite of the ‘nigh-watchman’ state as defined by Nozick5. 

Thus, references to “the welfare state” concern the relatively (to other states) high level of 

social security ambitions and hence higher level of taxation as a phenomenon and obviously 

not a specific state. Social security can be regarded as the core of the welfare state. A system 

of insurance under the direct or indirect control of the national government, intended to cover 

the risks to wage earners and their dependents of income loss when disability, old age, 

disease, weak labour market, or death makes it impossible to work. Thus, social security 

represents the functional equivalent of the providential aspects of private saving. Payroll taxes 

are deducted from wages, financing the benefits for those unable to make their own living, in 

other words a compulsory accumulation of transfer capital. Additionally, many welfare states 

have complemented their social security systems with social assistance in some form. In the 

US, the term “welfare” is used strictly in this sense. Such benefits are financed from general 

tax funds and are given to those unable to claim social security benefits based on a past 

working career. A variety of other specific benefits are also available in many welfare states, 

such as family allowances, study grants and loans, entrepreneurship grants and loans, and so 

forth. Obviously, as was stated above, the size and shape of welfare state ambitions varies 

with the ideological position of the government. 

 

Today, many argue that the welfare state is under attack by globalisation. For example, in 

Scandinavia the most high-profile critique has come from Klas Eklund, Chief Economist at 

SEB (Skandinaviska Enskilda Banken). His argument corresponds very well to most writings 

of this perspective.6 The idea is that in a world with increasingly mobile capital, and with 

open markets that can increasingly be characterised as global, states need to be attractive 

investment sites, in order to maintain the region’s wealth.7 Competition seizes to be primarily 

a business concept, and becomes the core of national economic strategy vis-à-vis other states. 
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In the new global political economy, not only corporations compete for world market shares; 

now the world markets compete for corporations.8 In this global competition, it is commonly 

claimed that high taxation associated with welfare states becomes impossible to combine with 

a competitive and attractive market, since high taxation becomes a competitive disadvantage 

relative to other states, competing in the global political economy with lower taxes on income 

and profits. 

 

The issue of the challenges of globalisation to the welfare state is an issue that is frequently 

brought up in academic as well as political debate. For example, the social democratic party in 

Sweden held a major internal conference in April 2004 on economic growth under the theme 

“Tillväxt för välfärd” (“Growth for Welfare”). The question of the challenges of globalisation 

to Swedish competitiveness and political system was a major issue of concern. Sweden has 

the highest taxation pressure in the world, and the Swedish political system is organised 

around a communitarian principle of egalitarianism and solidarity. A central question to the 

Swedish government, as well as other governments with high welfare ambitions, in the age of 

globalisation would naturally be: is this sustainable?  

 

THESIS PURPOSE 

 

This thesis indirectly seeks to contribute both empirically and theoretically to the answer to 

the above question. Needless to say, a complete, universal answer to such a question is indeed 

a challenge to, academically, seek to provide. The author merely wishes to make a moderate 

contribution to a relatively narrow dimension of the issue, namely the bearing of what will be 

addressed as the “convergence hypothesis” on theory through examining whether there is a 

dissonance between theoretical claims of the hypothesis and empirical observations guided by 

implications of theoretical predictions. Thus, the purpose of this thesis is to examine and 

discuss whether global flows of foreign direct investment directly constitute a convergence 

pressure on the welfare state in the area of taxation, through discriminatory investment 

choices. Hence, the thesis explores to what extent the convergence hypothesis (explained 

below) is capable of explaining empirical observations, and attempts to provide a qualified 

discussion on the outcome of the study in terms of its implications on theory. 
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The convergence hypothesis can in a simplified version be explained as follows: (1) the 

globalisation of world markets allows firms to become more mobile and coordinate their 

business on a global scale; (2) the foreign direct investment by these firms are increasingly 

valuable for governments due to their positive economic impact; (3) the main share of these 

giant investments are controlled by a limited amount of corporations, which have similar 

policy preferences; (4) in order to remain attractive investment sites for transnational 

corporations, states will not be able to pursue policies that conflict with TNC preferences, 

since they would otherwise loose these investments to other states. The result is (5) a 

competition for investment. This process finally results in (6) a convergence of national 

welfare policies due to their impact on the amount of inward foreign direct investment. 9 A 

more extensive reasoning on the underlying nature of this assumption is provided by the 

theoretical part of the thesis. 

 

A process of convergence in the area of taxation policy would naturally be a threat to the 

sustaining of the welfare state, given the relation between relatively high ambitions of social 

security being interconnected to relatively high taxation. The convergence hypothesis claims 

that states pursuing high taxation policies will be less capable in attracting foreign direct 

investment. However, this thesis puts the implicit help-hypothesis in the centre of attention by 

raising the question of whether there is any empirical ground for assuming that high taxation 

pressure is by transnational corporations regarded as an obstacle to investment and also acted 

upon. This is done through an analysis of quantitative data concerning allocation of foreign 

direct investment related to a range of variables such as statutory and effective average tax 

rates on corporations as well as overall tax pressure and welfare ambitions. 

 

METHODOLOGY 

 

The theoretical chapters (chapters one and two) of this thesis constitute both a background to 

the problem area and a starting point for understanding what this thesis challenges as well as a 

framework for understanding the international political economy of policy convergence. The 

author has purposely chosen academic works of established contributors to international 

political economy, avoiding scholars that are so far too disputed to be relevant in this context. 

The first chapter on foreign direct investment foremost addresses works by professors John H 

Dunning, Robert Gilpin, Peter Dicken and Lorraine Eden. Obviously, The Princeton Professor 
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Robert Gilpin is one of the pioneers of international political economy, at status he has held 

since his renowned contribution ‘The Political Economy of International Relations’ back in 

1987. Professor Dunning is the foremost contributor in the field of foreign direct investment 

(FDI), and the architect behind the OLI paradigm of FDI theory, while both professor Dicken 

and Eden are well known and undisputed scholars. The primary theoretical contributions 

brought up in chapter two are by Michael Devereux et al. Devereux is a well-known professor 

of economics at the University of Warwick, and a very established scholar. As is Nicholas 

Barr and Andrew Walter, both at the London School of Economics. The established 

contributions to welfare economics by Wilfred Pareto are obviously well-known to any 

international political economist, and is widely adopted for explaining efficiency in many 

social sciences. 

 

The empirical part tests the convergence hypothesis. The epistemology perspective of the 

thesis is critical rationalism, following the lead of Karl Popper in recognising only that theory 

can be either falsified or corroborated, rather than truly verified. A theory that has repeatedly 

been challenged empirically without having been successfully falsified would be considered 

corroborated in the sense that it has not been proven true, but neither false and thus more 

constructive in providing understanding of the phenomenon it seeks to explain. This 

perspective will be furthermore explicated in the thesis. However, this is the reason why the 

methodology chosen focuses on falsification of a hypothesis. The purpose of theory is thus 

mainly to offer an increased understanding of the underlying logic of the hypothesis tested, in 

order to guide the selection of variables for testing the hypothesis, as well as (which is also 

stated in the purpose) providing ground for further reasoning on the implications of the 

empirical observations on theory. 

 

The method is quantitative, observing the implications that ought to follow if the convergence 

hypothesis is adequate. Since the convergence hypothesis suggests that investment choices by 

transnational corporations are discriminatory in the sense that high taxation states are 

considered unattractive as investment sites, this very foundation of the hypothesis will be 

examined. The case chosen is the fifteen old member states of the European Union, based on 

the assumption that the relative interdependence vis-à-vis transnational corporations are 

comparable between these states due to level of economic development and low dependence 

on singular industry sectors. The variables studied are (A) the relative ability of the states’ 
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economies to attract foreign direct investment, and (B) the level of taxation in the various 

states. The data chosen for interpreting the variables into empirical observations were (A) for 

providing a measurement of FDI-attractiveness was the United Nations Conference on Trade 

and Development FDI Performance Index; while (B) the taxation variable was interpreted 

through (1) total tax revenues as percentage of GDP, (2) taxes on income & profits as 

percentage of GDP, (3) total social protection expenditure as percentage of GDP, (4) statutory 

corporate tax rates and finally (5) effective average corporate tax rates. 

 

These data were drawn from the United Nations Conference on Trade and Development 

(UNCTAD), the OECD, Eurostat and a study by Michael Devereux, et al. titled “Corporate 

income tax reforms and international tax competition, published in Economic Policy. The 

databases compiled by OECD and Eurostat are considered reliable and are conventional 

sources of quantitative data within the social sciences and other academic disciplines. The 

study by Devereux, et al. is considered reliable partly due to the fact that professor Devereux 

is an established and highly respected scholar, but also because he is a regularly consulted 

advisor to the European Union on corporate taxation issues. The UNCTAD data employed is 

an index constructed by UNCTAD. While this is thus secondary data, and for reasons of 

reliability, it has been made available in the empirical part the formula used by UNCTAD in 

constructing the index. However, it is considered by this author that the index offers a well-

motivated and trustworthy estimation of FDI-attractiveness for each country included in the 

study.  

 

The study is a static observation, as opposed to a study of changes over time. However, in 

order to ensure reliability of the findings, a time period of three years has been chosen. Even 

though the thesis makes the implicit assumption that data is relatively stable over time for the 

countries involved, it was necessary to be certain to offset potential fluctuations in the data for 

countries studied due to the fact that this is a relatively limited study in terms of cases 

researched. Because of this, an average value for the time period is deducted for each country 

and each type of data studied. This should enable the reader to expect the findings’ capacity to 

characterise the situation for each country in recent time to be as adequate as possible.10 Thus, 

the period 1999-2001 is explored because data covering all variables was not available in any 

more recent time period. 
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Basically, if the variables explored will reveal a correlation (generally) between the 

attractiveness of a state and its welfare ambitions in line with the convergence hypothesis, this 

essay would be furthermore corroborating the hypothesis. However, if the findings are clearly 

not according to the convergence hypothesis (in the sense that there is no tendency of foreign 

direct investment allocation to refrain from states with relatively high taxation), in a way that 

may even contradict it, the convergence hypothesis will be possible to question, due to 

inadequacy in explaining empirical observations. 

 

THE SCOPE OF THE THESIS 

 

The thesis will exclusively analyse empirical evidence (or absence of evidence) of reasons to 

expect convergence pressure due to foreign direct investment allocation. This is investigated 

only with the perspective of whether a direct link exists between welfare ambitions and ability 

to attract FDI. Such issues as the implications for the legitimacy of the welfare state of 

transferred taxation burdens within the domestic economy, such as lowering taxes on mobile 

capital on the expense of labour income taxation, will not be addressed in this thesis. Nor will 

the thesis address matters strictly concerning the domestic financial markets’ international 

competitive situation regarding allocation of financial capital or portfolio investments, since 

the attention is exclusively directed towards foreign direct investment. 

 

THESIS OUTLINE 

 

The thesis principally consists of three parts; (1) theoretical framework, (2) empirical 

examination, and (3) final analysis and discussion of results. The theoretical part starts out in 

the following chapter, offering an introductory understanding of the role of transnational 

corporations in the global economy, as well as the economic impact - the benefits - of foreign 

direct investment. Chapter two deals with state competition for foreign direct investment in 

order to provide an understanding of state perception of the need to attract these resources, as 

well as a grasp of reality. However, more importantly chapter two deals with the theoretical 

implications of competition for mobile resources. As such, this chapter is the foundation for 

the hypothesis tested in the empirical part of the thesis. Chapter three consists of two parts. 

Initially, the chapter addresses methodological as well as epistemological concerns relating to 

the empirical examination. Subsequently, a range of quantitative data is utilised to research 
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the case for allocation of foreign direct investment in relation to welfare ambitions. The last 

chapter endeavours to summarise the findings and draw conclusions regarding the survival of 

the welfare state in the global political economy. 

 

 

 

NOTES

                                                 
1 Smith, A. (1976) An Inquiry into the Nature and Causes of the Wealth of Nations. Repr. Oxford: 
Oxford University Press. 
2 Eklund, K. (1998) Jakten på den försvinnande skatten. Stockholm: SNS Förlag, p. 11. 
3 Kymlicka, W. (1999) Modern politisk filosofi: en introduktion. Falun: Nya Doxa, p. 201-236. 
4 Kymlicka, W. (1999) Modern politisk filosofi: en introduktion. Falun: Nya Doxa, p. 201-236. 
5 Nozick, R. (1974) Anarchy, State and Utopia. Oxford: Basil Blackwell. 
6 For more reasoning on convergence due to globalisation, see Crouch, C. and Streeck, W., eds. (1997) 
Political Economy of Modern Capitalism: Mapping Convergence and Diversity. London: Sage 
Publications, and Strange, S., Stopford, J. and Henley, J (1991) Rival States, Rival Firms: Competition 
for World Market Shares. New York: Cambridge University Press, and Berger, S. and Dore, R, eds. 
(1996) National Diversity and Global Capitalism. New York: Cornell University Press. 
7 See for example: Eklund, K. (1999) Jakten på den försvinnande skatten. Stockholm: SNS Förlag. 
8 See Strange, S., Stopford, J. and Henley, J (1991) Rival States, Rival Firms: Competition for World 
Market Shares. New York: Cambridge University Press. 
9 See for example Eklund, K. (1998) Jakten på den försvinnande skatten. Stockholm: SNS Förlag, 
Crouch, C. and Streeck, W., eds. (1997) Political Economy of Modern Capitalism: Mapping 
Convergence and Diversity. London: Sage Publications, and Strange, S., Stopford, J. and Henley, J 
(1991) Rival States, Rival Firms: Competition for World Market Shares. New York: Cambridge 
University Press, and Berger, S. and Dore, R, eds. (1996) National Diversity and Global Capitalism. 
New York: Cornell University Press. 
10 The data further back in time has also been controlled to ensure reliability. Although incomplete and 
thus not included in the study, these data were – for means of control – subjected to correlation 
analysis through the same procedure as the years presented in the study, and no significant difference 
was possible to observe in the sense that it displayed the same pattern and would not alter the 
conclusions reached. 
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CHAPTER ONE 

Foreign Direct Investment and the Global Political Economy 

 

[The] market needs a place, and the market needs to be kept in its place. It must be given enough scope to 

accomplish the many things it does well. It limits the power of bureaucracy…responds reliably to the signals 

transmitted by consumers and producers…most important, the prizes in the marketplace provides the incentives 

for work effort and productive contribution…For such reasons I cheered the market; but I could not give it more 

than two cheers. The tyranny of the dollar yardstick restrained my enthusiasm. 

Arthur Okun, 1975 11 

 

The purpose of this chapter is to offer a background to the problem area of the thesis, through 

exploring the role of transnational corporations in the world economy. The chapter will also 

deal with the benefits of foreign direct investment, in order to give an understanding of the 

logic behind state ambitions to attract international investment. 

 

It may also at this time be appropriate to make some distinctions. This thesis means by the 

term globalisation the globalisation, or internationalisation of markets. The globalisation of 

markets is well documented,12 and has been defined through emphasizing (1) convergence; 

the trend within the Triad that production, financial, and technology structures are becoming 

increasingly uniform13. Additionally, consumer tastes within these countries have become 

substantially homogenous, generating global markets and global products. Tariff rate 

differentials have lessened, as well as corporate tax differentials. Another indication of the 

globalisation of markets is what is commonly referred to as (2) synchronisation. By 

synchronisation is meant the “tandem-moving” tendency among the Triad countries, which 

increasingly experience similar business cycles, a development which has been hastened by 

various intergovernmental agreements concerning monetary, exchange rate and fiscal policies. 

Additionally, the microeconomic and structural policies have become considerably similar; 

liberalisation, privatisation and deregulation is applied in order to encourage development and 

growth. Interpenetration (3) refers to the increasingly central economic importance of trade, 

investment and technology flows within the economies of the world. It is important to be 

aware of this development, in order to fully understand the environment in which the 

transnational corporation now operates. The major implication of the globalisation of markets 

is obviously that, due to this development, shifting investments between various locations has 

become very unproblematic, and even advantageous. 
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TRANSNATIONAL CORPORATIONS AND THE WORLD ECONOMY 

 

The largest transnational corporations (TNC) can in many ways be considered main agents of 

globalisation.14 These firms produce and distribute goods and services across national 

boundaries, spread ideas, tastes and technology throughout the world and plan their operations 

on a global scale. It has been said that these powerful corporations “…now dominate all the 

underlying structures of the global economy: production, finance, technology, security, 

energy and trade.”15 

 

The importance of the transnational corporation in a global economy has been stressed by 

contributors across the range of social sciences. Many analysts argue that the critical problem 

in the study of international political economy today is the tension between states and 

transnationals, not states and markets.16 The transnational corporation is by Dicken, and many 

other contributors to the field, claimed to be the primary ‘mover and shaper’ of the global 

economy. The TNCs’ decisions to invest or not to invest in particular geographical locations 

and the resulting flows of capital, materials, components and finished products, as well as of 

technological and organisational expertise are clearly essential to economic development and 

welfare in areas in which these corporations operate.17 

 

In the first decades of the twentieth century there was a rapid growth in the number of 

transnational corporations, as we know them today. These powerful entities, which play 

important roles in international economic, political and cultural relations, saw an even more 

dramatic increase after the Second World War, and there are currently more than 60 000 

transnational corporations with over 820 000 foreign affiliates operating on the world 

market.18 

 

In an economic context, the role of the transnational corporation can be emphasized due to the 

vast growth of foreign direct investment (FDI) as well as its central role as a global industrial 

producer. The world’s largest transnational corporations account for approximately four-fifths 

of world industrial output, and the 500 largest TNCs account for 90 percent of all the worlds’ 

foreign direct investment.19 FDI constitutes one of the major components of the capital 

accounts of a nation’s balance of payment,20 and has grown significantly in recent years, 
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reaching record levels in 2000, at $1492 billion.21 As a comparison, FDI outflow level in 1995 

was $315 billion, even though the 1995 figure already was due to a rapid growth: from 1973 

to 1995 annual FDI outflows multiplied more than 12 times, from $25 billion in 1973. At the 

same time, merchandise exports multiplied 8.5 times.22 About one third of world trade today 

consists of intrafirm trade within TNCs, which take place at transfers prices set by the firms 

themselves. This is due to global corporate strategy, which implies that such transactions do 

not necessarily conform to conventional trade theory based on concepts of comparative 

advantage. Another third consists of TNC exports to nonaffiliates, and the remaining third 

consists of trade among national firms.23 

 

The increasingly central position of TNCs has caused many analysts to assert a profoundly 

altered structure and functioning of the global economy. These enterprises and their global 

strategies have become major determinants of such fundamental international economic 

factors as flows of trade, investments and location of industries. A significant amount of FDI 

is in capital and technology-intensive sectors,24 and TNCs have become the single most 

important actor in the expansion of technology flows to both industrialised and industrialising 

countries and are therefore central in determining the economic, political and social welfare of 

numerous nations. The fact that these powerful entities control a considerable quantity of the 

world’s investment capital, technology, and access to global markets, implies a key role not 

only in international economic but also international political affairs. FDI frequently has 

important distributive effects on domestic economies and particularly on the division of 

income between capital and labour.25 According to DeAnne Julius, notably one of the world’s 

foremost experts on the TNC, the remarkable expansion of FDI, intercorporate alliances and 

intercorporate trade throughout the 1980s and 1990s reached a level where a “qualitatively 

different set of linkages” among advanced economies was created; indeed, the number of 

cross-border mergers and acquisitions (M&A) reached record levels in 2000, and the number 

of M&A deals worth more than $1 billion increased from 114 in 1999 to 175 in 2000, and the 

value of these mega-deals as share of total value of world M&As reached a level of 75 

percent.26 The world economy has been claimed to have reached a takeoff point comparable 

to that wrought by the great expansion of international trade in the late 1940s and the 

subsequent emergence of the highly interdependent international trading system.27 The growth 

of foreign direct investment, in all essentials carried out by transnational corporations of 
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various nationalities has linked nations even more tightly together with further impact on the 

global economy.28 

 

THE BENEFITS OF FOREIGN DIRECT INVESTMENT 

 

Nowadays, most governments view foreign direct investment as a positive occurrence, after a 

somewhat hostile position to these in the 1970s and early 1980s. This changed stance has 

been explained by Dunning29 through a variety of factors: (1) extensive deregulations and 

liberalisation of markets imply a renewed faith by most states in the workings of market 

economy; (2) increasing globalisation of economic activity alongside increasing integration of 

international production due do TNC activity; (3) increased international mobility of key 

elements contributing to economic growth (such as technology, intellectual capital, 

organisational competence and learning experience), housed in transnational corporations; (4) 

worldwide competition for the scarce international resources of those mentioned key 

ingredients of contemporary economic growth is increasing, due to extensively increasing 

economic development in  a growing number of economies; (5) a convergence among the 

major industrialised nations economic structures, which leads to more intensive competition 

between their firms; (6) changed criteria for judging the success of FDI by governments, 

leading to a cooperative rather than confrontational stance between foreign investors and host 

governments. This is since the wider impact of foreign affiliates, including its upgrading of a 

host country’s indigenous capabilities and the promotion of their dynamic comparative 

advantage as well as their direct potential impact on economic growth, is being increasingly 

emphasised in the evaluation of inward FDI.30 

 

Dunning has pointed out five main ways in which competitiveness and comparative 

advantage of countries can be increased.31 First, a country’s firms may become more efficient 

in its existing production, possibly through improved quality control, networking with partner 

firms, cost-effective sourcing and raising productivity of labour and capital. Second, the 

innovation of new products, processes and organisational structures is an important aspect. 

This may be done through making risk capital available for start-up firms, improving national 

innovatory systems and exploring better the economies of the spatial clustering of related 

activities. Third, The allocation of a nations resources and capabilities may be improved 

(switch to activities which are more productive with increasing comparative advantage). 
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Fourth, a host country may also expand its industries to new markets. This requires 

knowledge about foreign markets, international customer needs and skilled marketing and 

logistics. Finally, structural aspects may be important in upgrading comparative advantage. 

Dunning suggests government encouragement of flexible labour markets, retraining 

programmes of high quality, ensuring of bureaucratic efficiency, appreciating fiscal and other 

incentives for industrial restructuring and a willingness to accept and adjust to change. 

 

In many ways, these five vectors for upgrading competitiveness and comparative advantage 

constitute the core of the benefits of foreign direct investment. Inbound FDI by transnational 

corporations is means highly desired by governments to achieve an upgrade in comparative 

advantages and economic growth, and thereby an ability to achieve its political goals. FDI 

may interact with the existing competitive advantages of hosts and thus affect future 

competitive advantages in many ways. TNCs may provide additional resources and 

capabilities, capital, technology, management skills and access to markets, and may also 

inject new entrepreneurship, management styles, work cultures, and more dynamic 

competitive practices. The resource allocation may become more efficient and the TNC may 

contribute to competitive stimulus and spillover effects on suppliers and customers. Hence, 

domestic resources and capabilities are upgraded as well as the productivity of indigenous 

firms and clusters of related activities may arise. Due to the positive contributions above, 

transnational corporations may add to its host nations’ gross domestic product and provide 

additional tax revenue to governments. The balance of payments may be improved, through 

import substitution, export generating or efficiency-seeking investments. The host economy 

will also be likely to become better linked with the global market, and a fostering of a more 

efficient international division of labour may advance economic growth. Additionally, via 

TNC activity, the host economy is likely to become more directly exposed to the economic 

and political systems of other states, the values and demand structures of foreign households, 

attitudes to work practices, incentives, industrial relations and foreign workers along with 

various customs and behavioural norms of foreign societies.32 

 

POLICY IMPLICATIONS 
 
Gilpin has set out six responsibilities that are crucial for governments to assume for attracting 

TNCs and thereby gain higher economic activity and welfare:  
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“…honest and competent government, heavy investments in education at all levels, respect of international 

property rights, encouragement of entrepreneurship, support of a diversified and excellent national program of 

R&D, and to pursue sound macroeconomic policies.”33  

 

Dunning asserts that a positive contribution (a net benefit) of inbound foreign direct 

investment is depending on numerous aspects, including the strategic incentive for the 

particular FDI project (i.e. whether the investments are resource seeking, market seeking, 

efficiency seeking or strategic asset seeking) and, consequently, the conditions that prompted 

it. It is also determined by the economic policies pursued by the host and by other 

Governments.34 The benefits are critically depending on the type and age of the investment, 

the economic characteristics of the host country and the macroeconomic and organizational 

strategies pursued by the Government. The important function of Governments within market 

economies is, besides various social and strategic responsibilities, to maintain an efficient and 

up to date legal, financial and commercial infrastructure, an educated labour force, an 

adequate transportation and telecommunications network, an anti-monopoly policy, a sound 

macroeconomic policy and a wealth-creating culture.  

 

Dunning emphasizes that today’s globalised economy forces governments to re-examine their 

domestic economic strategies since the competitiveness-enhancing assets they are now 

increasingly competing for has become much more footloose. Traditionally, the macro-

organizational policies only affected the domestic allocation of resources, but are now likely 

to affect foreign direct investment, trade, and cross-border alliances as much as any tariff, 

exchange-rate change or interest-rate hike. Thus, Governments are now, to much more extent, 

obliged to realign their domestic economic strategies more closely to the needs of the global 

market; they need to ensure that the quality of their location-bound resources and capabilities 

do not fall behind those of their competitors.35 

 

Now which, in more detail, policies should Governments pursue? Dunning sets out a variety 

of characteristics which favour positive contributions of foreign direct investment, including 

making local resources available at low real cost; minimal structural distortions or 

institutional impediments to upgrading of indigenous assets; development strategies that help 

promote dynamic comparative advantage; encouragement of local entrepreneurship, 

particularly in related activities; efficient capital markets and appropriate market-facilitating 
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policies; efficient administrative regimes and macroeconomic policies; prioritise policies that 

help upgrade human and technological capabilities and pursuance of suitable tax policies.36 

 

REGULATION OF FOREIGN DIRECT INVESTMENT? 

 

Despite the fact that transnational corporations play an increasingly important role in the 

global economy, rules regulating these enterprises and the vital activities of theirs are, at best, 

rudimentary compared with e.g. the regimes regulating global trade and monetary relations –

FDI has been referred to as the “neglected twin” of trade.37 In this context it is indeed 

interesting to keep in mind the figures presented, concerning the significant role of TNCs in 

the world economy. For a long time, most policies related to TNCs have been formulated on a 

national level, but many contributors claim that the transnational nature of these entities 

makes such policies inadequate.38 However, there is no such regime regulating FDI, and the 

question of what an FDI regime should regulate has been a matter of debate. Orthodox 

liberals have argued that regulation should concern host state behaviour, so that the TNCs can 

function freely in the global marketplace. Realists and historical structuralists consider some 

government limitations on the activities of transnational corporations legitimate. From a 

realist perspective, states will want to prevent TNC activity from conflicting with national 

interest or security. The historical structuralist view is that since investors can easily shift their 

assets across international borders, labour in both home and host countries are in 

disadvantage. Additionally, they say, special protection of Third World countries is urgent, 

since these are most dependent on TNCs.  

 

The attempts to negotiate multilateral rules on foreign direct investment have failed 

miserably. First, the WTO negotiations in Singapore on the Multilateral Investment 

Agreement (MIA) broke down, and then the ambitious attempt by the OECD and the 

Multilateral Agreement on Investment (MAI) proved impossible to agree upon. Thus, besides 

bilateral investment treaties, foreign direct investment remains more or less unregulated on a 

multilateral level. There have been talks of the possibilities to take the dream of a multilateral 

framework for investment regulation to the United Nations Conference on Trade and 

Development (UNCTAD) but according to most analysts the prospects for new negotiations 

on FDI rules are, to say the least, unpromising. Thus, FDI remains an area highly interesting 
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for research in IPE, investigating the variety of implications of an unregulated internationally 

mobile source of economic strength. 
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CHAPTER TWO 

Competition and Policy Convergence 

 

“The strings that held each of us to the nation-state seemed to me rather like the strings that were attached to 

Pinocchio, making him the puppet of forces he could neither control nor influence. His problem, at the end of the 

story, was no longer that when he told lies his nose grew longer. He had already learnt that lies were wrong. His 

problem when he finally turned, magically, into a real boy was that he had no strings to guide him. He had to 

make up his own mind what to do and whose authority to respect and whose to challenge and resist.” 

Susan Strange, 1996 39 

 

We will now turn to a more specific theoretical framework. Keeping in mind the importance 

of FDI outlined in the previous chapter, this chapter starts out by discussing competition for 

foreign direct investment. This chapter also provides a commonly claimed theoretical 

framework for the understanding of hypothetical implications of state competition for foreign 

direct investment explained as a theory of convergence. 

 

THE STATE OF COMPETITION FOR FOREIGN DIRECT INVESTMENT 

 

The nature and the relative variety of the constraints on host states, primarily the dependence 

on foreign direct investment and the degree of competition among countries for various 

investment projects, has intensified the phenomenon of competitive bidding for investment –

among states as well as among communities within a certain state.40 One indication of this 

widespread awareness of governments of the importance of attracting FDI is the extensive 

appearance of investment promoting authorities/agencies in states throughout the world.41 As 

Walter has pointed out, in a hypothetical case where a transnational corporation is relatively 

indifferent between Ireland and another European country as a production site for accessing 

the European Economic Area, “Ireland’s special FDI tax rate of 10 percent is likely to be a 

considerable incentive”.42 Even though one might argue that taxation is not the only logic 

behind an investment, governments seem to be competing over corporate taxes. This topic is 

furthermore examined below. Ireland’s low taxes for foreign firms, which are believed to 

have caused many companies to move their finance departments to Dublin, have for a long 

time irritated the European Union (EU), which has made attempts to stop so-called harmful 

tax competition, aiming for a tax harmonisation in the EU.43 Ireland has been accused for tax 

discrimination, which, however, did not stop the Irish FDI policy; instead they have now 
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lowered the taxes for domestic firms as well.44 It is interesting to note that the OECD is also 

making efforts to tackle harmful tax competition, confirming that this is not an issue 

perceived solely by the EU. In May 1996 Ministers called upon the OECD to “develop 

measures to counter the distorting effects of harmful tax competition on investment and 

financing decisions and the consequences for national tax bases…”45 

 

A study conducted by UNCTAD in 1995 found that 99 countries out of 103 offered some 

kind of fiscal (i.e. tax-) incentives to inward investors during the early 1990s while financial 

incentives were offered in 59 out of 83 countries surveyed.46 However, not only new 

investment projects are subject to competition. TNCs may also endeavour the obtaining of 

various state subsidies in order to keep a plant in a particular location. One example of this is 

the plans announced by Ford in 1997 to reduce the labour force at its Halewood plant in 

Mereyside, England. Ford unequivocally stated that the future existence of the plant (even the 

reduced plant) was indeed uncertain, and that the UK Government would do best in coming 

up with an appropriate deal –which it accordingly did.47 Indeed, governments have shifted 

towards the view that they “cannot afford to forego the benefits of inward foreign direct 

investment”.48 Interesting evidence of the ambition to attract FDI can be found in statistics on 

Organisation for Economic Co-operation and Development (OECD) countries’ levels of 

taxation. The average tax rates among these states were, in the early 1980s, nearly 50%. In 

2001, this figure had significantly changed, reaching merely 35%. In 2002, one third of the 

EU states had a taxation pressure below 30%.49 Devereux, Lockwood and Redoano point out 

that these declining tax rates can be explained by a process of tax competition: “countries 

compete with each other to attract inward flows of capital by reducing their tax rates on 

corporate profit.”50 

 

Some Empirical Evidence for Tax Competition: A Study of Dynamic Tax Cuts 

 

What is interesting to ask in investigating the case for welfare state implications of 

globalisation of foreign direct investment allocation is whether there really is a causal link 

between (1) mobility of FDI due to globalisation, (2) competition between states for attracting 

mobile investment, and (3) downward convergence in taxation. The link between (2) and (3) 

has been explored by Devereux, Lockwood and Redoano. 51 They point out that, regardless if 
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one observes the statutory tax rate, the effective marginal tax rate or the effective average tax 

rate, states do indeed compete over corporate taxes.  

 

The study is an empirical work, investigating 21 large, industrialised countries over a period 

of 16 years (between 1983 and 1999). It has been a matter of debate whether declining tax 

rates on corporate taxes are truly a competition, in the sense that tax cuts in one country 

triggers a cut in other countries.  

 

The study emphasises that there is no single “rate” of corporate tax, but that the corporate tax 

system is complex and at a minimum comprises a statutory tax rate, applied to taxable profit. 

However, the definition of taxable profit is typically complex. As pointed out in the study, 

one important element is the proportion of capital expenditures that can be set against profit in 

any year, i.e. the capital allowance. This allowance is normally determined in the corporate 

tax code. In other words, the statutory tax rate is not expected to affect firms’ location 

choices. Usually, it is argued - regarding firms already located in a country - that the effective 

marginal tax rate (EMTR), which is the excess of the marginal cost of capital with the tax 

over that cost without the tax (i.e. the excess of the pre-tax rate of return required on the 

marginally profitable investment project, which can be defined with or without a corporate tax 

system) that determines marginal or incremental investment. However, it is the effective 

average tax rate (EATR), which is the ratio of corporate tax paid to pre-tax profit that is 

expected to be determining the location decision between one country and another.52 The 

EATR, as well as the EMTR, differs from the statutory rate and are, as has already been 

concluded by the astute reader, lower the more generous allowances are. 

 

The study calculated the effective marginal and average tax rates for 21 OECD countries over 

the period 1983-2000. The authors initially made the claim that there is strategic interaction 

between the corporate taxes if there is empirical evidence that current or lagged values of 

other countries’ tax rates is able to predict current values of a given country. On in the other 

hand, the mere observation of interaction does not necessarily prove that the nature of this 

interaction is one of tax competition. According to economic theory, strategic interaction may 

arise from three primary reasons. First, genuine tax competition may be the case. Countries 

would then be cutting taxes in response to others’ cuts in order to attract the internationally 

mobile tax base of corporate tax. Second, a phenomenon of strategic interaction may be 
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explained by yardstick competition, where voters judge policy makers on their competence by 

comparing tax rates set in their jurisdiction relative to those set in other, similar, jurisdictions. 

However, the authors rightly point out that corporate taxes are not a salient issue for voters. In 

OECD countries, hardly any voters are aware of the domestic rate of corporate tax.53 Needless 

to say, the corporate taxes of other states consequently attract diminutive, if any, interest. The 

third explanation, which the authors did not want to rule out, was that tax competition was 

due to a common intellectual trend. In other words, an introduction of an innovation in tax 

policy by an influential country may spread internationally, through media as well as personal 

contacts between policy-makers in the international arena. Indeed, the 1986 US tax reforms, 

aiming for a broader tax base with generally lower taxes, have been used to explain the wave 

of similar tax reforms in OECD countries.54 Therefore, the study had a dual purpose. It aimed 

to (1) examine evidence for strategic interaction, but also (2) look for evidence that the 

interaction is caused by competition rather than common intellectual trends.  

 

The study shows that there is considerable evidence that individual countries react to others 

when they set statutory or effective average tax rates: “…a regression of either of these tax 

rates in any one country […] against an average of tax rates in other countries and a range of 

control variables indicates that a cut in the average tax rate in other countries leads to a cut in 

the first country.” 55 Moreover, the authors show that this effect is likely if the country in 

question has a relatively high tax rate i.e. above average in the sample.” What is interesting 

with the quotation (emphasis by the author), is that evidence is found that countries with high 

levels of taxation are driven to lower taxes substantially more than countries with a rate at, or 

below, average, comprising a substantial force of convergence. 

 

Table 2.1 Percentage Point Change in Statutory Tax due to 1 Percentage Point Cut in Statutory Tax of All 

Other Countries. 

 Averages 

 Unweighted Distance weighted GDP weighted FDI weighted 

Short run, country 

below average 
0.297 0.143 0.196 0.147 

Short run, country 

above average 
0.672 0.495 0.595 0.477 

Long run, country 

below average 
0.591 0.301 0.536 0.350 
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Long run, country 

above average 
1.137 1.042 1.630 1.136 

Source: Devereux, Lockwood and Redoano, 200356 

 

One example is the United Kingdom, where the tax rate is below the unweighted average of 

other taxes in the study. On the estimates in the study, then, if the taxes in other countries 

would drop by one percentage point, the UK would be induced to reduce its rate by nearly 0.3 

percentage points. Now, for a country above the unweighted average, such a drop in the 

average would cause a 0.67 percentage points. These magnitudes are shown to be larger in the 

long run - around double – as taxes are highly persistent.57 Table 1 illustrates how a one 

percentage point change in statutory tax rate of other countries, on average, affects a given 

country in terms of strategic response. As is evident in the table the various weightings do not 

give significant changes in results.58 The results using EATR are similar. 

 

This is also what is used by the authors to support the theory that the nature of the observed 

strategic interaction is due to competition. A theoretical model of tax competition developed 

in the paper suggests that high-tax countries react more to a tax-cut of a given size than do 

low-tax countries, which is exactly, as mentioned above, the result of the empirical 

examination. It is interesting to read the study by Devereux, Lockwood and Redoano, partly 

because the findings regarding strategic interaction and competition are so distinct, but also 

because the study shows that it has been going on for quite some time. Governments have 

clearly been aware of their position in an international context, and have continuously 

adjusted their taxation accordingly. 

 

All together, it is becoming increasingly clear that policy makers perceive tax rates as being 

important for a state’s attractiveness as an investment location, and that governments 

recognise that the increased mobility of FDI causes an asymmetric interdependence between 

states and transnational corporations59 Let us now turn to the implications of this 

development. 
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GLOBALISATION: THE CASE FOR POLICY CONVERGENCE 

 

Among researchers in the social sciences, there is a widespread awareness of the claim that 

increasing mobility of factors of production has eroded the autonomy and sovereignty of 

governments. This is said to be a result of globalisation of the world economy, which is also 

widely debated – a debate that concerns both the actual existence of the phenomenon of 

globalisation and the matter of whether it is a positive or a negative development for states. 

More and more globalisation theorists, whether they are “hyperglobalists” or “transformalists” 

or even sceptics, tend to emphasise the important role of non-state actors in the global 

political economy.60 The rest of the theoretical part of the thesis will address the theoretical 

case for policy convergence, where the dynamics between the activities of states and the 

activities of transnational corporations results in a downward spiral in the area of taxation. 

 

The Retreat of the State 61 

 

In what way, then, may globalisation impact on sovereignty, and, thus on the ability for a state 

to maintain a relatively ambitious welfare state in the global political economy? Barr has 

written that “…globalisation reduces the capacity of any country to act independently in 

designing its institutions, including its welfare-state arrangements.”62 He stresses the well-

known argument that countries with expensive welfare states are at competitive disadvantage 

relative to those with more moderate ones. This point connects to the discussion of 

competition for FDI above. In the context of this thesis the most interesting conclusion made 

by Barr is that “…the conflict between economic growth and equality has become sharper 

over the years”.63 According to Barr, economic activity has, due to technological change, 

become increasingly dematerialised and takes the form of computer-transmitted information. 

To this, one should add the increasing mobility of firms due to globalisation of markets, 

which even more strengthens the conclusion that national boundaries are increasingly 

irrelevant to the allocation of economic activity. 

 

One important aspect of the impact of globalisation on state sovereignty can be explained as 

an altered balance in the interdependence between states and transnational corporations. It has 

been suggested that the interdependence between transnational corporations and states can be 

characterised as asymmetric.64 This asymmetry is fundamentally a function of scarcity, since 
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the power of each actor is determined by the scarcity of the goods sought by the other actor. 

Transnational corporations have been claimed to have a structural advantage, since (1) they 

control resources generating economic strength; (2) they can easily shift these resources 

between different locations; (3) states are depending on these resources for reaching their 

objectives; (4) there is a scarcity of these resources and of the actors controlling them.65 

 

Thus, the power relation derives as a function of the relative scarcities of the sought goods, or 

resources, by each set of actors in the system observed. Figure 2.1 suggests a model for 

viewing the interdependency between transnational corporations and states as a function of 

the relative scarcities.66 The asymmetry, and thus the power, increases to the advantage of 

transnational corporations given the balance of relative scarcities between states, and between 

corporations. For example: if states 

extensively demand a good 

controlled by transnational 

corporations (recall the discussion in 

chapter one on the role of 

transnational corporations in the 

world economy; i.e. the benefits of 

FDI), and if this good constitutes a 

scarcity due to the imbalance of supply and demand for this good, the transnational 

corporations will have an advantage due to the relative scarcity. The relative scarcity is also, 

as is illustrated in the figure, determined by the interactions on state-state, and TNC-TNC 

level. In regard to the TNC-TNC determinant, the variables are the availability of 

transnational corporations, but also the degree of competition between transnational 

corporations for the attracted resources used to reach their objectives (e.g. access to natural 

resources, markets, or skilled labour; factors for maximizing profits). 

 

Competition is a keyword in the context, since it is both an expression for, and a generator of, 

scarcity. Obviously, competition between two actors would be the natural outcome if their 

mutually attracted resource were scarce. But competition may also arise from an attempt of 

one actor to maximise its outcome, so that the amount is perceived as scarcer than it 

necessarily is. This phenomenon can be said to constitute an artificial scarcity; it is an 

inflating of the perceived scarcity and thus the advantage of the party controlling the resource; 

State-TNC 

TNC-TNC State-State 

Figure 2.1 A model of the symmetry of the interdependency 
between TNCs and states as a function of relative scarcities 

SCARCITY 
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that party may easier gain advantages on the cost of another party, playing off the parties 

competing for his good against each other. In regard to the relative scarcities determined on 

state-state level, the variables are basically the same: the availability of attractive locations for 

investing - controlled by states - and the degree of competition between states for investments. 

 

A Scenario of a “Race to the Bottom” in Welfare Ambitions 

 

The predictions of a policy convergence in taxation are commonly explained through the 

conventional “race to the bottom” model of tax competition.67 Let us assume a situation where 

two states exist side by side. In order to attract a mobile factor of production, such as TNC 

activity, state A reduces its taxes. It is possible to imagine that this tax cut is due to a 

perceived comparative disadvantage relative to state B. Either way, the allocation of mobile 

factors of production is according to the model, ceteris paribus, bound to alter to the 

advantage of state A. This strategy will be followed by state B in order to enable its economy 

to remain competitive, leading tax rates on the mobile factor to spiral downwards. In game-

theoretic terms, these states are assumed to face a “Prisoners Dilemma”, in which every state 

has a dominant strategy to lower its taxes, leaving the collective of states in an inferior Nash-

equilibrium.  

 

To be perfectly clear, let us consider a situation where two states (A and B) have agreed not to 

engage in tax competition for investment. The matrix below (Figure 2.2) provides a 

description of the logics of outcome maximising behaviour, and illustrates the strategic game 

that competitive tax policies among states constitute.  

 

States as a group would clearly 

be best off being loyal to the 

common strategy, but on the 

other hand, individual states 

have incentives to lower taxes 

in order to increase their share 

of overall FDI benefits. An 

offensive decision of one state 

will therefore be likely to 
Figure 2.2 Competition for foreign direct investment  

Cooperate  Defect 

Cooperate  

Defect 4, 1 

3, 3 

2, 2 

1, 4 

Z 

X 

(Y) 

(Y) 
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trigger lowered taxes in other states with a resulting downward spiral in taxation, leaving all 

states worse off. Thus, if we have an initial equilibrium to cooperate and a common good at 

the arbitrary sum 6 (position X in the matrix), and state B chooses to pursue an offensive 

strategy in order to capture a larger share of the benefits through substantially lowering its 

taxation (attempting to move to an allocation Y in the figure), state A would also be inclined 

to offer similar incentives in order to prevent investments from moving abroad and maintain 

its preferable allocation of economic activity. Under conditions of pure rationality, the 2, 2 

(defection) payoffs would be the result. 

 

In essence, we have concluded in which situation all actors play their best strategy, given the 

strategy played by the other actors: if state A would choose to cooperate, then state B would 

be best off to defect and gain more at the expense of state A. In the case where state A 

defects, state B is best off to defect also. Thus, to defect is the dominant strategy, and the 

equilibrium ends up in position Z in the matrix. It is interesting to note that despite rational 

actions of both states, they have put themselves in a situation where they are worse off than 

they were before. 

 

The reason why the equilibrium is inferior can be explained in terms of Pareto-efficiency. An 

allocation is Pareto-efficient if it is impossible to move to another allocation which would 

make some party better off and nobody worse off.68 In our theoretical case with state A and 

state B, the allocation is initially assumed to be Pareto efficient in terms of the - collective - 

utility of tax revenue. When state A lowers its taxes it manages to attract the mobile factor of 

production, leaving state A better off and state B worse off. It is impossible to, in a scientific 

manner, conclude that a certain allocation is superior to another as long as the sum of the 

allocated resource is Pareto-optimal. However, in this case the sum has decreased, leaving the 

states as a collective worse off. 

 

QUESTIONING THE PARADIGM OF WHO IS THE VICTIM: AN EMPIRICAL OBJECTION 

 

The reasoning on the power of transnational corporations due to globalisation has been 

summarised in a single sentence by Walter69: “This hypothesis claims that the enhanced 

mobility of TNCs in the world economy confers structural power upon such firms, resulting in 

a process of convergence of national policy regimes upon TNC policy preferences.” In an 



The Welfare State and the Political Economy of Globalisation 

 

 

 
interesting empirical work on globalisation and policy convergence, however, Walter 

concludes that transnational corporations do not act upon their preferences in the case of 

direct investment rules. The paper is an examination of whether the apparent trend towards 

liberalisation of rules and policies towards TNCs is resulting from an increasing structural 

power in the world economy. The approach is in short a comparative analysis of quantitative 

data on inward investment in a wide range of developing countries between 1991 and 1995, 

(exclusively considering investment by US TNCs) and the nature of the policy regime. The 

findings are clear, in the sense that there seems to be no correlation between choice of 

investment site and the range of policy regimes: there has for example been no strong 

tendency to avoid China, Indonesia or Malaysia despite clear evidence (deducted from US 

TNCs’ preferences in the MAI-negotiations) that aspects of these countries investment 

regimes are clearly disliked by the firms in question. What is apparent in Walters’ paper is 

that the assumption that firms will act upon their preferences in a single issue relies heavily on 

a ceteris paribus assumption. Investment decisions rely on other aspects as well, such as 

market size, growth prospects, geographical location, access to large regional markets, local 

infrastructure, human capital and political stability. The idea that if an investment decision is 

being made, choosing between a number of countries, and all variables are the same but the 

direct investment policy, the firm will discriminate the countries with less favourable policies, 

seems rather obvious and additionally quite irrelevant. The interesting thing, in order to 

conclude that structural power is present, is to know whether there is any such fundament in 

the sense that TNCs in fact uses their influence to “vote with their feet” and coerce a changed 

position by states. 

 

Walters’ work is not only a strong case for the sceptic view of globalisation, since it implies 

that it may be firms rather than states that suffer from collective action problems. Even though 

the theory of asymmetric interdependence as a function of relative scarcity outlined above still 

holds, we may now suspect that its real world implications could be somewhat different from 

what has often been assumed, and generally claimed by globalisation theory. This is 

confirmed by USTR representatives, admitting that obtaining bilateral investment treaties 

(BIT) with East Asian countries is likely to involve concessions on some of the basic 

principles of the US Model BIT, given that at the end of the day these countries are attractive 

to investors to the extent that they have more or less no incentive to sign up to strong rules.70  
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A RIVALLING IDEA CONSIDERED 

 

This thesis is in a similar way concerned with questioning an aspect of the impact of 

globalisation, by asking whether another convergence pressure on states is truly determined 

by the activities of transnational corporations. Palan, et al. has discussed theory of the 

competitive advantage of welfare policies, emphasising that “social democratic programmes 

offer international production something in return for investment, namely political stability, 

social harmony, a better educated and more productive workforce and a good 

infrastructure.”71 The Palan, et al. study stresses the following benefits of the welfare state for 

transnational corporations: 

 

(1) The result of universal training and education for all is a highly skilled workforce. In 

welfare states, a significantly larger share of the labour force has some form of paper 

qualification, while non-welfare states tend to have a disappointing record in this area. 

(2) The higher wages associated with welfare states forces firms to develop their methods 

of production management. As Palan points out, the most famous has perhaps been 

the Volvo Kalmar factory in Sweden. 

(3) State spending may be an efficient use of public resources. Knowledge and human 

capabilities have been claimed to be the most important competitive assets of today’s 

highly industrialised nations.72 Therefore, a number of spending programmes 

associated with welfarism such as education, training schemes and research and 

development can visibly aid competitiveness and efficiency. In the same way, 

ambitious policy on infrastructure and infrastructural support benefits industry. 

(4) The ability to guarantee incomes not fully subject to volatility of markets makes the 

society protected from sudden changes, avoiding uncertainty that industries normally 

dislike. Social spending can also be used for achieving the adjustments required to 

maintain competitiveness, such as restructuring the labour market for industrial 

development, avoiding structural unemployment and dislocating effect often 

associated with allowing the market to direct such changes. 

(5) Additionally, more egalitarian societies are often more cohesive, homogenous and do 

often not to the same extent suffer from crime, poverty and drugs. Moreover, active 

labour market policy and the pursuit of full employment will reduce spending on 
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unemployment benefit whilst providing areas of the economy subject to shortages 

with adequate skills. 

 

This could be considered plausible and convincing although Palan, et al. does not present 

empirical evidence for this claim. This thesis does not have the ambition to deduce a theory 

on what actually determines TNC location decisions, which may even fall outside the 

discipline. However, the ideas set forth raises the question of whether there is empirical 

ground for convergence hypothesis, and thus implicitly constitutes an encouragement for 

further research on this topic. 

 

OPERATIONALISATION 

 

In the light of the above findings by Walter, as well as the ideas put forth by Palan, et al, the  

author of this thesis was inspired to furthermore examine another case for convergence 

pressure of globalisation. Thus, the fundaments for convergence theory will once again be 

scrutinised, observing another aspect of globalisation theory. At stake is now, as was initially 

pointed out in the purpose of the thesis, the issue of whether globalisation constitutes a 

convincing threat to the welfare state.  Is there a real basis for state competition for foreign 

direct investment or is, as in the case of direct investment rules, the assumption of ceteris 

paribus largely misleading? The convergence hypothesis is depending on the implicit help-

hypothesis (the ceteris paribus assumption) that taxation (and thus welfare ambitions) matters 

to investment allocation in the sense that foreign direct investment has a preference for lower 

rather than higher taxation. This is since an absence of evidence of discriminatory investment 

choices would imply that the tax competition for foreign direct investment by states is either 

driven by something else than the taxation’s implication for international FDI allocation, and 

should if so be refined, or the competition is simply groundless. However, this thesis will not 

be able to deduct evidence on what actually determines this, as was initially stated in the 

thesis scope section. This thesis is not an attempt to prove causality. Nor does it aspire to in a 

direct way discover new theoretical knowledge, but rather to subject the convergence 

hypothesis to a falsification attempt. Therefore, it is the view of the author that a failure of 

falsification strengthens the tentative hypothesis, allowing it to corroborate, but is still never 

quite possible to “verify” irrevocably. This critical rationalism perspective follows the lead of 

Karl Popper’s theoretical works on epistemology, claiming that since all observation is 
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theory-biased (in the sense that my preconceptions guides what kind of empirical material I 

am investigating), we can never know that inductive logic will lead us to the truth. Instead, 

since we can never start from zero and never observe without theory, what we call facts 

cannot arise without a hypothesis. 

 

In the context of an operationalisation, it should be noted that every theory worth discussing 

will need to have implications about the observations that can be expected to be found if the 

theory is adequate. These observable implications must guide data collection and help 

distinguish relevant from irrelevant facts. Thus, theory and data collection are both crucial 

aspects of the process by which one seeks to decide whether a theory should be provisionally 

viewed true or false. Social science studies can never be reliable if they are not based on the 

implications of theory and observations of data in strong connection with one another and 

forged by formulating and examining the observable implications of a theory. 

 

The convergence hypothesis assumes that states pursuing high taxation policies will be less 

capable in attracting foreign direct investment, implying that investment choices by 

transnational corporations are discriminatory in the sense that FDI refrains from relatively 

high taxation states. This is an observable implication. This thesis puts that implicit help-

hypothesis in the centre of attention by raising the question of whether there is any empirical 

ground for assuming that high taxation pressure is by transnational corporations regarded as 

an obstacle to investment.  

 

The purpose of this study, as initially stated, is to examine and discuss whether global flows 

of foreign direct investment directly constitute a convergence pressure on the welfare state in 

the area of taxation, through discriminatory investment choices. Thus, two main variables are 

basically required to be studied. (1) First, the level of attractiveness for foreign direct 

investment of a set of states is required to be studied. This variable allows us to understand 

the level of competitiveness of each state relative to the other states included in the study. 

Since theory founding the convergence hypothesis, explained throughout the thesis, suggests 

that relatively high taxation causes a competitive disadvantage relative to other states, this 

variable is necessary to scrutinise and constitutes a reference to which we may relate the 

second variable, which we will now turn to. (2) The levels of the chosen states’ taxation will 

be observed. The variable connects to theory as being an indicator of the level of welfare 
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ambitions of the states studied. This variable is also indispensable due the fact that it allows us 

to understand what is the core of the convergence hypothesis as explained in this thesis: the 

question of whether a relatively high level of taxation (and thus welfare ambitions, as was 

outlined in the introductory chapter) relates to the countries’ performance in variable (1). 

 

 

 

NOTES

                                                 
39 Strange, S. (1996) The Retreat of the State: The Diffusion of Power in the World Economy. 
Cambridge: Cambridge University Press, chapter 13: “Pinocchio’s problem and other conclusions.” 
40 See Dicken, P. (2001) Global Shift: Transforming the World Economy. London: Paul Chapman 
Publishing, pp 271-273. 
41 See Nygårds, P. (2001) SOU 2001:109 (Swedish Government Investigations), pp.139-147. 
42 Walter, A. (1998) ”Do They Really Rule The World?” in New Political Economy (vol. 3, No. 2 
1998), pp. 288-292. 
43 European Commission: A package to tackle harmful tax competition in the European Union. 
Communication from the Commission, COM (97) 564 final (Brussels, 1997); Parker, G. (2002) ”From 
talking shop to crucible of high politics: Europe’s convention is evolving into a historic undertaking” 
in Financial Times (December 31, 2002), p. 7; and Hellblom, O. (2002) “Ingen reavinst på Irland” in 
Dagens Industri (November 10, 2002), p. 18. 
44 Hellblom, O. (2002) “Ingen reavinst på Irland” in Dagens Industri (November 10, 2002), p. 18. 
45 OECD: Harmful Tax Competition: An Emerging Global Issue (Paris: OECD 1998), p.3. 
46 United Nations Conference on Trade and Development: World Investment Report 1995 (New York: 
United Nations, 1995). 
47 Dicken, P. (2001) Global Shift: Transforming the World Economy. London: Paul Chapman 
Publishing, pp. 272-273. 
48 Held, D., McGrew, A., Goldblatt, D. and Perraton, J. (1999) Global Transformations: Politics, 
Economics and Culture. Cambridge: Polity Press, p. 257. 
49 Devereux, M., Lockwood, B. and Redoano, M. (2003) “Is there a “Race to the Bottom” in Corporate 
Taxes: An Overview of Recent Recearch” (University of Warwick: Centre for Study of Globalisation 
and Regionalisation, May, 2003), p. 1. 
50 Devereux, M., Lockwood, B. and Redoano, M. (2003) “Is there a “Race to the Bottom” in Corporate 
Taxes: An Overview of Recent Recearch” (University of Warwick: Centre for Study of Globalisation 
and Regionalisation, May, 2003), p. 1. 
51 Devereux, M., Lockwood, B. and Redoano, M. (2002) “Do countries compete over corporate 
taxes?” (University of Warwick: CSGR Working Paper no. 97/02, April, 2002), p. 31. 
52 Devereux, M. and Griffith, R. (2003) “Evaluating tax policy for location decisions”, in International 
Tax and Public Finance (10, 2003). 
53 Devereux, M., Lockwood, B. and Redoano, M. (2003) “Is there a “Race to the Bottom” in Corporate 
Taxes: An Overview of Recent Recearch” (University of Warwick: Centre for Study of Globalisation 
and Regionalisation, May, 2003), p. 3. 
54 Although the UK preceded the United States with a similar reform in 1984. 
55 Devereux, M., Lockwood, B. and Redoano, M. (2003) “Is there a “Race to the Bottom” in Corporate 
Taxes: An Overview of Recent Recearch” (University of Warwick: Centre for Study of Globalisation 
and Regionalisation, May, 2003), p. 3. Please note that the emphasis is the author’s. 
56 Devereux, M., Lockwood, B. and Redoano, M. (2003) “Is there a “Race to the Bottom” in Corporate 
Taxes: An Overview of Recent Recearch” (University of Warwick: Centre for Study of Globalisation 
and Regionalisation, May, 2003), p. 4. 



The Welfare State and the Political Economy of Globalisation 

 

 

 
                                                                                                                                                         
57 Devereux, M., Lockwood, B. and Redoano, M. (2003) “Is there a “Race to the Bottom” in Corporate 
Taxes: An Overview of Recent Recearch” (University of Warwick: Centre for Study of Globalisation 
and Regionalisation, May, 2003), p. 3. 
58 The weightings of the other taxes are according to the other countries’ (1) distance from the UK; (2) 
economic performance as measured by GDP; and finally (3) the extent of bilateral FDI flows between 
them. 
59 Jarblad, A. (2003) The Global Political Economy of Transnational Corporations: A Theory of 
Asymmetric Interdependence (Bachelor’s Thesis, Luleå University of Technology, Department for 
Business Administration and Social Science), pp. 32-38. 
60 Held, D., McGrew, A., Goldblatt, D. and Perraton, J. (1999) Global Transformations: Politics, 
Economics and Culture. Cambridge: Polity Press, pp. 2-10. 
61 Headline borrowed from Strange, S. (1996) The Retreat of the State: The Diffusion of Power in the 
World Economy. Cambridge: Cambridge University Press. 
62 Barr, N. (1998) The Economics of the Welfare State. Oxford: Oxford University Press, p. 12. 
63 Barr, N. (1998) The Economics of the Welfare State. Oxford: Oxford University Press, p. 13. 
64 See for example the findings in Jarblad, A. (2003) The Global Political Economy of Transnational 
Corporations: A Theory of Asymmetric Interdependence. Bachelor’s Thesis, Luleå University of 
Technology, Department for Business Administration and Social Science. The declining of authority 
of states has obviously been addressed extensively, notably by Strange, S. (1996) The Retreat of the 
State: The Diffusion of Power in the World Economy. Cambridge: Cambridge University Press. 
65 Jarblad, A. (2003) The Global Political Economy of Transnational Corporations: A Theory of 
Asymmetric Interdependence. Bachelor’s Thesis, Luleå University of Technology, Department for 
Business Administration and Social Science. 
66 Jarblad, A. (2003) The Global Political Economy of Transnational Corporations: A Theory of 
Asymmetric Interdependence. Bachelor’s Thesis, Luleå University of Technology, Department for 
Business Administration and Social Science. 
67 This model dates back at least three decades. See e.g. Oates 1972. 
68 Wilfred Pareto’s Manuel D’ Economie Politique was published in 1909. For a comprehensive 
summary, see for example Begg, D., Fisher, S. and Dornbusch, R. (2000) Economics. Berkshire: 
McGraw-Hill Publishing, chapter 16. 
69 Walter, A. (2000) “Globalisation and policy convergence: The case of direct investment rules”, in 
Higgott, R. A., Underhill , G. and Bieler, A. (eds): Non-State Actors and Authority in the Global 
System. New York: Routledge, pp. 51-73. 
70 Interview with USTR representatives referred to in Walter, A. (2000) “Globalisation and policy 
convergence: The case of direct investment rules”, in Higgott, R. A., Underhill , G. and Bieler, A. 
(eds): Non-State Actors and Authority in the Global System. New York: Routledge, pp. 51-73. 
71 Palan, R., Jason Abbott and Phil Deans (1996) State Strategies in the Global Political Economy. 
London: Pinter. 
72 See Pfaller et al. in Palan, R., et al. (1996) State Strategies in the Global Political Economy. 
London: Pinter, p. 105. 



The Welfare State and the Political Economy of Globalisation 

 

 

 
CHAPTER THREE 

Challenging the Hypothesis: A Quantitative Approach 

 

Once upon a time, there was a professor of international relations who insisted, every year, on teaching the 
course on theory – and nothing else. One day, a colleague asked him why. ‘Easy, dear boy. If I teach theory I 
don’t have to read the newspapers or bother about current events. Last year’s notes are good enough.’ By that 
time, of course, the notes were yellow with age, and although the students dutifully took the course – it was 
examined, after all – they found it excruciatingly dull. 

Susan Strange, 1994 73 

 

WHAT IF THE BUMBLEBEE IS FLYING? 

 

Let us now briefly review what we have learned. We have realised that globalisation of world 

markets has made transnational corporations able to coordinate their activities on a truly 

global scale, leaving them with a variety of options for locating their plants. We also know 

that the activities of transnational corporations have a range of potential benefits for the host 

countries in terms of inflow of capital, technology spillover effects, market access, tax 

revenue and much more. The international trend, among developed as well as developing 

countries, to – in various ways – compete for these investments is today evident. Basically, 

this is what we can empirically observe. Thereafter, theory is adopted to explain these 

developments further. In this thesis, attention has been drawn to a theoretical model 

suggesting that the survival of the welfare state is threatened by globalisation due to mobility 

of factors of production. The thesis has focused on the activities of transnational corporations 

and the hypothesis that high taxation burdens (and hence high welfare state ambitions) will 

become impossible to maintain, since unilateral abandoning of competition for FDI will erode 

the state’s competitiveness due to the high-taxation-state’s competitive disadvantage relative 

to other states in attracting FDI. This would result in a substantial drop in FDI inflows and 

thus the benefits of foreign direct investment would be directed elsewhere. Therefore, the 

following downward convergence in taxation is due to globalisation of markets conferring 

structural power upon transnational corporations, making possible a prediction of the death of 

the welfare state. 

 

However, this reasoning rests on an implicit assumption that is often neglected. If this causal 

theory is adequate, firms need not only have a preference for low-taxation regimes; they must 

also act corresponding to these preferences. Indeed, it is difficult to counter the argument that 



The Welfare State and the Political Economy of Globalisation 

 

 

 
in the choice between two countries with different taxation regimes, where all other 

characteristics are the same (ceteris paribus) the country offering a lower tax burden will be 

chosen by the firm. Now, an astute reader taking a moment considering the relevance that 

notion realises that insight is worth very little in the real world. Instead, what is interesting to 

know is to what extent welfare ambitions matter, and whether this preference has an impact in 

real world FDI allocation; at least if we are interested in what the prospects for the survival of 

the welfare state really look like. 

 

THE METHODOLOGY DIMENSION 

 

This chapter of the thesis aims to test the convergence hypothesis empirically. In order to 

study as comprehensive and comparable countries as possible, a prioritised criterion for 

choosing the data was that the countries studied must have had a common internal market, but 

display at least some differences in levels of welfare ambitions. Additionally, the countries 

chosen would need to share a decently similar level of industrial development, since they 

should be theoretically able to, to some extent, compete for the same investments. 

Additionally, the relative interdependence vis-à-vis transnational corporations are comparable 

between these states due to the comparable level of economic development and low 

dependence on singular industry sectors74. Data covering fourteen “old” member states of the 

European Union were chosen. Since data for Luxembourg was unfortunately not available in 

large parts of the data sources, Luxembourg has been left out from the study. Although this 

may constitute a validity problem in the study, it is considered a minor problem, because the 

implications of the results would not have been likely to differ in any significant way.75 The 

ten new states of the expanded European Union have been left out for reasons of validity. 

Since these countries have not had the current access to the internal market until very 

recently, including these countries would be most likely to distort the comparability of the 

data. 

 

Introducing the Datasets 

 

The study compares quantitative datasets regarding (1) performance in attracting foreign 

direct investment; and (2) different measures of levels of taxation and public social 

expenditures. The assumption made here is that if the convergence hypothesis is true, we 
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ought to find a clear link between actual FDI inflow performance and low-tax policy, or at 

least a clear negative relationship between FDI inflow performance and high-tax policy. In 

order to directly test the link between high investment and low taxes, correlation analyses has 

been amended to each table, stating the correlates between a given table and the UNCTAD 

FDI Performance Index, which is adopted as the data translating variable 1 (FDI 

attractiveness) into empirical observation.  

 

The datasets used will now be introduced, although it should be noted that further reasoning 

on each dataset will be provided along with each table presenting them. 

 

(1) Variable 1 is translated, as stated above, by the UNCTAD FDI Performance Index. This 

dataset was adopted due to its strong link to the formulation of the variable. Its ability to 

weigh the relative attractiveness of each country was also highly important. This has a 

considerable advantage compared to for example raw data on inward direct investment 

nominal figures, since it takes into consideration the countries’ economic size. If economic 

size is not taken into consideration, a comparison will be completely useless. (2) The 

measurements for translating variable 2 (level of welfare ambitions given taxation) have been 

selected due to their relevance in relation to theoretical and empirical contributions presented 

in this thesis. Obviously, the statutory as well as effective average corporate tax rates brought 

up in chapter two are necessary to observe. Besides these, a general estimation of taxation due 

to its more significant bearing on overall welfare ambitions are required to be scrutinised.76 

Thus, the Total Tax Revenues for the countries included in the study are observed and 

compared to the reference variable (variable 1). Thus, (A) the Total Tax Revenues data from 

the OECD Revenue Statistics 2003 will be used as the first indicator of the overall level of 

welfare ambitions; (B) The dataset Taxes on Income and Profits (also the OECD Revenue 

Statistics 2003) are general although specifically targeting tax bases that is claimed to effect 

TNC investment locations and thus fundamental for the convergence hypothesis77; (C) 

Finally, as a measurement intended to furthermore strengthen the link to direct welfare 

ambitions as interpreted in the introductory chapter of the thesis, the Eurostat EU Total Social 

Protection Expenditure is observed. 

 

These data were drawn from the United Nations Conference on Trade and Development 

(UNCTAD), the OECD Revenue Statistics database, Eurostat database and a study by 
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Michael Devereux, et al. titled “Corporate income tax reforms and international tax 

competition, published in Economic Policy. The databases compiled by OECD and Eurostat 

are considered reliable and are conventional sources of quantitative data within the social 

sciences as well as other academic disciplines. The study by Devereux, et al. is considered 

reliable partly due to the fact that professor Devereux is an established and highly respected 

scholar, but also because he is a regularly consulted advisor to the European Union on 

corporate taxation issues. The UNCTAD data employed is an index constructed by 

UNCTAD. While this is thus secondary data, and for reasons of reliability, it has been made 

available in the empirical part the formula used by UNCTAD in constructing the index. 

However, it is considered by this author that the index offers a well-motivated and trustworthy 

estimation of FDI-attractiveness for each country included in the study. 

 

THE EPISTEMOLOGY DIMENSION 

 

It has been pointed out that this thesis is not an attempt to prove causality. According to 

Popper, we can only in the framework for critical rationalism find a practical tool to improve 

our knowledge; a knowledge that according to Popper can only be founded on guesses: 

hypotheses. In other words, there is no way to use observations or experiments as the 

foundation for our knowledge.78 In scientific development, observations and experiments 

merely plays the role of critical arguments, a role which they play besides other arguments, 

not founded on observation. Popper has said: 

 

“This is an important role; but the significance of observations and experiments depends entirely on the question 

of whether or not they can be used to criticise theories. According to this sketched knowledge theory, there are 

only two main ways in which theories can be superior to others: they can explain more, and they can be better 

tested – i.e. they can be more extensively and critically discussed, considered in the light of all that we know, of 

all objections we can imagine, and especially also in the light of observation founded or experimental tests that 

have been constructed with the purpose of criticising the theory. There is only one moment of rationality in our 

attempts to understand the world; that is the critical examination of our theories. These theories are themselves 

guesses. We do not know, we are simply guessing. If you ask me, ‘How do you know?’ I would answer, ‘I do 

not; I am merely putting forward a guess. If you find my problem interesting, I am most grateful if you would 

like to criticise my guess, and if you offer me objections, I will myself criticise these.”79 

 

Poppers idea is that a theory that is falsified can more or less be thrown overboard, a thought 

that has been extensively criticised by theorists viewing ad-hoc hypotheses and help 
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hypotheses as constructive in theory building. The author wishes to take a more humble 

position in the matter of the implications of an empirical falsification, although the essence of 

theory of critical rationalism is agreed with. There is no doubt that a successful falsification 

attempt offers a challenge worth attention by proponents of a given theory. 

 

THE EMPIRICAL FINDINGS 

 

Allocation of Foreign Direct Investment 

 

Measuring allocation of FDI can be done in many ways. The annual inflows of foreign 

investment can be accounted for as nominal figures as well as a percentage of GDP, or related 

to some other estimate. In this study the author has aimed to find an estimate that takes into 

account countries’ economic size when measuring its success in attracting FDI. Thus, the 

UNCTAD Inward FDI Performance Index (UFPI) ranking has been chosen. The Inward FDI 

Performance Index ranks countries by the FDI they receive relative to their economic size. It 

is the ratio of a country’s share in global FDI inflows to its share in global GDP. A value 

greater than one indicates that the country receives more FDI than its relative economic size, a 

value below one that it receives less. The index thus captures the influence on FDI of factors 

other than market size, assuming that, other things being equal, size is the "base line" for 

attracting investment.  

 

The model used by UNCTAD in estimating the values in the index can be explained as: 

 

FDIi /  FDIw 
INDi =  

GDPi / GDPw 
 

Where, INDi is the Inward FDI Performance Index of the country; FDIi is the actual FDI 

inflows in the ith country, and FDIw is equal to the world FDI inflows. At the same time, GDPi 

is equal to the GDP in the ith country, while GDPw is the world GDP. 

 

Thus, we now have a fairly good measurement of the countries’ abilities to attract FDI 

without regard to the attractiveness of the economy. In the study by Walter mentioned earlier, 

it was concluded that the sheer attractiveness of many countries economies was enough to 

offset their perceived disadvantageous FDI policies. However, one might be able to argue that 
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even though the allocation of FDI in Europe does not perfectly reflect the preferences by 

TNCs, the allocation with another situation in welfare policies would have changed the 

situation dramatically. In other words, if country A with an ambitious welfare state would not 

have had such a large economy, the country would not have been able to attract much 

investment at all, whereas the same country would have been able to attract much more 

investment with a lower tax revenue level. For this reason, it will be helpful to be able to 

diminish the influence of economic size on the figures. 

 

Table 3.1 European Union: FDI Performance Index 1999-2001 

      

 1999-2001  Total rank  EU rank 
Austria 0,855  74  12 

Belgium 10,955  1  1 

Denmark 3,485  9  5 

Finland 1,246  49  9 

France 1,010  62  11 

Germany 1,419  39  7 

Greece 0,258  113  14 

Ireland 5,861  4  2 

Italy 0,297  109  13 

Netherlands 3,740  8  4 

Portugal 1,184  52  10 

Spain 1,314  41  8 

Sweden 3,857  7  3 

United Kingdom 1,806  28  6 

      

Source: UNCTAD FDI Performance Index 1999-2001 

 

The above table 3.1 gives the UNCTAD FDI Performance Index rankings of the EU countries. 

The index is based upon a three-year period 1999-2001 in order to offset annual fluctuations 

in data. The most significant “performers” among the EU countries are notably (1) Belgium at 

the impressive index score 10,955; (2) Ireland at 5,861; (3) Sweden at 3,857; (4) Netherlands 

at 3,740; and (5) Denmark at index score 3,485. The “total rank” column gives the respective 

countries’ rank on the full UNCTAD FDI Performance Index. The “EU rank” column ranks 

only the EU countries included in this study from 1 to 14 on the same index. 

 

Welfare Ambitions in the European Union: Measuring Taxation 

 

Finding a measurement of welfare ambitions is a difficult task, since ambitions can be 

measured in a variety of ways, both qualitatively and quantitatively. One may also measure 

the outcomes of welfare ambitions with different methodologies, qualitatively through 
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interviews concerning the public’s perceived satisfaction with the social protection efforts by 

the government; quantitatively through such indexes as the UNDP Human Development 

Index, capturing such indicators as longevity, adult literacy, education, equality, 

discrimination, and so forth. However, the purpose of this study is, one again, not to explore 

the link between actual welfare situation and foreign investment, but the link between foreign 

investment and the fundaments for the welfare state, since this constitutes the core issue of the 

convergence hypothesis. Thus, different measures of taxation have been explored and 

correlated with the UNCTAD FDI Performance Index scores. A table for each measure is 

presented with taxation for the years indicated in the UFPI with the calculated average for 

each country. These averages have been used for calculating the respective UFPI correlates 

for all tables. 

 

Table 3.2 European Union: Total Tax Revenues 1999-2001 
      
 1999 2000 2001  Average 
Austria 44,0 43,3 45,4  44,23 

Belgium 45,3 45,7 45,8  45,60 

Denmark 51,5 49,5 49,8  50,27 

Finland 47,0 47,3 46,1  46,80 

France 45,7 45,2 45,0  45,30 

Germany 37,7 37,8 36,8  37,43 

Greece 37,0 37,5 36,9  37,13 

Ireland 31,0 31,2 29,9  30,70 

Italy 43,3 41,9 42,0  42,40 

Netherlands 41,2 41,1 39,5  40,60 

Portugal 34,0 34,3 33,5  33,93 

Spain 35,0 35,2 35,2  35,13 

Sweden 52,3 54,0 51,4  52,57 

United Kingdom 36,1 37,2 37,3  36,87 

      

Measure: As percentage of GDP     

      

Source: OECD Revenue Statistics 2003 

 

Table 3.2.1 Correlation with UNCTAD FDI Performance Index 
 FDI Performance  Total tax revenues   

FDI Performance 1,0000     

Total tax revenues 0,1550  1,0000   

Significance 0,5967     

 

Table 3.2 gives the total tax revenues for EU countries between 1999 and 2001. The highest 

taxation pressures are notably in Sweden (average 52,57), Denmark (average 50,27) and 

Finland (46,8) followed by Belgium (45,6). What immediately may strike the reader as 



The Welfare State and the Political Economy of Globalisation 

 

 

 
interesting is that three of the four highest tax-pressure countries are among the five highest 

performing economies in terms of attracting investment as measured by the UFPI. 

 

The lowest taxation pressures are in Ireland, Portugal, Spain and the UK, followed by Greece. 

Besides Ireland, there is no strong tendency for high UFPI scores among the lower-tax 

countries. 

 

Additionally, the correlation shows no significant pattern indicating a reversed co-variation 

between total tax revenues and FDI performance. The correlation is very weak, reaching 

merely 0,1550. All together, this evidence does appear to be very much countering the 

convergence hypothesis. Not only does it fail in its prediction that FDI would tend allocate to 

low-taxation areas to a larger extent. Moreover, with the exception of Ireland, the tendency in 

fact seems to be stronger to invest in high-taxing countries. 

 

Table3.3 European Union: Taxes on Income & Profits 1999-2001 

      

 1999 2000 2001  Average 
Austria 12,6 12,3 14,3  13,07 

Belgium 17,5 17,9 18,1  17,83 

Denmark 30,4 29,1 29,4  29,63 

Finland 19,3 20,1 19,0  19,47 

France 11,0 11,3 11,4  11,23 

Germany 11,3 11,4 10,6  11,10 

Greece 9,7 10,5 9,6  9,93 

Ireland 13,3 13,4 12,5  13,07 

Italy 14,7 13,9 14,4  14,33 

Netherlands 10,5 10,3 10,5  10,43 

Portugal 9,8 10,3 9,7  9,93 

Spain 9,8 9,8 9,9  9,83 

Sweden 20,9 22,3 19,3  20,83 

United Kingdom 14,1 14,5 14,8  14,47 

      

Measure: As percentage of GDP     

      

Source: OECD Revenue Statistics 2003 

 

Table 3.3.1 Correlation with UNCTAD FDI Performance Index 
 FDI Performance  Taxes on Inc & Prof   

FDI Performance 1,0000     

Taxes on Inc & Prof 0,3243  1,0000   

Significance 0,2579     
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Table 3.3 specifies the national taxes on income and profits for the countries studied. The 

highest taxing countries are once again in Denmark (average 29,63); Sweden (average 20,83), 

Finland (average 19,47), and Belgium (average 17,83). 

 

Measuring taxes on income and profits is an attempt to come closer understanding of the 

fundamental determinants, although strictly in the tax area, influencing strategic decisions by 

transnational corporations. However, it may be interesting to supplement this assessment with 

data on actual corporate tax rates (statutory) as well as effective average tax rates, offering a 

more detailed calculation of the taxation costs of investing in one country over another.80 

 

Table 3.4 European Union: Statutory Corporate Tax Rates 1999-
2001 

      

 1999 2000 2001  Average 
Austria 34 34 34  34,00 

Belgium 40 40 40  40,00 

Denmark 32 32 30  31,33 

Finland 28 29 29  28,67 

France 40 38 36  38,00 

Germany 52 52 38  47,33 

Greece 40 40 38  39,33 

Ireland 10 10 10  10,00 

Italy 41 41 40  40,67 

Netherlands 35 35 35  35,00 

Portugal 37 35 35  35,67 

Spain 35 35 35  35,00 

Sweden 28 28 28  28,00 

United Kingdom 30 30 30  30,00 

      

Measure: Percentage units     

      
Source: Devereux, Griffith and Klemm, 2002; and KPMG Corporate Tax 
Rate Survey81 

 

Table 3.4.1 Correlation with UNCTAD FDI Performance Index 

 FDI Performance  
Statutory 

tax   

FDI Performance 1,0000     

Statutory tax 0.2470  1,0000   

Significance 0,3947     

 

Table 3.4 shows the statutory corporate tax rates between 1999 and 2001. The highest taxes 

are in Germany (average 47,33); Belgium (average 40); Greece (39,33); and France (average 

38). From this it is indeed difficult to interpret any tendencies. Both the highest performer 

(Belgium) and the biggest underachiever (Greece) have roughly the same statutory corporate 
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tax rate. It is necessary to also include the effective average tax rates in the study, since 

merely studying statutory rates often says quite little about the actual tax situation for firms. 

 

Table 3.5 European Union: Effective Average Corporate Tax 
Rates 1999-2001 
      

 1999 2000 2001  Average 
Austria 29 24 24  25,67 

Belgium 35 35 35  35,00 

Denmark n/a n/a n/a  n/a 

Finland 24 25 25  24,67 

France 33 31 30  31,33 

Germany 44 44 34  40,67 

Greece 31 31 28  30,00 

Ireland 8 8 8  8,00 

Italy 29 28 27  28,00 

Netherlands 30 30 30  30,00 

Portugal 31 29 29  29,67 

Spain 28 29 29  28,67 

Sweden 23 23 23  23,00 

United Kingdom 26 26 26  26,00 

      

Measure: Percentage units     

      

Source: Devereux, Griffith and Klemm, 2002 82 

 

Table 3.5.1 Correlation with UNCTAD FDI Performance Index 
 FDI Performance  EATR   

FDI Performance 1,0000     

EATR 0,0884  1,0000   

Significance 0,7739     

 

Table 3.5 lists the effective average tax rates on corporations in the fourteen European Union 

countries studied between 1999 and 2001. The highest levels of effective average tax rates are 

present in Germany (average 40,67); Belgium (average 35); France (average 31,33); 

Netherlands (average 30) and Greece (also average 30). The lowest levels are found in 

Ireland (by far: average 8); Sweden (average 23); Finland (24,67); and the UK (average 26). 

 

Here the image becomes even more puzzling than with the previous data. On the high-tax list 

we still find both performers such as Belgium (EU FDI rank 1) and Netherlands (EU FDI rank 

4), and underachievers such as Greece (EU FDI rank 14) and France (although with an UFPI 

score just above 1, but still EU FDI rank 11). On the lowest taxation list we find performers 

(Such as Ireland and Sweden) but also the rather meagre achiever Finland with merely 1,246 

UFPI score, and an EU rank 9. Unfortunately, the data on Denmark are not available in the 
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source data. However, a look into other sources concerning effective average tax rates offers 

evidence that Denmark is undoubtedly to be considered a high-taxing country, also as far as 

EATR is concerned.83 Although data on Denmark has been possible to find elsewhere, the 

author has chosen not to include these in this study, since different methodology for 

calculating EATR normally impacts on the resulting data. Thus in order to maintain reliable 

and comparable data, these figures have not been included here.  

 

It is indeed difficult to identify a strong trend in either direction in this case as well. While 

Ireland and Sweden has relatively low EATR, the convergence hypothesis cannot explain the 

data on Belgium and Netherlands. Taking into account the general taxation pressure of 

Sweden, the convergence hypothesis fails to explain everything but the Irish case, which 

increasingly appears to be an anomaly. As concerns the correlation, it is indeed vague and in 

fact near zero at 0,0884. 

 

Since the convergence hypothesis claims that the fundamentals for welfare spending will be 

threatened by globalisation, it may be interesting to observe the total social protection 

expenditures of the studied countries. 

 

Table 3.6 European Union: Total Social Protection Expenditure 
1999-2001 
      

 1999 2000 2001  Average 
Austria 28,9 28,4 28,4  28,57 

Belgium 27,3 26,8 27,5  27,20 

Denmark 30,0 29,2 29,5  29,57 

Finland 26,8 25,5 25,8  26,03 

France 30,2 29,8 30,0  30,00 

Germany 29,6 29,6 29,8  29,67 

Greece 25,5 26,3 27,2  26,33 

Ireland 14,7 14,2 14,6  14,50 

Italy 25,2 25,2 25,6  25,33 

Netherlands 28,0 27,4 27,6  27,67 

Portugal 22,6 23,0 23,9  23,17 

Spain 20,2 20,2 20,1  20,17 

Sweden 31,8 30,7 31,3  31,27 

United Kingdom 26,4 27,1 27,2  26,90 

      

Measure: As percentage of GDP     

      

Source: EUROSTAT 

 

Table 3.6.1 Correlation with UNCTAD FDI Performance Index 



The Welfare State and the Political Economy of Globalisation 

 

 

 
 FDI Performance  Total Social Prot   

FDI Performance 1,0000     

Total Social Prot -0,1179  1,0000   

Significance 0,6881     

 

Table 3.6 gives the figures for European social protection expenditure in the studied period 

1999 until 2001. The highest spending is present in Sweden (average 31); France (average 30) 

Germany (29,67) and Denmark (29,57). Also in this case we have a mixed picture. Sweden 

and Denmark are high FDI Performers, while France is less successful (EU rank 11). The 

correlates are once again vague; no clear tendency can be observed and the convergence 

hypothesis has once again failed to predict any outcomes. 

 

RESULTS SUMMARY 

 

The study has found no strong tendencies for foreign direct investment to avoid neither 

relatively higher overall taxation, nor relatively higher taxation in the area of income and 

corporate profit taxes. Nor has any evidence been found for tendencies to avoid high public 

social expenditure. Since the convergence hypothesis tested in the study implies a link 

between high foreign direct investment inflows and low taxes, as well as a link between low 

FDI inflows and high taxes, the evidence in this essay supports a falsification of the 

hypothesis. The only evidence for the claim of the convergence hypothesis that low taxes 

generate high FDI inflows is the case of Ireland, which to much extent appears to be an 

anomaly in the context of the result of this study. However, the hypothesis in question 

additionally requires that firms will refrain from investing in high-tax countries. No such 

tendency has been observed; the results of this study would rather suggest that high (or rather, 

among the highest) taxation correlates better with high FDI inflows than does low taxation. 

The perhaps most interesting results were found early in the study; countries with the highest 

total tax revenues are strikingly effective in attracting FDI; three of the four highest tax-

pressure countries are among the five highest performing economies in the European Union in 

terms of attracting foreign direct investment. 
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NOTES

                                                 
73 Strange, S. (2000) ”Wake up Krasner! The world has changed” (from Review of International 
Political Economy, published in 1994) in Higgot (ed), The New Political Economy of Globalisation 
(Cheltenham: Edgar Elgar Publishing, 2000), pp. 19-29. 
74 See for example Jarblad, A. (2003) The Global Political Economy of Transnational Corporations: A 
Theory of Asymmetric Interdependence (Bachelor’s Thesis, Luleå University of Technology, 
Department for Business Administration and Social Science). 
75 In order to ensure validity of the study, a limited number of available figures for Luxembourg were 
studied and subjected to correlation analysis according to the same method as the other data. The 
results did not differ in any significant way, and would not in any way effect the conclusions or 
implications of the study. 
76 This point is intuitive as well as established. For example, see Devereux, M., Griffith, R. and 
Klemm, A. (2002) “Corporate income tax reforms and international tax competition” Economic 
Policy, 35, 451-495, and Eklund, K. (1998) Jakten på den försvinnande skatten. Stockholm: SNS 
Förlag. 
77 See Eklund, K. (1998) Jakten på den försvinnande skatten. Stockholm: SNS Förlag. 
78 See for example Popper, K. (1934) Logik der Forschnung. Springer. 
79 Popper, K. (1958) “The origin of rationalism”, main speech to the British Aristotelian Society, 1958. 
80 See this thesis, Chapter 2, under the headline “Some Empirical Evidence for Tax Competition: A 
Study of Dynamic Tax Cuts”. 
81 Devereux, M., Griffith, R. and Klemm, A. (2002) “Corporate income tax reforms and international 
tax competition” Economic Policy, 35, 451-495. KPMG Annual Corporate Tax Rate Surveys are 
available at http://www.kpmg.com/news/index.asp?cid=857. 
82 Devereux, M., Griffith, R. and Klemm, A. (2002) “Corporate income tax reforms and international 
tax competition” Economic Policy, 35, 451-495. 
83 For effective tax rates studies of the European Union, see for example Nicodème, G. (2001) 
European Union Economic Paper 153: ECFIN E2/358/01-EN (Economic and Financial Affairs 
Directorate General, June 2001). 
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CHAPTER FOUR 

Analysis: The Shortcomings of Ceteris Paribus 

 

In most studies searching for a causal link or aiming to find a connection, this is where the 

connection should be emphasised. However, this study has not been a quest for causality nor 

inductive logic. Instead, it has been an attempt to falsify a hypothesis. The results clearly 

point towards a falsification of the convergence hypothesis; not only in the sense that a link 

seems to be completely missing between FDI performance and low welfare ambitions, but 

also in the sense that the only tendency observed in the study is that the states with the highest 

overall tax revenues and welfare ambitions are strikingly effective in attracting FDI relative to 

their economic size. All together, this evidence is indeed puzzling for a proponent of the 

convergence hypothesis as expressed in the framework for this thesis. 

 

This study presents no final evidence that globalisation does not pose a challenge to the 

welfare state. Indeed, the overall line of reasoning concerning the wide range of structural 

challenges to the welfare state raised by globalisation (addressed by theory that falls outside 

the scope of this thesis) is plausible and convincing. However, this study raises important 

questions about what determines convergence pressure on taxation. Indeed, we are already 

observing a downward trend in taxation in most of the industrialised world, and in particular 

do this concern taxation of mobile tax bases. This means that tax burdens are to some extent 

shifted from increasingly mobile bases, such as financial capital, high-skilled labour and 

corporate taxation on the expense of household taxation such as energy consumption, 

properties and labour income. To some extent, this has already occurred for example in 

Sweden which, despite high welfare ambitions and high overall taxation, has one of the 

lowest corporate tax rates in the OECD, and has a special significant reduction on income 

taxation of foreign experts working in Sweden. These “anomalies” in Swedish taxation 

regime are strategic decisions with the purpose of maintaining Swedish competitiveness in the 

global political economy.84 However, if these strategic cuts are working, the Swedish state 

appears to have found a way to neutralise the convergence pressure and still maintain a 

welfare state with high total taxation. As was apparent from the statistics presented, Sweden is 

the third highest performer in the European Union in attracting foreign direct investment. That 

case may have important lessons for other states with high welfare ambitions in the age of 

globalisation. 
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What can be concluded from this study is that the theoretical model suggesting a convergence 

is inadequate for explaining the success of welfare states in attracting FDI. The reason is 

probably that the model presumes a ceteris paribus that is not justified by reality. In other 

words, it is quite possible that the welfare state has a range of characteristics that is attractive 

to TNCs, giving it a competitive advantage in the international quest for inward investment. 

Thus, the reason why the model is inadequate may be that its presumption of ceteris paribus – 

regarding that in the choice between two investment sites, ceteris paribus, the site 

characterised by low taxation will be chosen – misses that the assumed drawback (the higher 

taxation) is a two-edged sword, also featuring a bright side. If the welfare state is able to offer 

something in return for the higher taxation, the cost-benefit analysis is crucial. One way of 

interpreting this study could be that the cost-benefit analyses of investing in welfare states 

tend to result in a positive net. 

 

The reasoning addressed in chapter two by Palan, et al. on theory of the competitive 

advantage of welfare policies now become even more interesting to discuss. The thesis that 

“social democratic programmes offer international production something in return for 

investment, namely political stability, social harmony, a better educated and more productive 

workforce and a good infrastructure”85, is indeed plausible given the results of this study. As 

was pointed out in the epistemological framework earlier, what we regard as scientific 

theories are rather to be characterised as qualified guesses; tentative ideas concerning how 

reality works. The theoretical ideas set forth by Palan, et al. can in the same way be regarded 

as guesses, offering an alternative way to understand the prospects for welfare state survival 

in the global political economy, since our previous tentative theory seems inadequate to 

explain what we can observe. One may or may not think that this should lead to a complete 

abandoning of the former theory; taking different stances on wheter or not ad-hoc hypotheses 

can play a constructive role, but either way the results have implications for the future 

theoretical debate concerning policy convergence due to globalisation of foreign direct 

investment flows. 

 

It seems that we may have reasons to view the prospects for survival of the welfare state in 

the global political economy with more optimism that we have often expected. If social 

democratic policy will furthermore prove to have a competitive advantage in allocation of 
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foreign direct investment, then the forces of globalisation may not inevitably take us where so 

many seem to expect. This thesis does not conclude that higher taxation is by nature a 

competitive advantage in attracting foreign direct investment. However, the tentative 

hypothesis deriving from this study is that an efficient use of the higher taxes in a welfare 

state can play a constructive role in a number of ways making the state able to both have an 

ambitious welfare policy and maintain competitiveness needed in the global political 

economy. 

 

The need for further research in this field in considerable. Both theoretical and empirical 

research is needed to address the serious anomalies in a field plagued by a long standing 

paradigm of globalisation as a threat to welfare; a perception evident not only in academic 

circles, but even more so in modern civil society organisations. What this thesis suggests is 

that theory on how the welfare state is capable of coping with challenges posed by 

globalisation should be refined and aim for a higher level of abstraction, incorporating the 

nuances often neglected in contemporary debate. The derived tentative hypothesis presented 

above raises need for research addressing the optimal use as well as their relative levels of tax 

bases within the jurisdiction of a welfare state in the age of globalisation. Competitiveness 

among states will continue to be a key issue in future international political economy. 

However, many of the assumptions often taken for granted in an IPE context may need to be 

revisited. If the welfare state has a role to play in the global political economy, due to 

demands not only from the public but also from international investment, this role must not be 

neglected in academic fields of study. 

 

Perhaps we now need to reconsider the character of the roles of, and interdependencies 

between, governments and transnational corporations. Perhaps the time is coming for a new 

approach to the ongoing changes in our economic and political environment. 

 

 

 

NOTES

                                                 
84 Interview with Joakim Reiter, political advisor at the Swedish Government. Ministry for Industry, 
Employment and Communications, Stockholm, October 7, 2003. 
85 Palan, R., Jason Abbott and Phil Deans (1996) State Strategies in the Global Political Economy. 
London: Pinter. 
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