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Trade Globalization, Economic Performance,
and Social Protection: Nineteenth-Century
British Laissez-Faire and Post—World

War Il U.S.-Embedded Liberalism

Salvatore Pitruzzello

Abstract How have market and state shaped the long-term coevolution of eco-
nomic performance and social protection during the nineteenth century and post—
World War Il waves of globalization associated with British laissez-faire liberalism
and US.-embedded liberalism? Under the impulse of seemingly ever-intensifying
globalization this question is emerging at the core of a novel body of political econ-
omy research that seeks to compare the two waves of globalization to draw useful
lessons from the pasThis research also reflects the concerns recently voiced by
neoliberals and neointerventionists about the long-term stability and viability of post—
World War Il embedded liberalisnBatisfactory investigations of how market and
state shape the long-term coevolution of economic performance and social protec-
tion in the two regimes remain lackingGointegration analyses of the two hegemonic
powers that shaped the evolution of the two regimes—nineteenth-century Great Brit-
ain and post-World War Il United States—demonstrate that the complementarity of
market and state in embedded liberalism is associated with better long-term eco-
nomic performance and social protection

How have market and state shaped the long-term evolution of economic perfor-
mance and social protection during the nineteenth-century globalization associ-
ated with British laissez-faire liberalism and the post-World War Il globalization
associated with Lb.-embedded liberalism?

The intensification of globalization has thrust this question to the core of an
emerging body of political economy research that compares the two waves of
globalization to draw lessons from the nineteenth-century wave and apply those
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lessons to the current waveThis research strongly reflects the political tensions
informing recent mass demonstrations against perceived economic and social costs
of unfettered globalizatiaf It also reflects two major themes voiced in the popu-
lar press by neoliberals and neointerventionidie long-term stability and viabil-
ity of post—World War Il embedded liberalism in a fast globalizing worded
fears of backlashes against globalization that are reminiscent of the nineteenth-
century wave

Relying on neoclassical views of self-regulating econommeliberals privi-
lege the intensification of unfettered globalizatitimey lament the inefficiency of
state-steered embedded liberaljgear politically driven protectionist backlashes
against globalizationpraise the efficiency of nineteenth-century laissez-faire in
ensuring superior economic growtand favor the reconstitution of market domi-
nance as the ideal pathway to long-run growttich best ensures full employ-
ment and social protectighin contrast neointerventionists fear the intensification
of globalization they lament the social inequalities associated with unfettered mar-
kets denounce the social costs of nineteenth-century laissez-tlse fear pro-
tectionist backlashedut privilege political control of markets to ensure better
economic performance—growth and employment—as well as social protéction

Undoubtedly these supposedly novel debates represent the resurgence of the
interwar “ideology debate’—pitting Keynes and Polanyi versus Hayek and Von
Mises—over the efficiency of market and state in shaping the long-run evolution
of economic performance and social protectidhe interwar debates concerned
the long-term stability and viability of nineteenth-century laissez-faire and its
replacement with embedded liberaliSnToday after half a century of experi-
ments with embedded liberalisnlebates are about its long-term stability and
viability and its replacement with novel forms of laissez-fdifgeverthelesssys-
tematic comparisons of the two regimes that satisfactorily assess the empirical
adequacy of neoliberal and neointerventionist claims remain severely lacking

1. See James 200Aghion and Williamson 1998ordaq Eichengreenand Irwin 1999 and O’Rourke
1999

2. See Bhagwati 2002Broad 2002 Dollar and Kraay 2002and Stiglitz 2002 Critiques of glob-
alization span the ideological spectrufi) neoclassical economists who now believe that capitalism
is subject to structural political conflicts over the requirements of global competitiveness and domes-
tic social protectionsee Stiglitz 2002and Rodrik 1997 (2) new Keynesians reasserting that capi-
talism engenders periodic economic breakdawsee Cornwall and Cornwall 20013) third-way
social philosophers and activists advocating political control of unfettered global mesket3onel-
son 2000 Gray 1998 and Giddens 19984) disillusioned liberals criticizing the destructiveness of
unregulated marketsee Soros 199&nd T Friedman 1999(5) communitarians advocating a world
of self-sufficient closed communitiesee Klein 2002and Etzioni 1994and (6) populists supporting
protectionism as they blame globalization for long-term unemployment and increasing labor market
inequalities see Mény and Surel 2002nd P Buchanan 1998
. See James 200%ilpin 200Q and Rodrik 1997
. See Lindsey 2002/asquez 2000Lal 2000 and Micklethwait and Wooldridge 2000
. See Broad 2002Gray 1998 and Greider 1997
. See James 2002nd Ruggie 1982
. See Gilpin 2000and Ruggie 1997
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The political economy research focuses on a variety of related isfaresxam-
ple, properties of globalizatiaf economic and political determinants of long-run
growth® wage and income convergent&nequality and growtft! and backlashes
against globalizatio®® Ultimately, however such research fails to capture how
market and state have shaped the coevolution of economic performance and social
protection in each of the two regimdsargue that there is an unsettling disjunc-
tion between theoretical claims about the long-run dynamics driving the two regimes
and empirical evidence derived from neoclassical theories of short-run dynamics
and statistical methodologies—such as meamsrelations and ordinary least
squaregOLS)-based regressionat best such theories and methods can describe
short-run stationary fluctuationsot long-run dynamic$® The utter neglect of per-
sistent nonstationarydynamics of historical processes central to the debates—for
example trade and financial flowsgross domestic produ¢GDP), unemploy-
ment government spending—triggers such disjunctibralso results in spurious
findings that inform erroneous inferences about the long-run stability of regimes
and unwarranted policy lessatfs

Nonstationarity howevey suggests alternative long-run stable dynamics if the
persistent processes were cointegrateccoevolving around common stochastic
trends driving the evolution of the two regim®&sThis article adopts the theoret-
ical and methodological framework of cointegration to evaluate the rival neolib-
eral and neointerventionist claims about how market and state shape the long-term
coevolution of economic performance and social protection in the two regimes
Cointegration allows for the investigation of three crucial dimensions of long-run
dynamics (1) common stochastic trendshich capture system stability and rigid-
ity; (2) cointegrated equilibrium relations coevolving stably around the common
trends and (3) adjustment mechanisms that maintain the relations in long-run
equilibrium

To investigate these long-run dynamittss article develops a core multidimen-
sional model rooted in the constructivist approach to international political econ-
omy*® The model links four historical processes that are central to political economy
debates on the coevolution of economic performance and social protection in the

8. Baldwin and Martin 1999Comparisons focus on globalization as an economic phenomenon
(1) nineteenth-century globalization is as encompassseg Vasquez 20032) post-World War I
globalization is more encompassirgge BordoEichengreepand Irwin 1999 (3) trade and financial
aggregates conceal features that render comparisons misleadagrugman 1995

9. See Cornwall and Cornwall 200&nd Maddison 1995

10. See Boyer and Drache 1998nd Williamson 1996

11 See Aghion and Williamson 199@nd Williamson 1998

12. See O’Rourke 199%nd Williamson 1998

13. For a discussion of such disjuncticgspecially in economi¢csee Juselius 199%ranger 1997
and Pesaran 1997

14. See Nelson and Plosser 19&hd Granger and Newbold 1974discuss stationary and nonsta-
tionary dynamics below

15. See Johansen 199and Engle and Granger 1991

16. See Ruggie 1998Nendt 1999 and Adler 2002
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two regimes (1) trade opennes$2) real GDPR (3) unemploymentand(4) govern-
ment spending’ In the context of constructivispthe research design relies on
the ideal-typical comparison of the normative structures of social purpose of the
two regimes® Empirically, the comparison focuses on the normative structures of
the hegemonic powers that spearheaded and influenced the evolution of the two
regimes Great Britain for nineteenth-century laissez-faire during the 1865-1913
period and the United States for post—World War Il embedded liberalism during
the 1955-2000 period

Cointegration analyses of the long-run dynamics of the hegemons challenge core
neoliberal claimsFirst, unit root tests shatter claims about the greater flexibility
of nineteenth-century laissez-fair@l four processes in both regimes exhibit non-
stationary persistencevhich implies similar rigidity Second cointegration tests
challenge scenarios of regime instability foreboding the implosion of globaliza-
tion: the presence of one common trend driving the long-run evolution of both
regimes establishes the long-run stability of the two regirié® one common
trend also challenges claims about the greater rigidity of embedded liberalism
both regimes feature similar degrees of rigidithird, equilibrium relations refute
claims about the economic inefficiency of the state in embedded liberalism and
the efficiency of laissez-faire markettate interventions in postwar United States
are associated with better economic performance and social proteEbanth
adjustment dynamics question beliefs that markets shape the dynamics of laissez-
faire liberalism whereas the state shapes the dynamics of embedded liberalism
state interventions are necessary to maintain the equilibria both of nineteenth-
century British laissez-faire and of postwarSJembedded liberalisnUltimately,
these findings question the wisdom of the neoliberal political project to reconsti-
tute market dominancenovel laissez-faire worlds may yield inferior economic
performance and social protectidRathey as neointerventionists clainpolitical
control of markets ensures superior economic performance together with better
social protection

The first section below traces the resurgence of the “ideology débEte
second section presents the four-dimensional model rooted in the constructivist
theory of regimesThe third section justifies the comparative research design
The fourth section demonstrates the ubiquity of nonstationary dynaifrhesfifth
section outlines the VECM cointegration mod€&he next three sections provide
tests of regime stability and rigiditysixth); of equilibrium relations(seventh;
and of adjustment dynamicgighth. The final section discusses the implications
of the research

17. With regard to globalizatiarthe analytic focus is on trade openneResearch in progress that
builds on this core model investigates the coevolution of monetary regimes—the nineteenth-century
gold standard and the postwar sequences of fifegible exchange rates—and trade opennsese
Eichengreen 1996@nd Verdier 1998

18 Weber 1949
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The ‘Resurgence of the Ideology Debate’: Efficiency
of Market and State

The ideology debate between neoliberals and neointerventionists over the relative
efficiency of market and state in shaping the coevolution of economic perfor-
mance and social protection in embedded liberalism finds its roots in the highly
unstable interwar periot? Between World War | and the Great Depressitire
highly interconnected laissez-faire international regime that had been dominant in
the second half of the nineteenth century impladadd countries reverted to
autarchic and near-autarchic nationalistic forms of economic managé®riater-
ventionists such as Keynes and Polangicontrast to economic liberals such as
Von Mises and Hayekchallenged the long-run viability of nineteenth-century
laissez-faire liberalism and laid the theoretical and political grounds for postwar
embedded liberalisrf

The interwar debate hinged on diametrically opposite hypotheses that are cen-
tral to contemporary debatethe trade-off or complementarity between market
and state and between economic efficiency and social protedtton trade-off
hypothesisdominant in nineteenth-century laissez-faipitted efficient markets
against inefficient stafand economic efficiency against inefficient social protec-
tion. Best captured by neoclassical formulations of Walrasian equilipgefectly
competitive and self-regulating markets converged endogenously toward intertem-
poral equilibria of full-employment growtff State interventions in the economy
and society were unnecessary and inefficienhecessary because markets endog-
enously converged toward optimal economic and welfare equijilmifficient
because they hampered spontaneous convergence toward equilibria

Confronting the massive economic breakdoyatgial unrestand the final implo-
sion of the global econom¥eynes and Polanyi questioned the trade-off hypoth-
esis in favor of the complementarity of market and statate interventions were
necessary to ensure economic stability and social protedtmnfrom being self-
regulating laissez-faire markets were inherently self-destructive and generated
severe economic and social instabilities that sparked backlashes against unfettered
globalization finally leading to its implosior® Keynes traced instabilities to the
“stickiness” of goods and labor markets and to the volatility of global financial

19. Hoover 2003

20. See James 2002nd Simmons 1994

21 See Keynes 1936982 Polanyi 1957 Von Mises 1977and Hayek 19441966 A rich body of
recent research has retraced the theoretical and policy relevance of the interwar;dsdmtésover
2003 Cochran and Glahe 1998llen 1998 Shearmur 1996Mendell and Salee 1994And Hayek and
Caldwell 1995 However the roots of the debates extend well into nineteenth-century British liberal-
ism; see Coats 197Xlassical liberals—SmithiMalthus Ricardq Bentham and Mill—shared a faith
in the economic and welfare efficiency of unfettered markets and rejected that the state could amelio-
rate socioeconomic conditionSocial liberals—GreerHobhouseHobson and Bonsaquet—advocated
legislation that provided protection against market dislocations

22. Walras 1954

23. This “apocalyptic” view of capitalism was widely shared at the tirsee Schumpeter 1928
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markets Capital controls and aggregate demand policiés government spend-
ing, would contribute to economic stability in an open world econoPglanyi
traced instabilities to the social and political responses against the unprecedented
historical experimentspearheaded by nineteenth-century Britaih disembed-
ding capitalist markets from social relationRe-embedding markets—global
and domestic—required governments to assume broader economic and social
responsibilities

Hayek and Von Misesinstead reasserted the validity of the trade-off hypoth-
esis Beyond the negative effects of the singular event of World \W#rdy traced
the socioeconomic instabilities and the ultimate implosion of the laissez-faire regime
to inefficient positive economic and social state interventi@sh interventions
which were associated with the emergence of “collectivismdermined the spon-
taneous functioning of laissez-faire markeétsparticulay as later research attempted
to demonstrate empiricallynefficient monetary policies were the principal cause
of the Great Depressicit Hence only the unfettering of marketdy means of
negative state interventions that bolstered market dominamméld ensure long-
run, full-employment growth and the wealth necessary for social protection

By the early 1960sthe “end of ideology debate” appeared to irreversibly sanc-
tion the complementarity hypothesis the context of the Keynesian-based Bret-
ton Woods multilateral systenthe historical compromise informing embedded
liberalism seemed to successfully ensure global grofuthemploymentand social
protection?® The “end of ideology” captured a new balance between market and
state the political left had accepted the market as a central instrument of growth
the political right the state as an instrument of growth and redistributfoPolit-
ical conflict was confined to valence issuagay from the interwar fundamental
clashes over the proper relations between market and state

Instead by the early 198Qgollowing the breakdown of the Bretton Woods sys-
tem, stagflationsand the intensification of globalizatipthe “resurgence of the
ideological debate” under fierce neoliberal critiques weakened the postwar con-
sensus on the long-term viability of embedded liberaféefirst wave of attacks—
especially from monetarist and new classical econonsstsial conservativesind
the Virginia school of public choice—challenged the complementarity hypothesis
in the domestic arenghe inherently inefficient positive economic and welfare
interventions best captured by the historically unprecedented growth of the pub-
lic sector hampered long-term economic grovfthNegative interventionsa la

24. Friedman and Schwartz 1963

25. See Marglin and Schor 199@uggie 1982and Shonfield 1969

26. See Bell 1962and Lipset 1960In economicsthe “end of the business cycle” captured the
successsee Okun 1975

27. See Ruggie 19821997 and Keohane 1984b

28. Monetarist and new classical critiques challenged the efficiency of economic stabiljzm®n
J Stein 1982 Sargent and Wallace 197&nd M Friedman 1968Demand-push neoconservative theo-
rists argued that malignant interest groups formation triggered demands that overloaded the state bud-
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Hayek were necessary to achieve market deregulation and the withdrawal of the
state from the economy and sociélySocial inequality was deemed necessary to
provide incentives for economic growthA second wave of critiques challenged
the complementarity hypothesis in a fast globalizing woildernational markets
especially financialinexorably weakened the ability of the state to stabilize the
economy and to provide social protectiphthe welfare staten particular under-
mined international competitivene¥sNeo-Hayekean evolutionary theories pre-
dicted the irreversibility of unfettered globalization as well as the inevitability of
convergence toward laissez-fafe

More recently howevey several countercritiques have reasserted the comple-
mentarity between market and staEmdogenous growth theories claim that selected
types of government spending are economically effictém addition to invest-
ments on research and developmesgending on human capital is particularly
relevant New political economy theories link social protectj@specially reduc-
tion of poverty and inequalifyto productive efficiency® Claims that globaliza-
tion inevitably leads to the retrenchment of the welfare state appear to be dubious
particularly in the context of postindustrialisth The state continues to shape
national adaptations to globalizati®hThe strategies and instruments of interven-
tions used in embedded liberalism have changed but have not eroded the norma-
tive structure of social purpose that defines market-state-society rel&idhese
critiques have informed neointerventionist defenses of the capacity of embedded
liberalism to ensure long-term economic stability and social proteétidven
self-professed neoclassical economists now maintain that laissez-faire liberalism
is a threat to democracy and social stabilggcial protection is necessary to fore-
stall backlashes against unfettered globalizatfon

In historical contextthe resurgence of the ideology debate represents a rupture
with the postwar consensus on embedded liberalideoliberals now explicitly
admire the once discredited nineteenth-century laissez-faire and question the long-

get see Olson 1982and CrozierWatanukj and Huntington 1975Supply-pull public choice theorists
pointed to the fiscal irresponsibility of self-regarding politiciaese Mueller 2003and JBuchanan
1977

29. Campbell and Pedersen 2001

30. Aghion, Caroli, and Garcia-Penalosa 1999

31 See Mishra 19990hmae 1990and Strange 1996

32 Alesina and Perotti 1998

33. See Vasquez 200BHayek 1996 and Fukuyama 1993

34. See Aghion and Howitt 199&nd Barro and Sala-i-Martin 1999

35. Aghion and Williamson 1998

36. In “postindustrialisni’ structural changes in population aginfigmale labor participatignand
skill-biased unemployment drive the growth of the public sectee Pierson 20Q1versen 2001and
Esping-Andersen 1999

37. See Hirst and Thompson 199@/eiss 1998and Keohane and Milner 1996

38 Ruggie aptly distinguishes between “norm transforming” and “norm governed” ch&uggie
1998

39. See Esping-Andersen 2008wank 2002 Garrett 1998and Giddens 1998

40. See Stiglitz 2002and Rodrik 1997
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term viability of embedded liberalism established at Bretton Woods to replace the
then-discredited laissez-faire liberali$tnSimultaneouslythey praise the effi-
ciency of nineteenth-century laissez-faitegyenerated superior growth through more
encompassing globalizatipgreater flexibility of global and domestic markeasid
minimal state interventianThe policy lesson they advocate—"to go back to the
future” by politically reconstituting global laissez-faire—rests on the promise that
unfettered marketsas in the nineteenth centuynyill deliver sustained long-term
growth*?

In contrastmindful of Keynes’s and Polanyi’s critiqugseointerventionists fear
the reconstitution of unfettered globalizatianineteenth-century laissez-faire might
have created unprecedented wealth but the social costs associated with disembed-
ded markets also triggered harsh backlashes against globali¥a@omcerns about
renewed backlashes against unfettered globalization inform an alternative policy
lesson—*“to go forward to the future” by enhancing political control over global
and domestic markets to better ensure long-term economic gréwtiemploy-
ment and social protectian

The Model: Centrality of Long-Run Dynamics

At the core the ideological debate between neoliberals and neointerventionists is
about the long-run dynamics—stability and viability—of the two international
regimes A model ought to capture the rival claims about long-run dynaniibe
theoretical roots of such a model are best traced to constructivist theories of inter-
national regimesA basic multidimensional model usefully captures core mecha-
nisms through which market and state shape economic performance and social
protection in the two regimes

International Regimes: Structure and Dynamics

Tracing the model to constructivist regime theory is problematiamajor schools

of international relations—realismeoliberal institutionalisprand constructivism—
disagree fundamentally on the causal relevance of regifmBealism attributes
little importance to international regimethey are instruments for hegemons to
enhance their power in the anarchic international systéeoliberal institutional-

ism attributes greater instrumental significance to regingégen anarchythey

can reduce transaction costs in the interaction of st@rly in constructivism are
regimes ontologically independent from configurations of interstate power and
indeed can autonomously affect such pavyr privileging a social ontology that

41. See Lal 2000Hayek and Caldwell 1995nd Friedman and Friedman 1980

42. The metaphor “to go back to the future” is borrowed from Borizhengreepand Irwin 1999
43. See Aghion and Williamson 1998Villiamson 1998 Gray 1998 and Rodrik 1997

44. See Simmons and Martin 2002nd HasencleveMayer, and Rittberger 1997
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rests on holismnorm-based behavigsocially constructed institutionand histor-
ical contingencyconstructivism explicitly considers how the normative structure
of social purpose shapes the identity of regirfieSuch identity rests ultimately
on authority relations defining the relationship of market and state to society and
their contributions to economic performance and social proteéfion

In the constructivist frameworknternational regimes emerge as stable and via-
ble social institutions around which the long-run expectations of actors participat-
ing in the regime converg®rganizing principles of legitimate order and meaning
shape the historical evolution—formation and transformation—of regiies-
ket, state and society represent three fundamental macro-structures of regimes
Authority relations define the legitimate orderings of marlstate and society
The two regimes—nineteenth-century laissez-faire and post—-World War 1l embed-
ded liberalism—represent distinct and historically contingent institutional config-
urations of authority relations

Neoliberals and neointerventionists largely agree that diametrically opposite prin-
ciples and authority relations inform the normative structures of the two regimes
Laissez-faire liberalism rests on market dominance over the state and on disembed-
ding markets from societyts central objective is economic growth through mar-
kets unfettered by positive state interventio@sowth determines the dynamics of
unemploymentGrowth also determines social protection via lower unemployment
and higher living standard®egative interventions of the laissez-faire statda
Hayek bolster market dominanckn contrastembedded liberalism rests on the com-
plementarity of market and state and on the social embedding of maFkdts
employment growth and social protection are both central objectRessitive state
interventions—stabilizing and welfare—in the international and domestic grenas
as in the multilateral Bretton Woods systeserve to achieve these twin objectives

Neoliberals and neointerventionist®wevey clash over how the distinctive orga-
nizing principles of the two regimes ensure their long-term stability and viability
According to neoliberalghe institutional framework of laissez-faire liberalism gen-
erates stable long-run dynamiddnfettered—that ispolitically deregulated—
markets endogenously adjust to shadkey quickly clear and converge toward a
long-run stable equilibrium characterized by full-employment growtstead the
institutions of embedded liberalism inevitably generate unstakiteky, dynamics
inefficient state interventions in the economy and society hamper spontaneous con-
vergence of markets toward long-run equilibriumindful of Keynes neointer-
ventionists challenge the economic and welfare efficiency of laissez-faire liberalism
unfettered markets fail to clear and to converge toward the long-run equilibrium
Markets rather tend toward disequilibrium characterized by persistent and socially
costly underemploymenPositive state interventions are necessary to ensure con-
vergence toward full-employment growth and social protection

45, See Adler 2002and Wendt 1999
46. Ruggie 19821998
47. Ruggie 19941997
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The Multidimensional Model: Testable Hypotheses

Such disagreements over long-run dynamics inform the debates on the specific
mechanisms by which market and state shape the long-run coevolution of eco-
nomic performance and social protection in the two regirAesmple multidimen-
sional model which focuses on the demand side of the econocaytures the
basic relations at the core of such debates

g="f(yu f,>0f,>0 N
y = f2(X7 ga t) f2.x > Oa f2.g i 0’ fZ.t >0 (2)
u=f3(x,y) f3,>01f,<0 (3)

whereg is government spending as a ratio of GORs the level of real GDPu is
the unemployment rate, trade describes the openness of the econpamdt is a
linear time trend capturing productivity shoc¥sThe model thus links the coevo-
lution of economic growthunemploymentand government spending in the con-
text of trade regimesAs in established researctrade is analytically exogenous
to the modef®

Equation(1) captures the evolution of the public sectibtinks the dynamics of
government spendin@) to shocks in GDP and unemployment—two crucial mech-
anisms of social protectioifhe positive spending-GDP relation operates via Wag-
ner, or wealth redistributive effectsspending increases as a proportion of national
income®® The positive spending-unemployment relation captures welfare interven-
tions that protect social strata exposed to labor market shedgecially those
linked to trade*

Equation(2) captures economic growth—a crucial dimension of economic per-
formance It links the evolution of GDP(y) to shocks in tradespending and
productivity The positive GDP-trade relation describes the openness-growth con-

48. These processgalbeit in single-equation formaare central to the research on the post-World
War Il erg see Swank 20Q2versen 2001Huber and Stephens 200dnd Garrett 1998They are also
central to research on nineteenth-century laissez;fage O’Rourke and Williamson 1998nd Will-
iamson 1998However the single-equation modeling obscures the complexity of dynamics stemming
from feedbacks traversing the three equations

49. The dimensionalityor complexity of the model can be increased by introducing other histori-
cal processesfor example (1) real wage (2) investment and (3) political institutions such as the
organizational and political power of labor and parliamentary institutidhe increased dimensional-
ity would not change the theoretical argument and the empirical predictions of this core. model

50. In the historical context of Bismarckian Germafyagner’s original formulation of the growth
of the public sector was rooted in the requirements of statism and militasesenWagner 1958nd
Von Mises 1969

51. For the postwar eraseveral theories have linked public sector expansion to the unemployment
effects of economic opennedsr example for modernizationsee Cameron 1978or political-class
conflict see Garrett 199&sping-Andersen 199@nd Flora and Heidenheimer 198ar the compro-
mise of embedded liberalisrsee Ruggie 198Zor adaptive responses of small but highly open econ-
omies see Katzenstein 198%or deindustrializationsee Iversen 20QRodrik 1997 and Wood 1994
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nection®? The GDP-spending relation gauges the effects of economic and social
interventions on economic growtfihe inequality sign# indicates the disagree-
ments between neoliberals and neointerventionists over the long-term efficiency
of positive state interventionghe sign is positiveor growth inducingfor neoint-
erventionists negative or growth dampeningfor neoliberals® The trendt
describes technology-driven productivity shaéks

Equation(3) captures a second crucial dimension of economic performance—
unemploymentlt links the evolution of unemploymeriti) to shocks in trade and
GDP Trade as in Heckscher-Ohlin modelsiduces socioeconomic dislocations
best captured by unemploymeftGDP describes the business cycle trade-off
between growth and unemployméft

In this systemgovernment spending plays the crucial role in determining the
dynamics of the two regimé$ Regarding the laissez-faire regimine model
captures rival claims over the efficiency of unfettered markets in the presence of
minimal state interventiarNeoliberals and neointerventionists share a basic agree-
ment about the spending equati@g). Given the minimal statesmall wealth and
welfare effects do not engender a considerable long-run growth of government
spending Accordingly g cannot shape significantly the dynamics of growth and
unemploymentFor neoliberals self-regulating markets unencumbered by state
interventions ensure quick convergence toward long-term full-employment equi-
librium growth Shocks are temporarand any long-run dynamics are traceable
to exogenous deterministic trentfsinstead for neointerventionistsin Keynes-
ian fashion laissez-faire markets are stickihey fail to clear quickly and yield
suboptimal long-run equilibria characterized by long-term underunemployment
Thus in the y equation booms and busts in trade are persistent and generate

52. The theoretical literature posits the positive trade-growth;lsge Obstfeld and Rogoff 1996
New growth theories for the postwar era focus on trade-induced positive effects of Ré&fasing
returns to scaleand technological spilloveysee Aghion and Howitt 199&esearch on the nineteenth
century also posits the positive linkee O’Rourke 2000

53. Abrams 1999

54. Aghion and Howitt 1998Productivity shocks encompass shocks in investments

55. Greenaway and Nelson 2001

56. Sargent 1987

57. In the context of constructivisjithe focus on government spending is meant to capture two
main dimensions of state intervention in the economy and sodigxyconomic stabilizatiorand (2)
social securityprotection Ruggie 1982The objective of spending aimed at macroeconomic stabiliza-
tion is to bring the economy toward full employment growth—which is itself a crucial component of
social protectionThey and via recursive substitutions! equations capture this first dimensidrhe
objective of social spending aims at minimizing the domestic social costs of economic openness stem-
ming from adjustments to structural change in the international division of.|dlher wealth(y) and
welfare (u) effects in theg equation capture this second dimensidmarrower focus on social and
welfare spending would miss the complexity of these multiple dimensions of social protdditoa-
over, new growth theory demonstrates how difficult it is to disaggregate government spending in its
economic and social components—for examjwestment in physical and human capitaklfare
and even militaryAghion and Howitt 1998

58 Aghion and Howitt 1998
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long-term fluctuations in economic growthm the u equation persistent booms
and busts in trade and GDP generate long-term fluctuations in unemplayment
For embedded liberalisnthe model captures the sharp divisions over the effi-
ciency of the large public sectoHere neoliberals and neointerventionists also
share a basic agreement about grequation significant wealth and welfare effects
have contributed to the historically unprecedented long-term growth of public
spending Wealth effects point to strong mechanisms of redistributias-a-vis
nineteenth-century laissez-fajra greater proportion of national income goes
toward government spendinGiven the centrality of social protectipnnemploy-
ment also represents a major mechanism of growth for spenBorgnheoliberals
the trade-off hypothesis predicts that the growth of the inefficient public sector
dampens long-run growth and yields persistent unemploynf@nrtneointerven-
tionists given the complementarity hypothesispending contributes to long-
term growth lower unemploymentand social protectian

Comparative Research Design: Inference from
Hegemonic Powers to Regimes

How does one evaluate the empirical adequacy of the rival claims about the long-
run dynamics of the two international regimes? A first crucial methodological deci-
sion concerns the appropriate research design and sample for valid infek#ince
theories of international political economy—realisneoliberal institutionalism
constructivism—tend to rely on comparisons of the hegemonic powers to investi-
gate the core properties of the two regimg# fundamental but by no means
uncontroversiglhypothesis supports the comparative destgggemons influence

the evolution—creation and maintenance—of regiffeBhus theoretical infer-
ence about the dynamics of regimes is drawn from their respective hegevimnes

over, constructivist social theoyyvhich in its critical version relies on Gramscian
views of hegemonysuggests the comparison of the normative structures of the
respective hegemons—nineteenth-century Britain and post-World War Il United
States The logic of inference is that the relative dominance of market and state in

59. See Keohane 1984A. Stein 1984 and Ruggie 198Zormally the comparison involves regimes
as ideal typesMore preciselyit involves the class of ideal types based on particular historical phe-
nomenasuch as “the Protestant Ettii@and “modern capitalisii which appear only in specific his-
torical periods and in particular cultural ared¥eber 1949The polar regimes of nineteenth-century
laissez-faire and post-World War Il embedded liberalism represent such fipeanalytic task is to
identify the core features of these two polar typehich essentially relate to the normative structure
of social purposeThe empirical task is to determine whether and how the normative structures of the
hegemons—nineteenth-century Britain and post-World War Il United States—approximate the prop-
erties of the two types

60. Controversies conceriil) differences in motives ascribed to hegemons in reditstral, and
constructivist theories(2) whether hegemons are necessary /andsufficient for regime formation
and maintenanceand (3) whether hegemons privilege an open international econdtagenclever
Mayer, and Rittberger 1997
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the hegemonic countries influences the evolution of regimed that the investi-
gation of the normative structures of hegemons provides significant insights into
the dynamics of regime®

Three specific claims legitimize the constructivist comparative deSige first
justifies the comparison of the normative structures of hegentbesnormative
structures of the hegemons exemplify those of regjniesreby capturing their
identity. Hegemons influence the evolution of regimes through the fusion of two
principles that project their authority in the international systéin concentra-
tion of wealth and powerlnd(2) normative structure of social purpod$Resource
concentrationcentral to realismhelps explain why a hegemon creates and main-
tains an international order based on its self-interest while enhancing global wel-
fare However resource concentration does not capture the distinctiveness of
laissez-faire and embedded liberalishne normative structure do€the author-
ity relations defining state-market-society relations in each hegemonic provide
the legitimate social purpose in pursuit of which state power is employed in both
the domestic and international arenegnce comparison of the normative struc-
tures of hegemons best captures how market and state shape economic perfor-
mance and social protection of regimes

The second claim justifies the sample selectithe normative structures of
nineteenth-century Britain and post-World War Il United States capture the dis-
tinctiveness of the regimes of laissez-faire and embedded liberalism respectively
Resource concentration remains crucial to explain British aigltégemonyBrit-
ain, under the impulses of the industrial revolutj@olonization and global trade
and financedeveloped the largest and most open econ®ims the paramount
military power in a system of interstate hegempByitain also enforced its pre-
ferred rules of free trade and the gold standard by maintaining freedom of the
sea$® The Pax Britannica ensured an international order of relative peace and
security’?* As for the United Statests large economy drives the world econo-
my.%® The United States also fulfills power criteria of hegemofor example
acting as world policgestablishing the Bretton Woods regimes of trade and finance
and providing investment and aithe Pax Americandoo—debates on the decline
of hegemony notwithstanding—has ensured an international order of relative peace
and security®

61 In this constructivist frameworkhe main objective of the research is to achieve a better under-
standing of the normative structures and causal macro-social mechanisms of the two political economy
regimesrather than the intersubjective dimensions of human consciousness and setidwmler 2002
Wendt 1999 Gill 1993; and Ruggie 19821998 Neverthelessthe research has a strong reflexive—
practical and political—componergstablishing the relative empirical congruence of the rival neolib-
eral and neointerventionist claims has significant implications for political discourse and political action

62. See Maddison 1995-loud and McCloskey 1994nd Kindleberger 1975

63. See Hobsbawm 199@nd De Cecco 1984

64. Gilpin 200Q

65. Obstfeld and Rogoff 1996

66. Gilpin 200Q
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Resource concentration algriiewever does not capture the laissez-faire iden-
tity of nineteenth-century Britairits fusion with the normative structure that priv-
ileged self-regulating markets doeshe authority relations instituted in the
international regime reflected the domestic balance of British market-state rela-
tions that determined the dominance of market over sadigtigsez-faire Britain
privileged market forces both domestically and internationatliimited positive
state interventions in the commodigurrency and labor marketsand it engaged
in negative interventions to institute and safeguard self-regulating m&rkieitee-
wiseg, for the United Stateghe fusion of resource concentration and a normative
structure that privileges state steering of markets uniquely identifies embedded
liberalism The authority relations instituted in the regime reflect the domestic
balance of US. state-society relations that rest on the dominance of state over
market and on the subordination of market to sociéyom the New Deal to
Bretton Woods and to the Great Societtye state has taken greater responsibili-
ties to buffer the domestic economy and society from external shocks without
sacrificing the benefits of economic openn®ss

The third claim establishes the validity of inference from the comparison of
hegemonic Britain and United StateBritain is the extreme representative of
laissez-faire This ideal status had long been noted in political econoBnjtain
exemplified the evolution of nineteenth-century global capitafi$®ther pow-
ers such as France and Germawlffered in socioeconomic and political struc-
tures but were integrated in the global capitalism that Britain spearh&adéis
ideal status continues to inform the contemporary ideological debates on market
and statefor neoliberals laissez-faire Britain exemplifies the world to which to
returry for Polanyi’'s “neointerventionist childrehthe world from which to
escapg?

In contrastvis-a-vis other industrial democracjeébe United States is the weak-
est representative of embedded liberalitmever had a significant socialist move-
ment or labor party? The social and economic reforms of the New Deal lacked a
strong ideological basisvere modest in scopend confronted strong opposi-
tion.”® The Great Society saw its limitations in the small public sector and resid-

67. Three pieces of legislation institutionalized the principles of laissez:féirethe Poor Law
Amendment Act of 1834 facilitated the flexibility of labor marke(2) the Peel’'s Bank Act of 1844
launched the gold standard monetary regiared (3) the Anti-Corn Law Bill of 1846 and the Cobden-
Chevalier Treaty of 1860 set in motion international tradee Hobsbawm 1990raylor 1972 and
Polanyi 1957

68. The New Deal represented theSJreaction against the collapse of laissez-faire and the Great
Depressionthe U.S.-driven Bretton Woods regime sought to reconstruct the postwar international eco-
nomic order while minimizing cost of social disruption generated by international integréimGreat
Society programs added several layers of social protecRoiggie 1982

69. See Taylor 1972Polanyi 1957 Keynes 1936and Marx 1976

70. Kindleberger 1975

71 Lindsey 2002

72. Lipset 1996

73. Brinkely 1995
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ualistic welfare staté* Labor markets have remained the most flexible among the
advanced industrial democraci@sThe ideological attacks on the normative struc-
ture of embedded liberalism since the early 1980s have been strongest in the United
States’® Indeed the weakening consensus in the United States over the future of
embedded liberalism is about the new order that should replace the New Deal
state domestically and the Bretton Woods system internatioffaigt, despite

weak representativengedbe central hypothesis—the normative structure of heg-
emonic United States influences the identity of embedded liberalism—Hblds

Historical Persistence: From Nonstationarity
to Cointegration

Testing the rival neoliberal and neointerventionist claims about the long-run dynam-
ics of the two regimes requires a second crucial methodological decik®ohoice

of the appropriate statistical framewoi®raphical analyses and unit root tests of
the four processes in the model reveal that persisténdbe form of nonstation-

ary random walk dynamicgrives the evolution of both Britain and the United
States Nonstationary persistence undermines established claims about the long-
run dynamics of the two regimeft also suggests that the framework of cointe-
gration is necessary to investigate such dynamics

Historical Processes: 1(0) Stationary and 1(1)
Nonstationary Dynamics

Historical persistence hinges on the concepts of stationary and nonstationary
series’® The properties of a serigg, are described usefully by an autoregressive
process of order one—AR):

zz=C+pt+p,z, 1+ ¢

wherec is a constantgt, a deterministic time trenc,, the autoregressive param-
eter describing persistence, a random disturbance terriable 1 summarizes
the properties of stationary and nonstationary segess 1(0) stationary or inte-
grated of order zeraf |p1| < 1. This property establishes the time-independence
of the (1) mean(u = ¢/1 — p,), which captures the intertemporal equilibrium
(2) finite variance(o?/(1 — p?)) describing the dispersion around the intertempo-
ral equilibrium and (3) quickly decaying autocovariancéys) and autocorrela-

74. Esping-Andersen 1990

75. See KitscheltLange Marks and Stephens 199@nd Crouch and Streeck 1997
76. See Ruggie 1997and Pierson 1994

77. See Stiglitz 2002and Ruggie 1997

78. Ruggie 1998

79. Patterson 2000
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TABLE 1. Properties of AR(1) processes

Stationary Nonstationary
Drift-driven Drift-less
M mean w=-c/(l— py) n=Zp+ Cot m=2
o2 variance o?/(1— p?) to? to?
vi_s: autocovariance Vs (t—9s)o? (t—19s)o?
p1: autocorrelation lpa <1 p1=1 pp=1

Note: p; = first autocorrelationz, = origin of historical seriest = time index starting at,.
t — s =time lags

tions (ps), which reveal the memory of historical processA@scordingly past
shockse; do not cumulate historically but converge quickly toward the intertem-
poral equilibrium The trendBt describes deterministic patterns of growth and decay
but its detrending yields stationatgmporary fluctuations

Instead z; is a nonstationary random walk integrated of order,avel (1), if
p1 = 1. This property establishes the time-dependence of the var{amnég, which
tends to infinity and of covariance§t — s)o2) and autoregressions = 1, which
do not decay over the long ruwith nonstationary dynamicpast shockg; cumu-
late permanentlyor integratein the memory of historical serie¥herefore such
series cannot have an intertemporal equilibrium to which they can convEnge
absence of an intertemporal equilibrium is obvious for a drift-driven random, walk
which exhibits a time-varying meanu = zo + cot): the drift cyt captures cumu-
lating patterns of growttdecay from the historical origiz,.2° For a drift-less
random walk(c = 0), the mean isu = z,, which is time invariant and corresponds
to its origin zy. Thus only stochastic shocks shape the evolution af;, which
unfolds with sticky waves arounz),. However given stochastic wavethe mean
of z; does not describe a meaningful intertemporal equilibrium to which historical
processes converge systematically and quigkly

Nonstationary Persistence: Britain and the United States

Nonstationary persistence suggests that neoliberals commonly rely on neoclassi-
cal equilibrium models that associate market flexibility with stationd®) ton-
verging processes and sticky markets with nonstation&ty monconverging

80. The intertemporal equilibrium is mathematically undefingiden p; = 1, u = ¢/(1 — p,) yields
n = c/0.

81. Such equilibrium is also mathematically undefinggven p; = 1, © = ¢/(1 — p;) yields
w = 0/0.
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processe® Thus given highly flexible marketsnineteenth-century laissez-faire
would be a stationary worlghocks are temporargnd historical processes quickly
converge toward stable intertemporal equilibf&y contrast given sticky mar-
kets postwar embedded liberalism would be a nonstationary wathdcks are
persistentand sticky historical processes fail to converge quickly and systemati-
cally to equilibrium By contrast reliance on Keynesian disequilibrium models
informs neointerventionist beliefs that markets in nineteenth-century laissez-faire
are sticky and therefore generate unstable—thattessistentnonconvergingand
hence nonstationary—dynamics

Preliminary empirical evidence from Britain and the United Stagd®wn in
Figure 1 challenges any claims of converging stationary dynappesticularly
the neoliberal claims about nineteenth-century laissez-fai&mply, persistent
random walk dynamics appear to be ubiquitous

British trade exhibits long-memory stochastic waves of openness and implo-
sion®* Instead a drift, which may have fueled recent concerns about the intensi-
fication of globalizationdrives US. trade GDP exhibits clear drift-driven growth
patterns in both countried).S. unemployment exhibits substantial persistence
which is associated with rigid labor markete higher frequency fluctuations in
British unemployment may suggest more flexible labor marketseoliberals main-
tain. Yet long-memory swings typical of random walks may characterize its evo-
lution, as neointerventionists conteridastly, upward sloping drift§cyt > 0) also
drive the growth of government spending in both counjrabeit with different
strength and from significantly different initial historical conditidiag).®® For Brit-
ain, zy in 1865 was about 6 percent of GPer the United States, in 1955 was
about 16 percenDrifts indicate that for the sample period the absolute growth of
British public spending was roughly about 3 percentthe United Statespend-
ing grew by about 15 percent

Augmented Dickey Fulle(ADF) unit root tests lend support to the qualitative
insights that all four processes are long-memory random \&alROF tests take
the form

Azy = Cc+ Bt+ vz 1+ 6,471+ 06,4z 5+ - + 0,07, + €

82. See Aghion and Howitt 1998uselius 1999and Sargent 1987

83. For Britain data are for the 1865-1913 periokthe onset at 1865 eliminates the confounding
effects of the Crimean War while capturing the free trade drives of the 1888de and government
spending are from Mitchell 1998eal GDRfrom Backus and Kehoe 199@nemploymentfrom Mitch-
ell 1988 For the United Stateslata for 1955-99 are frolBconomagiqwww.economagicom). The
start at 1955 eliminates the effects of the Korean.\Weade is export$expas) plus imports(iMpGs) as
a ratio of nominal GDRGppN). Government spending is federal expenditutessxpnp) net of fed-
eral grants in aid to state and local governmenissi) as a percentage of GDReal GDP issppc.

84. The implosion is associated with the Great Depression of 187386d and McCloskey 1994

85. Research has recognized such graowse Lindert 2004Tanzi and Schuknecht 2008nd Flora
and Heidenheimer 198Public spendingas arguedsee note 56 aboygincludes military spending
for both Britain and the United Statesee Hobsbawm 199@nd Hooks 1991

86. Dickey and Fuller 1979
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TABLE 2. ADF unit roots tests

Nineteenth-century Britain Post—World War 1l United States
c B Y t(y) p c B Y t(y) p
AXq 0.0 0 0001 069 26/19 0.05 0 -001 21 35/29
Ay 0.03 0 —0.003 Q03 35/29 0.09 0 —0.006 21 35/29
Auy 0.0 0 —0.03 09 26/19 0.0 0 -0.001 10 26/19
Agy 0.1 0 -0.1 20 35/29 0.3 0 003 14 35/29

Note: Variables are in logsc = drift. 8 = deterministic time trendt(y) = estimatedt-statistics for the null H:
vy = 0. p = MacKinnon one-sideg-values at 1 percent and 5 percent forN560.
Source:MacKinnon 1996

wherez is a nonstationary(ll) process andz is its stationary (0) change §;
capture higher-order correlations in laggéd, that whitene,; and Bt describes
the time trendGiveny = (p — 1), ADF tests evaluate two hypothesd$) the
null of unit root(Hy: v = 0), by which p = 1; and(2) the alternative of stationar-
ity (Hy: v < 0), by whichp < 1. Arandom walk has a drift it # 0, and no drift
if ¢ = 0. Table 2 shows the findind€ MacKinnon’s critical values of thestatistic
for vy, t(y), fail to reject the nully = 0: for the sample periqdll four processes
in both regimes appear to bél) random walks

GDP is drift-driven in both countrie& > 0).88 In postwar United Statesrade
is drift-driven, which validates concerns about the “acceleration” of globalization
In Britain, instead trade is a pure random walwhich suggests that by the 1860s
and for the subsequent period up to World Watrade had reached maximum
expansionin both countriesunemployment appears to exhibit drift-less random
walk propertie$® Government spending is drift driven in both countriBsth the
bigger size of government spending at the origgl and the stronger drift-driven

87. Phillips-Perron tests yield similar resylihillips and Perron 1988ests are performed iBviews

88. Established research corroborates the validity of these findings for the United S&ttes2000

89. The nonstationary persistence of unemploymemid more generally of variables defined as
sharesrequires a distinction between conceptual and statistical propeRaterson 20Q0285-99
With regard to statistical propertieshocks are better described as having permanent rather than tran-
sitory effects Conceptuallyhowevey economic theory finds it difficult to consider unemployment as
I(1) nonstationaryits “random walk” is bounded between 0 and 1 and therefore has finite variance
Indeed historically those boundaries are not reached or even approabloedtationary persistence
emerges as a logabr sample-specifigproperty reflecting the effects of a big historical shock—such
as the oil shock of the 1970s—and not the global property of unemployment unfolding in infinite time
In a long samplgsay 200 yearsthere may be no significant trace of the local shoEkus if tests
indicate that the nuly = 0 cannot be rejected over the sample pertbén the series is locally but not
globally 1(1). Current research on unemployment reflects the tension between theoretical and statisti-
cal propertiesNeoclassical theory continues to treat unemployment persistence in terms of protracted
yet convergingdeviations from natural equilibriuprPissarides 200Neverthelessunit root dynam-
ics are considered to be consistent with unemployment hystebgsighich unemployment has a per-
manent component and a path-dependent natural sate PapellMurray, and Ghiblawi 2009 and
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growth (¢ = 0.3) for the United States seemingly provide the rationale to neolib-
eral claims of the economic inefficiency of the public sedwmverthelessdespite

the significant institutional differences in the normative structures of social pur-
pose both regimes share one common propentynstationary dynamics drive their
long-run evolution Shocks cumulate permanently to generate persistent patterns
of historical inheritance

Implications of Nonstationarity: Disjunctions Between Theory
and Evidence

Nonstationarity in Britain challenges neoliberal claims about the stability of
nineteenth-century laissez-faire that rest on neoclassical models of converging sta-
tionary dynamicsNonstationarity lends support to neointerventionist claimtser-
ited from Keynesabout the stickiness of laissez-faire markétsenstationarity in
the United Statesespecially of unemployment and government spendivauld
support neoliberal claims about the instability of embedded liberalismvever
the persistenceeven hysteresjof unemployment in both countries suggests that
labor markets are sticky in both regiméstimately, these claims of regime insta-
bility based on the nonstationarity of individual historical processes are mistaken
Random walks may exhibit stable long-run equilibriaas a systemthey are
cointegrated—that jscoevolving historically around common stochastic tre¥ds

Nonstationarity also challenges the use of standard univariate statistics—most
crucially algebraic means—to compare the leyetsnagnitudesof historical pro-
cesses in the two regimeSor instancegit challenges neoliberal claims about the
superiority of nineteenth-century laissez-faire such as the claim that higher levels
of trade and smaller public sectors are associated with better economic perfor-
mance Means properly depict intertemporal equilibria of stationary processes
means of random walks are nonsensiéa&lomparing means of nonstationary trade
GDR unemploymentand government spending in the two regimes is mistdken
Appropriate comparisons would focus on the historical origigend the driftgcyt)
of series

Lastly, nonstationarity invalidates claims of causal relations based on fashion-
able single-equations OLS regressidh$uch regressions at best would capture
stationary relationsGiven nonstationaritythey yield spurious findings and mis-

Blanchard and Summers 1986 the context of cointegratigreven if the roots were slightly lower
than unity the unit root model is a sound approximation because it provides a more reliable frame-
work for statistical inference in a multivariate settjrlyiselius 1999

90. Engle and Granger 1991

91. Note that the mean of stationary serjges= c/(1 — p;) varies with the values gf;. This prop-
erty cautions against the uncritical use of algebraic means even for stationary processes

92. The use of stationary growth rates is problematic because stochastic detrending obliterates long-
term persistengavhich is the crucial phenomenon under investigation

93. See King PlosserStock and Watson 1991and Granger and Newbold 1974
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taken causal inferenc®hile explicit comparisons of how market and state shape
economic performance and social protection in the two regimes are lachirt
techniques dominate within-regimes reseafcimdirect comparisons of such find-
ings to establish the superior empirical congruence of the trade-off and comple-
mentarity hypotheses would lead to misleading inference about the long-run
dynamics driving the two regime# cointegration model in VECM form more
properly captures the complexity of persistent historical dynaffiics

The Cointegration Model in VECM Form

The standard VECM model of long-run dynamics is
Az, =p+Mz,_,+¥D,+e e~IN(0,32)%

where z is a vector of at most(lL) n variables in levels and, ; is its lagged
vector, Az, is the vector of differencedand hence (0) stationary variables in
changesandD; is a vector of deterministic variablgsuch as time trends and step
dummies which capture policy interventions and regime bredktss model cap-
tures three dimensions of long-term dynamits common trends(2) equilib-
rium relations and (3) adjustments

Common Trends

Cointegration assumes stationarity of a sef 1(1) nonstationary variables in
by linear combinationThe hypothesis of cointegration is formulated as a reduced
rank of theIl-matrix

Hi(r): II = aB’.

a andB arep X r matrices of full rankwherer, the rank ofIl, is equal to the
number of independent cointegrating vect@isdp is the number of common sto-

94. Dominance is clear in research on the postwar e Swank 2002Huber and Stephens 2001
and Garrett 1998t is also clear in research on the nineteenth centseg O’Rourke and Williamson
1999 Verdier 1998 and Williamson 1996

95. Recent considerations of cointegration methods reveal the concern with historical persistence
see Iversen 20Qland Freeman et all998 Otherwise two strategiesboth unsatisfactoryhave been
fashionable One models the levels of variables with the inclusion of an(BBRerm controlling for
persistencesee Swank 2002and Garrett 1998Controlling is noninformative about the properties of
persistenceThe other models stationary first-differencese Alesina and Perotti 1998uch strategy
simply obliterates persistence

96. Since the analytic focus is on long-run dynamitee model omits the matrikcAz,_y, which
describes short-run fluctuations in the changes of variables that meander around the long-run.relations
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chastic trendsThe hypothesis implies thatz, is stationaryz is I(1) nonstation-
ary, but 8’z is stationary”

The rank ofII suggests three main scenarios concerning sysfigrstability,
(2) instability, and (3) rigidity. A system is stable ifl has rank 0< n —r < n:
the nonstationary processes are cointegrated and coevolve around one or more
stochastic trends that drive the stable long-run evolution of the systestabil-
ity occurs if I has rankn — r = n: there are as many stochastic trends in the
cointegration space agl) variables Such trends evolve independently follow-
ing unrelated historical logi¢sand thus fail to share a common histobastly,
the higher the number of trendsut clearly less tham, the greater system rigid-
ity: a system evolves historically in as many unrelated directions as there are
trends

Equilibrium Relations

The matrixB’z; represents up ttn — 1) stationary cointegrated relations describ-
ing the stable coevolution of nonstationary variables around common tr€hes
series share a history precisely because they evolve around such fread=sjui-
librium relations represent long-term stationary associations between variEidgs
also represent long-run steady stat@z, , = 0) toward which variables con-
verge when shocks push them away from equilibrisequilibrium ensues when

(B'zi—1 # Q).

Adjustment Dynamics

Thea matrix describes the direction and speed of adjustments of variabke$oin
disequilibrium in the steady state nf ;. Relations are in equilibrium @'z,_, =

0, and in disequilibrium whemB’z,_; # 0. In the presence of disequilibriurthe
variables in the system adjust to restore equilibrium in the next period such that
B’z = 0. Largere;; indicate faster adjustments$ a;; = 0, the variables are weakly
exogenous and do not adjust

Deterministic Components
The matrix®D, describes the effects of deterministic compongsuish as trends
and level-shifts on the equilibrium relationsEspecially when level shifts are

observedprior knowledge suggests that something special has happened in a given
historical periodand that it should be modeled using dummy variables

97. See Johansen 199&nd Engle and Granger 1991
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Stability and Rigidity of Regimes: Rank of IT
and Common Trends

Are the regimes of laissez-faire and embedded liberalism stable in the long run? If
they are stablewhich of the two regimes exhibits greater rigidity? The first
question—about regime stability—concerns whether the four nonstationary pro-
cesses are cointegratetthat is stably coevolving around one or more common
trends The second question—about regime rigidity—concerns the number of trends
driving the nonstationary yet stable evolution of the reginiegermining the rank
of IT helps answer both questians

The reliance of political economy theories on neoclassical models of station-
ary dynamics provides little guidance in determining the ranKISf Table 3
proposes a strong version of neoliberal and neointerventionist hypotheses about
the stability of regimes for the four-dimension@i = 4) model Neoliberals
claim regime stability for the laissez-faire regintéence IT has rank 0< n —r
< 4: the random walks are cointegrated and evolve around one or more
stochastic trendsln contrast neointerventionistsmindful of Keynes’s cri-
tiques claim system instabilityHence II has rankn — r = 4: with as many
trends as variablegshe random walks are not cointegrated and evolve in four
unrelated directionsThe opposite set of hypotheses would hold for embedded
liberalism

It is difficult, however to fathom such an unstable social system in which his-
torical processes evolve independently of one anoffiegrefore a softer set of
hypotheses assumes that both regimes are stable but differ in rigidityeolib-
erals the institutions of embedded liberalism generate greater rigigitieace
this regime would exhibit a higher number of trené®r neointerventionistin
contrastthe stickiness of laissez-faire markets generates greater rigadityhence
a higher number of trends

TABLE 3. Rank ofll: Hypotheses

Laissez-faire Embedded liberalism
Neoliberals o<n-r<4 n—-r=4
Neointerventionists n—-r=4 0<n-r<4

Note: n= number of variables in the model = number of cointegrating vectars
(n—r) = p = number of common stochastic trends

98. For a critique of the weak theoretical guidanespecially in economi¢csee Juselius 1999
Granger 1997and Pesaran 1997
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TABLE 4. Rank ofIl: Findings

Modulus for Britain Modulus for United States
Unrestricted Restricted Unrestricted Restricted
0.8869 10000 Q9057 10000
0.4366 06702 08071 08448
0.4336 06702 08071 Q7376

Note: “Unrestricted” = eigenvalues without initial rank restrictiofRestricted” =
rank restriction withr = 3. Only the largest three roots are reported

Table 4 shows eingenvalue tests of the ranllIofor Britain and the United
States Tests refute the strong hypotheses of regime instabilityey also refute
the softer hypotheses of differences in rigidity

With one root at unity(p = 1), the eigenvalues of the companion matrix indi-
cate thafll has rank = 3: hence one common trendn — r = 1) spans the entire
history of each regime—at least for the sample perlatplicitly, three equilib-
rium relations coevolve around such tren@lke common trends capture the non-
stationaryyet stable evolution of the two regimesThe four nonstationary series
are cointegrated and share a history because they evolve around the common trend
Thus regardless of institutional differences in the relative dominance of market
and stateboth regimes exhibit long-run stability and similar rigidityence the
neoliberal claims of instability and greater rigidity of embedded liberalism find no
support Each regime appears to represent a stable and viable historical experi-
ment one allegedly driven by unfettered marketise othey by the complemen-
tarity of market and state

Long-Term Equilibrium Relations ( Bj):
Distinctiveness of Evolutionary Paths

Given regime stabilityhow do market and state shape the evolution of the equi-
librium relations? The rank ofl suggests a four-dimensional model with three
equilibrium relations that evolve around one stochastic trdie multidimen-
sional model cast in terms of cointegrated dynamic¢®is

99. Estimation is done iPcFiml 10.Q Doornik and Hendry 20Q0Tests reject the null of serially
correlated non-normal heteroskedastic vector residual$e Anax andtrace rank tests are not appro-
priate with dummy variables

100. This cointegration model has two dimensiofiy that of the modelwhich is four-dimensional
since it includes four endogenous variab{es= 4); and(2) that of the cointegration spacehich in
this model happens to have one common trépd= 1) and three cointegrating vectofs = 3). Had
there been two common tren¢p = 2), the four-dimensional model would have had two cointegrating
vectors(r = 2).
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The B’z, matrix describes the three relations theoretically normalized to capture
the evolution of GDP(y;_1), unemployment(u;_;), and government spending
(9:—1).1°1 The time trend, in the cointegration space describes the long-run growth
of GDPR!°2 The termd, identifies the effects of deterministic components on spend-
ing: (1) the Boer War for Britain'®® and(2) state retrenchment and weakening of
embedded liberalism since the early 1980s for the United Stt@he e matrix
captures markets adjustments via GRB;) and unemploymentas;), and state
adjustments via government spendifg,;). Trade assumed to be weakly exog-
enous does not adjust to disequilibrium in domestic variableg = 0).

Table 5 summarizes the neoliberal and neointerventionist hypotheses of long-
run dynamics for the two regimgand Table 6 shows the empirical findings for
Britain and the United State$he findings challenge neoliberal trade-off hypoth-
esis of inefficient state interventions in embedded liberalism while they strongly
support neointerventionist claims of the complementarity between market and state

Spending Relationg8'g

The B’g rows in Table 5 indicate that neoliberals and neointerventionists share
a basic hypothesigersistent bursts in GDP and unemployment are associated

101 Cointegrating vectors are normalized by theoretically setting variables to 1 to provide mean-
ingful interpretations of vector8Boswijk 1996 Normalization indicates thag, u;, andg, are endog-
enous whereasx; is exogenous

102 The model contains stochastic and deterministic treBtischastic trends represent the contri-
butions to the variables in the system of “unexpected” events with permanent gffbeteas deter-
ministic trends represent “expected” events with permanent inflyesezeAghion and Howitt 1998
and Engle and Granger 199With regard to GDPgrowth theory interprets technological progress
and hence productivity shockas an expectedegular phenomenon with permanent contributions
That is following “unexpected” innovationsechnological change exhibits some regularégd the
deterministic trend in GDP captures this regularithie stochastic trendnstead captures the irregu-
lar, or unexpectegdtechnological changetogether with other unexpected permanent charifjess in
the cointegrated GDP relationthe common stochastic trend is shared among the variables in that
relationship while the deterministic trend is unique to GDdhd therefore is included in the relation
explicitly.

103 See Hobsbawm 199@nd Floud and McCloskey 199%he deterministic component is described
by a step dummy that takes the value of 1 for the 1900-1903 war period and of 0 before and after the
war years

104. For the retrenchment and weakening in the United Statss Ruggie 1997and Pierson 1994
The model tests for such events by including a step dummy that takes the value of 1 for th& 985t
period and 0 for the period befare
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TABLE 5. Normalized equilibrium relations: Hypotheses

Relations Regimes Xi—1 Vi-1 Ug—1 Ot-1 t "
By LF_yi-1 = B11>0 1 B1z=0 B1a=0 B1s>0 B1s=0
EL yi-1=  Bu>0 1 Biz=0  Pua#0 Bis>0 B1s=0
B'u LS u-1 = B21>0  PB2<O0 1 B2a=0 Bos=0 B=0
EL_U-1 = B21>0  B22<O0 1 B24=10 Bas=0 B2s=0
B9 LF_ g1 = Bar=0 B3>0 B3>0 1 Bss=0 B3>0
EL g1 = Bs1=0 B32>0 B3z>0 1 Bss=0 B3 <0

Note:LF = laissez-faireEL = embedded liberalisnThe “1” indicates the normalized variable for the corresponding
equilibrium relation Relations are in structural form by setting normalized variables on the left side of equation
d, = effects of the Boer War for Britain and the “Reagan-Volcker legacy” for the United States

with stronger long-term spending expansions in embedded liberalism than in
laissez-faire liberalismLarger wealth( Bz,g, > B3 > 0) and welfare( Bz >

BasLe > 0) effects capture the stronger associatiffidnith regard to determin-
istic componentsfor Britain d; describes the temporary increase in spending dur-
ing the Boer War( B35, > 0). For the United Statesl, captures state retrenchmgnt
which is characterized by a permanent new lower equilibrium in spending after
1980(336.us < O)

Findings in Table 6 challenge claims of stronger long-term wealth and welfare
effects in embedded liberalistdnemployment exhibits comparable positive asso-
ciations(Bssu = 0.36 =~ B35, = 0.30). Shocks in GDP are more strongly associ-
ated with spending increases in Britdifiz»0.50 > B35, = 0.20). Thus as long
claimed far from being unique to embedded liberalisnealth and welfare effects
were operative in British laissez-faite® Finally, for Britain, the Boer war tempo-
rarily increased spending by about 5 perce®ds .« = 0.5). For the United States
the “Reagan-\Volcker legacy” exerted a moderate permanent downward shift in the
equilibrium level of spending after 19835, = —0.12). This shift is consistent
with the hypothesis of neoliberal retrenchment aimed at disembedding markets
and weakening social protection

Growth RelationsB’y

The B’y rows show a sharp disagreement over the efficiency of the: statthe
trade-off hypothesiseoliberals claim that persistent spending expansions are neg-
atively associated with long-term growtlBi4, ¢ < 0); by the complementarity
hypothesisthe association is positive or growth inducing for neointerventionists

105 In the subscriptsLF = laissez-faire EL = embedded liberalism
106. Flora and Heidenheimer 1981
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TABLE 6. Long-run equilibrium relations: Findings

Relations -1 Vie1 U1 Ot-1 t dwar ds2
B'y UK yi-1= 1011 1 0 0 +1.8 0 —
(0.07) (0.02
US -1 = +0.12 1 0 +0.32 +3.0 — 0
(0.05 (0.11) (0.002
B'u UK -1 = —4.0 0 1 0 0 0 —
(1.5)
US y-1 = +5.4 -5.1 1 0 0 — +1.7
(0.5) (0.5) (0.2)
B'g UK_gi-1 = 0 +0.50 +0.36 1 0 +0.5 —
(0.13 (0.08 (0.07)
US g1 = 0 +0.20 +0.30 1 0 — -0.12
(0.04) (0.04) (0.03

Note: Variables are in logsdwar, = Boer War(1900-1902. d82, = effects of the “Reagan-Volcker legacy” on the
unemployment and spending relatio®&andard errors are in parentheses

(B1aeL > 0). Disagreement also involves the positive trade-GDP: ltokneolib-

erals persistent bursts in trade are associated with stronger economic expansions
in laissez-faire liberalisni11, ¢ > B11eL > 0); to neointerventionisighe asso-
ciation is stronger in embedded liberaligii;1 g, > B11r > 0). With regard to
productivity shocksneoliberals maintain that trend growth is higher in laissez-
faire liberalism(B1s.r > B1seL > 0); to neointerventionisidrend growth is higher

in embedded liberalisMBise. > Bisie > 0).

Findings challenge all three core neoliberal claiffise first—economic ineffi-
ciency of state interventions—is unwarrant&pending in British laissez-faire
unsurprisingly appears to be unrelated to grow{B, 4.« = 0). Instead in postwar
United Statespersistent spending increases are associated with long-term eco-
nomic expansion$B...s = 0.40). This positive relation supports the complemen-
tarity hypothesisThe second—trade globalization in nineteenth-century laissez-
faire generated superior growth—is also unwarranieth Britain and the United
States exhibit smalland statistically weakpositive associations between trade
and GDP(B11u = 0.11 =~ Bi1us = 0.12). The third—higher trend growth in
nineteenth-century laissez-faire—is indefensilgeowth is more than 1 percent
higher in the United State§8,5,s = 3.1 > Bi5u = 1.8).

Unemployment Relationg’

The B’'u rows show that neoliberals and neointerventionists share a basic agree-
ment on the trade-unemployment relatioms laissez-faire liberalismpersis-

tent trade expansions are associated with long-term declines in unemployment
(B2ruk < 0). In contrast given hypotheses of socioeconomic structural changes—
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whether due to processes of modernizati@r postindustrialism or de-
industrialization—in embedded liberaligmpersistent trade expansions are asso-
ciated with long-term increases in unemploymépt, s > 0). The negative
GDP-unemployment relations suggest another agreement concerning long-run busi-
ness cyclespersistent economic expansions are associated with long-term declines
in unemployment 3., < 0). However the greater flexibility of labor markets in
the laissez-faire regime yields stronger associatig@s .« < Bazus < 0).

Findings lend partial support to these claimibe negative trade-unemployment
relation finds significant support in laissez-faire Britdismbor markets appear to
be synchronized with long-term trade fluctuatipmghereby persistent trade
expansions are associated strongly with long-term declines in unemployment
(B21uk — 4.0). The positive trade-unemployment relation also finds significant sup-
port in U.S.-embedded liberalismrade expansions are associateldo strongly
with long-term unemployment increas€8, s = +5.4). In contrast the hypoth-
eses of long-term domestic business cycles find support only in the United: States
persistent economic expansions are strongly associated with long-term declines in
unemployment 8,,,s = —5.1). Laissez-faire Britain seems not to exhibit such a
link (B2 = 0).2% This finding about Britain is consistent with the form of impe-
rial industry based on imports of raw materials and export of finished goats
growth depending more on foreign markets than on domestic consuniftiohe
two relations—trade-unemployment and trade-GDP—indicate the high depen-
dence of the British economy on foreign marketally, the “Reagan-Volcker
legacy” since the early 1980s permanently shifted the equilibrium level of
unemployment upward by a sizeable percent(By5us = +1.7).1%° This shift,
together with the downward shift in the spending relatiprovides further evi-
dence of neoliberal retrenchmerihe significant increase in unemployment is
accompanied by a contraction of government spending

Distinctiveness of Adjustment Dynamics
to Disequilibrium: a;j;

Lastly, how do market and state adjust to maintain the three cointegrated relations
in long-run equilibrium? Neoliberals and neointerventionists largely share the belief
that market adjustments dominate in laissez-faire liberalism whereas state adjust-
ments dominate in embedded liberalisfable 7 summarizes the hypotheses and
Table 8 shows the empirical findingshe findings lend no support to beliefs that
market adjustments dominate in laissez-faire liberalism and state adjustments dom-

107. Tests could not reject the null of no long-term association
108 See Floud and McCloskey 1994nd Hobsbawm 1990
109 Tests rejected the null of no shift in the unemployment relation since the early.1980s
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TABLE 8. Adjustment dynamics: Findings

TABLE 7. Adjustment dynamics: Hypotheses

By>0 B'u>0 B'g>0
@ LF EL LF EL LF EL
Xt o] = 0 o] = 0 a1 = 0 a1 = 0 w13 = 0 13 = 0
Yt a1 <0 a1 <0 az >0 ax >0 a3 =0 a3 # 0
Ut a3y > 0 azy < 0 azp < 0 azy < 0 o33 = 0 a3z F+ 0
Ot a1 =0 as1 >0 azp =0 az >0 asz=0 a3 < 0

Note: LF = laissez-faireEL = embedded liberalisnB'y, 8’u, andB’g are the equilib-

rium relations for GDPunemploymentand government spending for each regime
described in Tables 5 and &,; coefficients are set to zero on the assumption that trade
is weakly exogenous

B'y>0 B'u>0 B'g>0
o Britain u.s. Britain u.s. Britain u.s.
Xt a1 = 0 o] = 0 a1 = 0 a1p = 0.05 o3 = 0 13 = 0
(0.01)

Yt ap1 = -1.0 a1 = 0 oy = —-0.03 Qoo = 0.03 a3 = 0 a3 = 0
(0.15) (0.005 (0.005

Uy az; = +84 a3z =0 a3z, =0 azy; = —0.20 az3=0 agzz= —0.5
(2.0) (0.09) (0.19)

Ot g1 = +1.0 g1 = +0.4 Qg2 = —-0.10 A4 = —-0.02 a3 = -0.3 43 = -0.3
(0.3 (0.06) (0.02 (0.006) (0.03 (0.07)

Note: a;; = speed of adjustment parametearger «; indicate faster response to disequilibriuag = 0 imply that
variables do not contribute to reestablishing equilibriBtandard errors are in parentheses

inate in embedded liberalisnCrucially, the state plays a crucial role in both
regimes'©

State Adjustments (g

Theg, row in Table 7 captures the absence of the state in maintaining the long-run
equilibria in laissez-faire liberalisrfw; = = 0). Government spending is weakly

110 Three main types of dynamics are of interéd) «;; < |1] indicates either gradual or oscilla-

tory convergence(2) oj; = |1| suggests that 100 percent convergence is achieved very fast within one
year, (3) aj; > 1] implies overreactionor overshootingwhich is followed by stable convergence

since none of the roots lies outside the unit circle


https://doi.org/10.1017/S0020818304040226

https://doi.org/10.1017/50020818304040226 Published online by Cambridge University Press

734 International Organization

exogenous to the GDRnemploymentand spending relation®©nly marketsvia

y; and u;, adjust to disequilibrium in the relationtn contrast spending plays a
crucial role in maintaining equilibria in embedded liberalisongruent with Wag-
ner’s wealth effectsthe state absorbs disequilibrium growth in GOy, _; > 0)
via spending expansiong.,,g. > 0). Congruent with welfare effectslisequilib-
rium growth in unemploymentB’u;_; > 0) also triggers spending expansions
(ag2eL > 0). Lastly, disequilibrium growth in spendingB’g;—1 > 0) is offset by
endogenous mechanisms that curb spendingg, < 0).

Findings in the last row of Table 8 refute beliefs in the absence of the state in
nineteenth-century laissez-faigovernment spending plays a crucial role in main-
taining the long-run equilibria of both nineteenth-century Britain and postwar
United StatesFirst, supporting Wagner’s wealth effectdisequilibrium growth
in GDP triggers spending increases in both regimedeed state adjustments
are significantly faster in Britaifaq g = 1.0 > a41.s > 0.4): government spend-
ing absorbs 100 percent of disequilibrium within one ygmrstwar United States
absorb about 40 percehif Second contradicting the welfare effects hypothesis
excess unemployment triggers slow gradual declines in spentlingstate con-
fronts increases in unemployment with fiscal contractio$ expansionsAdjust-
ments while slow are faster in Britaifas, = —0.10 > a4, ,s = —0.02). Third,
disequilibrium growth in spending is followed by comparable moderate gradual
declines in spendin@aas = @asus = —0.3): both Britain and the United States
absorb 30 percent of disequilibrium after one y€&dearly, the state was not absent
from the evolution of nineteenth-century laissez-faitecontributed to maintain
market-driven equilibria in Britain and state-steered equilibria in the United States

Market Adjustments (yu,)**?

B'y:—1 > 0 Disequilibrium growth in GDP is followed by economic contractions
(a21 < 0) and by concurrent increasing unemployméms; > 0) to restore equi-
librium. Given the high flexibility of laissez-faire market&DP contracts faster
(ao1 F < az1eL < 0) and unemployment increases fasteg, r > asig. > 0).
Findings support the hypotheses for Britaiixcess GDP triggers very quick GDP
contractiong a,; = —1.0) and unemployment increas@ss, = 8.4).1*3 The United
States exhibits no significant adjustmentsjmndu,. Only government spending
appears to restore equilibrium GDP in the United States

111 With a414s = 0.4, 40 percent of disequilibrium is absorbed in the first y@4r percent in the
second yearand so on in geometric progressidfith a4y = 1.0, all (100 percentdisequilibrium
would be eliminated within one yedn reality, the dynamics of other variables do not allow the sto-
chastic equilibrium to be actually restored

112 As with equilibrium relationstrade is exogenous to domestic variables—GDiRemploy-
ment spending(ay; = 0).

113 Forasiu = 8.4, it is possible to interpret only the signterpretation of the siz&speed would
require the renormalization of th@'y vector tou, which is not possible becausehas a zero coeffi-
cientinB'y.
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B'u,_, > 0 Excess unemployment is offset by higher economic growth
(asp > 0) and by declining unemploymeritrs, < 0). Given the flexibility of
laissez-faire market<GGDP expands fastelws, ¢ > asog, > 0) and unemploy-
ment declines fastdins, r < asg. < 0). Findings support this stabilization pat-
tern only for the United State$GDP increasesalbeit very slowly(a,, = 0.03),
and unemployment declines slowls, = —0.20). In Britain, excess unemploy-
ment seemingly foreshadows recessions that result in very slow GDP contractions
(@, = —0.03).1** The small adjustment coefficients provide further evidence of
the stickiness of unemployment in both regimasy deviations of unemployment
from equilibrium persist for a relatively long time

B'0g:—1 > 0 Neoliberals and neointerventionists largely agree on the adjust-
ment dynamics to the disequilibrium growth in government spending in the laissez-
faire regime by the trade-off hypothesigieither GDP nor unemployment adjusts
(231 F = azzyus = 0). The “no-effect” outcome would be congruent with the equi-
librium relations where spending does not enter the GDP and unemployment rela-
tions Thus spending itself would bear the burden of reestablishing its own
equilibrium (a3 ¢ < 0). Indeed findings show that both GDP and unemploy-
ment in Britain are unresponsive to deviations in government spendirdythat
contractions in spending itself reestablish equilibritams . = 0.3).

In contrast disagreement is sharp with regard to public spending in embedded
liberalism For neoliberalsthe growth of inherently inefficient spending results in
economic slowdowria,3g < 0) and increasing unemployme@tssg, > 0). For
neointerventionistghe growth of spending results in stabilization patterns of higher
growth (a3, > 0) and declining unemploymentrszg, < 0). Findings for the
United States provide partial support to claims of complementagitywth in pub-
lic spending eliminates half of disequilibrium unemployment within one year
(az3us = —0.5).

Conclusions

These results yield seven major conclusions

1. Dynamics of nineteenth-century laissez-faReliance on neoclassical mod-
els of short-run equilibrium leads neoliberals to claim stationary dynamics
shocks have transitory effects and fluctuations quickly converge toward sta-
ble intertemporal equilibrialhe nonstationary persistence of historical pro-
cesses in Britain shatters claims of stationary dynamics while lending implicit
support to Keynesian claims about the “stickiness” of laissez-faire markets
In the univariate domainno significant differences distinguish the two

114 Tests fail to reject the hypotheses of exogeneity of trade for the United Statete adjusts
slowly (1245 = 0.05), which indicates that L&. trade is not exogenous to the large domestic economy
see Ruggie 1982and Keohane 1984a
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regimes If nonstationarity of single variables—hysteretic unemployment
“unsustainable” growth of government spendiragceleration of global-
ization—justifies claims of regime instabiljtthen both regimes would be
unstable

Regime stabilityBy relying on persistentand allegedly unstablelynamics

of single historical processgeseoliberals and neointerventionists alike fear
the disintegration of embedded liberalism—as happened for nineteenth-
century laissez-faireCointegrated dynamics refute the simplistic derivation
of regime instability and disintegration from the nonstationarity of single vari-
ables The common stochastic trend driving the evolution of both regimes
captures their long-run stability—at least for the sample periods

Regime rigidity Neoliberals associate the institutions of embedded liberal-
ism with market rigidities and “stickiness” of government spendimigereas
neointerventionists point to the “stickiness” of laissez-faire markéie one
trend spanning the history of each regime challenges neoliberal claims of
greater rigidity of embedded liberalism as well as neointerventionist claims
of greater rigidity of laissez-faire liberalisrDespite differences in the nor-
mative structure defining the relative dominance of market and, stetéwo
regimes exhibit comparable rigidities

Efficiency of market and stat&he equilibrium relations challenge neolib-
eral beliefs in the ineluctable trade-off between market and ,skateling
support instead to neointerventionist claims of complementélidyket dom-
inance in laissez-faire Britain is associated with lower growth and weaker
social protection—as captured by weaker public spending and persistent
unemploymentComplementarity of market and state inSJembedded lib-
eralism is associated with superior growth and stronger social protection—
the persistence of unemployment notwithstandiNgoliberal beliefs in
efficient markets and inefficient state appear to be a myth

Trade openness and economic performarke® nineteenth-century Britain

the association of trade with weak economic expansions and significant
declines in unemployment lends partial support to neoliberal claims about
the benefits of trade openness in laissez-faire regimewever it also feeds
neointerventionist concerns that unemployment bears the burden of stabiliza-
tion during economic downturngn postwar United Stateshe association

of trade with weak economic expansions and significant increases in long-
term unemployment provide fertile ground for contentibieoliberals blame
persistent unemployment on labor market rigiditiesd hence they call for
deregulation Neointerventionists blame deregulatidack of global labor
standardsand the asymmetric North-South trade relaticsaasd hence they

call for a stronger embedding of markets and for global labor stand&tds

115 See Dollar and Kraay 200Rodrik 1997 and Wood 1994
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These rival interpretations require additional investigations of the supply side
of the economy—specificallypf how the evolution of labor market institu-
tions affects the persistence of unemploymiéht

6. Adjustment dynamicsSuch dynamics challenge the core neoliberal beliefs
that markets provide the key mechanisms to reestablish equilibria in
nineteenth-century laissez-faire whereas state interventions do so in embed-
ded liberalism State adjustments are ubiquitoy®t play distinctive roles
For nineteenth-century Britaithey contribute to maintain market-driven equi-
libria, whereas for postwar United Stajélsey maintain the equilibria stem-
ming from the complementarity of market and sttee belief in the absence
of the state from the long-run evolution of nineteenth-century laissez-faire
appears to be a mytithe belief that the state in embedded liberalism under-
mines convergence toward long-run stable equilibria also appears to he false

7. Policy lessonEquilibrium relations suggest that the political project “to go
back to the future”—by politically reengineering novel forms of laissez-
faire—would mean a reversion to a highly globalized wpdtbeit one with
lower long-run growth persistent unemploymenand weak social protec-
tion. Moreover the adjustment dynamics reveal that such a laissez-faire world
would still require state interventions to maintain market-driven equilibria
Instead the neointerventionist project “to go forward to the future”™—by
enhancing political control of domestic and global markets—seems to prom-
ise superior growth and social protectid®ersistent unemployment remains
as puzzling for embedded liberalism as for laissez-faire liberalism

Beyond these conclusionsointegration analyses of the two regimes make sig-
nificant contributions to several debates in political economy

Theoretical contributions principally regard historical dynami€sintegrated
dynamics challenge the reliance of political economy on neoclassical models of
short-run dynamicsThe fundamental dynamics are long terfrhe persistent
dynamics of the trade-unemployment relation in nineteenth-century Britain con-
tradict neoliberal claims of temporary unemployment in laissez-faire regimes
Keynes may have been correct about the “stickiness” of markets in nineteenth-
century laissez-faireln addition persistent dynamics in the spending-GDP rela-
tion for embedded liberalism challenge neoliberal claims of policy ineffectiveness
and inefficiency Government spending has long-term positive effects on the real
economy—growth and employmerRRathey cointegrated dynamics are congru-
ent with endogenous growth theoryhich allows for the stable coevolution of
persistent historical process&$ Moreover such dynamics lend validity to the
emerging research in historical institutionalism and historical evolutidmich

116 Established political economy research addressing these issues remains dubious because of its
reliance on stationary theories and methods that are inappropriate for nonstationary processes
117. Aghion and Howitt 1998
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acknowledges historical persisterié This article simply demonstrates that the
fundamental macro-historical dynamics driving the evolution of global capital-
ism belong to the family of cointegrated processes

Methodological contributions concern the significance of the cointegration frame-
work for the investigation of long-term historical dynamiésalyses of the long-
run evolution of the two regimes lend strong support to recent critiques of the
disjunction between theoretical claims about persisteahstationary dynamics
and theoretical models and statistical methodologies that at best capture tempo-
rary fluctuationsg*® Comparisons of the long-run evolution of the two regimes are
best accomplished within the cointegration framewdRkliance on means and
variances in the univariate domain and on correlations and single-equation OLS-
based regressions in the multivariate domain simply fails to capture historical per-
sistence and its complexitWorse it results in model misspecification and spurious
findings that ultimately inform mistaken inference and unwarranted policy solu-
tions The multidimensional VECM best captures the complexity of persistent his-
torical dynamics stemming from feedbacks—multiple tremdgiilibrium relations
and adjustment mechanisms

Substantive contributions concern debates specific to embedded liberalism
Cointegration analyses demonstrate the analytic usefulness of constructivist social
theory for investigating how the normative structures of social purpose shape the
relative dominance of market and state in the two regimes as well as their rele-
vance for the coevolution of economic performance and social proteSjmecif-
ically, equilibrium relations unfolding around the common trend reveal that market
dominance in nineteenth-century Britain and complementarity of market and state
in postwar United States differentiate sharply between the laissez-faire and embed-
ded liberal regimesSimilarly, adjustment dynamics show the uniqueness of equi-
librium mechanisms in each regim€ointegration analyses also provide novel
insights into the long-term stability and viability of embedded liberalidine
unfolding of the equilibrium relations around a common trend that spans the entire
post-World War Il era does not suggest a rupture in the normative strdéture
The breaks at the onset of the 1980s indicate that shifts in the unemployment and
spending relations have contributed to disembed labor markets and to decommod-
ify social life but have not yet changed fundamentally the normative structure

Policy contributions mainly concern fears of backlashes against the intensifica-
tion of unfettered globalization in embedded liberaljsand even the possibility
of its disintegration—as allegedly happened in the first wave of globaliz&tton
Such fears—best captured by the quéiyas globalization gone too far$*>—
seem to stem from the interaction of two phenomena associated with the acceler-

118 See Bithe 2002and Pierson 2001

119 See Juselius 199%ranger 1997and Pesaran 1997
120 Ruggie 1998

121 See Williamson 1998and Aghion and Williamson 1998
122 Rodrik 1997
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ation of trade opennesweak growth and persistent unemploymeand reduction

of public spending for social protection in the name of international competitive-
ness The complementarity of market and statéhich is associated with superior
economic growth and social protection in post-World War 1l embedded liberal-
ism, may best preempt feared backlashes against globaliz&tererthelessecon-
stituting politically novel laissez-faire worldakin to nineteenth-century liberalism
may represent a viable and stalideit seemingly inferigrhistorical alternative
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