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Abstract: 
 
Standard models in international economics predict that greater economic 

integration should produce convergence between rich and poor countries. This was 
largely true during “Globalization 1.0”, which occurred before World War I, but at least 
until very recently, was not true of “Globalization 2.0”, which occurred in the later half of 
the twentieth century. We argue that the reason why Globalization 2.0 increased global 
economic inequality is that it was largely a rich country phenomenon. In contrast to 
Globalization 1.0, capital flowed mostly among rich countries and, therefore, did not 
have a chance to increase labor productivity in poor countries as theory and prior 
historical experience predicts. We argue that the pattern of globalization deviated from 
theoretical expectations for political reasons. Specifically, owners of capital in poor 
countries had both the motive and means to discourage capital inflows. Thus, they 
rendered artificially scarce the asset they held. They had the means to do so because most 
poor countries were dictatorships that favored the interests of capital owners. In contrast, 
labor had greater influence over policy in rich democracies, and could discourage 
liberalization that would force them to compete with low cost labor in the developing 
world. However, barriers to capital inflows in developing countries meant capital would 
flow only among developed countries. So, labor in rich countries acquiesced to the 
integration of capital markets because they had as much to gain from capital inflows as 
they would lose from capital outflows. Consequently, Globalization 2.0 helped rich 
countries get richer while poor countries stagnated. We test several implications of our 
argument.. 

 
  



The late 19th century and early 20th century (what Milanovic calls “Globalization 

1.0”) was a period of declining transportation costs driven largely by technological 

change (steam engines applied to both ship and rail, steel armatures on ships, 

refrigeration, long-distance telegraph, etc.).   Absent state intervention, this should have 

led to increased cross-border flows in goods, capital, and people.   In particular, labor-

intensive goods and/or workers should have flowed from labor rich to labor poor 

countries reducing difference in wages between such countries.  Barriers to immigration, 

capital flows, or trade would, however, be expected to slow this process of convergence.  

 
O’Rourke and Williamson find considerable evidence that this convergence 

occurred within “the Atlantic economy” during (Globalization 1.0) and many others 

(Williamson, O’Rourke, and Hatton 1993, ) have found evidence of a similar 

convergence in factor prices within the Atlantic economy during the post-war period 

(Globalization 2.0).     While this suggests that, by and large, barriers to cross-border 

flows in goods, capital and people were not prohibitively high within the Atlantic 

economy during these two periods of globalization, there is widespread concern that 

Globalization 2.0, at least, enhanced, rather than reduced global economic disparities.   

We argue here that this is largely a result of the fact that barriers to the flows of goods, 

capital, and people were not equally distributed across space and time.   Specifically, we 

argue that barriers to the free flow of goods, capital, and people were most likely to be 

erected when actors threatened by those flows had the political efficacy to block them.   

Globalization 1.0 is a particularly fruitful period in which to evaluate this claim because 

countries with relatively similar income levels within the Atlantic economy had decidedly 

different factor endowments (capital rich countries in the European core, labor rich 

countries in the European periphery and land rich countries in the New World) and a wide 

range of political institutions (autocracies and democracies, narrow and expanded 

franchises).    While ultimately, our interest is on the political economy of income 

inequality, our focus in this paper will be on real wage differences between countries.   

This focus is warranted because inequalities between nations typically dwarf inequalities 

within nations.   So if we are concerned about inequality for normative reasons we 

believe a focus on differences between countries is warranted.   Many studies that address 



inequalities between nations focus on differences in income or per capital GDP.   As 

O’Rourke and Williamson point out, however, national income statistics only tell us how 

the mythical average citizen fares and this number is itself highly sensitive to within 

country income distributions.  In contrast, real wage rates, particularly the wages of 

unskilled workers, as we will focus on here, give us a much better view of how the 

typical real citizen in a society fares. 

 

The Puzzle - Partial Convergence 

 

 According to standard economic theory, periods of increasing globalization 

should be periods of price convergence – both in terms of the price of goods and the price 

of the factors that go into making those goods.   An exogenous decline in the cost of trade 

should lead countries to export the goods that use their abundant factors intensively and 

import goods that use their scarce factors intensively.   As mentioned, the nineteenth 

century saw a secular decline in shipping costs.   Figure 1 plots two measures of shipping 

costs – one constructed by Douglass North (1958) (here divided by 100 to ease 

comparison) and one a carefully constructed series created more recently by Mohammed 

and Williamson (2003).   Both show a downward trend in global shipping costs, 

particularly in the later half of the 19th century.  The North series is more variable, 

perhaps because it is based on annual observations (where as annual observations of the 

Mohammed and Williamson data are extended from 5-year average observations).    

While Mohammed and Williamson’s work is in part motivated by their careful critique of 

North’s pioneering work, we will rely primarily on North’s data because it allows us to 

examine a broader stretch of history.  The two series have a first order correlation of .846. 

 By any measure, the decline in the cost of long distance trade was dramatic.   We 

will treat this global measure as a source of exogenous variation and ask, how does it 

influence the price of labor?   Theory suggests that a decline in shipping costs should 

induce a flow of labor-intensive goods from countries where wages are low because labor 

is plentiful to countries where wages are high because labor is scarce.   Similarly, goods 

that require the intensive use of land should be exported from countries were land is 

abundant, to countries where it is relatively scarce.    Figure 2 plots land-labor ratios from 



the Williamson tariff data project (Williamson 2003) across the three factor endowment 

regions of the Atlantic economy.   Clearly, the European periphery (Denmark, Ireland, 

Italy, Norway, and Spain) and core (Belgium, France, Germany, Great Britain, and the 

Netherlands) are more like each other in terms of their land-labor ratio than they are like 

the new world.  Land is abundant and labor scarce in the new world (Argentina, 

Australia, Brazil, Canada, and the USA).   Figure 3 demonstrates that this difference in 

factor endowments was reflected in the price of labor at the start of our observation 

period.   An internationally-comparative real wage index that equaled 100 in 1905 

Britain, was about 40 in both European regions but was more than 37% percent higher 

(55) in the new world in 1830.   As figure 4 shows, however, the regional averages in 

Figure 3 mask some interesting differences within regions as well.  In particular it should 

be noted that wage rates in Argentina and Brazil were quite a bit lower than those in 

former and current British colonies like the USA, Canada, and Australia.   This is likely 

due to the greater propensity for British capital to “follow the flag.” 

Nevertheless, in terms of a two factor model (we will explore the role of capital at 

length in future work) the prediction is clear.   Declining transportation costs should lead 

to a large increase in trade between Europe and the New World.   Indeed, the late 19th 

century saw one of the largest expansions of trade in history.    Figure 5 shows that with 

the exception of a decline in trade openness in the new world during the U.S. Civil War 

and in the European core a few years later, all regions experienced an almost monotonic 

increase in openness from the period shortly after the Napoleonic Wars to the Great War.  

Importantly, the increase in trade in the European periphery was decidedly less 

pronounced.   This, however, does not mean that globalization is not expected to have an 

influence on wages there.  Declines in the cost of long distance shipping were primarily 

manifested in these countries through emigration.   In other words, while declining 

shipping costs lead to an increase in the export of labor-intensive goods in the European 

core, it primarily led to an increase in the export of labor itself in the European periphery.  

  Table 1 reports two simple models that regress Emiration and Total Trade on   

North’s cost of shipping index interacted with a dummy variable for countries in the 

European core.   The coefficient on Shipping gives a rough read on the way that 

emigration and trade, in columns 1 and 2 respectively, responded to shipping costs in the 



European periphery.    The negative and highly significant coefficients on each suggest 

that as shipping costs went down during the 20th century, trade and emigration increased.  

 

Table 1 Effect of Shipping Costs on Trade and Emigration in Europe 
 Emigration Total Trade 
 b/se b/se 
Shipping -0.470*** -5.528*** 
 (0.06) (1.10) 
Eurocore -63.333*** 2327.857*** 
 (5.99) (223.49) 
Shipping X Eurocore 0.521*** -16.008*** 
 (0.09) (2.80) 
constant 78.611*** 751.101*** 
 (4.07) (87.48) 
Shipping in Eurocore 0.051 

(0.06) 
-21.536**** 
(2.58) 

   
N 570.000 790.000 
Adjusted R2 0.312 0.439 
 

 

 

To gauge the consequence of shipping costs on emigration and trade in the European core 

countries, however, we need to add the coefficient on the interaction term to the 

coefficient on shipping.   We have provided this sum, along with its associated standard 

error, near the bottom of Table 1.  Note that the cost of shipping had no statistically 

distinguishable effect on emigration in the European core but the effect declining 

shipping costs had on trade was almost 4 times as large in the European core as it was in 

the European periphery.  This suggests that declining shipping costs led to an increase in 

trade in both regions, but the effect on trade was much larger in the European core than in 

the periphery because emigration substituted for trade in the latter region.  

 Whether the consequence of declining shipping costs is felt through trade or 

emigration, its direction is the same:  higher wages.   Since emigration meant a decline in 

the labor stock in the European periphery and an increase in trade meant a rise in exports 

that used labor intensively, we would expect a secular decline in transportation costs to 

lead to a secular increase in the price of labor in Europe.   Conversely, we expect a 

decline in shipping costs to lead to a decline in wages in the new world.  On the one 

hand, these areas should be awash in labor intensive goods while exports of goods that 



use land intensively should surge.  In addition, since virtually all the emigrants from the 

European periphery went to the new world, the labor supply curve should be shifting 

outward.    As these processes unfold on both sides of the Atlantic, the result should be 

real wage convergence – rising wages in Europe and declining wages in the New World.  

If we return to Figure 3, however, we see that this is only partly true.   Declining 

transportation costs and increased cross-border flows in goods and people (i.e. 

“globalization”) lead to increased wages in “low wage” Europe, but it was not associated 

with a similar decline in the price of labor in the New World1.   The rest of this paper 

speculates about the political sources of this non-convergence. 

 

Theory 

 Absolute real wage convergence does not occur in the manner predicted by 

standard economic models because actors who stand to suffer declines in their real wages 

engage in political action to try to prevent it.   The effectiveness of these political actions 

depends on existing political institutions.   Since the standard model predicts that a 

decline in transportation costs should result in the movement of either goods or factors in 

ways that reduce wages in high wage countries, workers in those countries have 

incentives to lobby for policies that reduce those cross-border flows in goods or factors.   

Specifically, workers in the new world ought to support the erection of tariffs on imports 

and restrictions on immigration.   In low wages countries, the opposite is true.  Workers 

ought to support trade liberalization and reductions in barriers to emigration.    

 Of course, compared to the twentieth century, workers had very little political 

influence in the nineteenth century.   But that does not mean they had no influence, or 

that ruling elites could make policy without regard to the preferences of workers.   In fact, 

the period we are calling “Globalization 1.0” was a time of increasing influence for the 

ordinary citizen through the process of the expansion of the franchise.  From the Chartist 

movement in Britain and “Jacksonian Democracy” in the U.S. in the 1830s, to the 

Revolution of 1848 in France to the movement for Irish Home Rule in the last quarter of 

the century, almost all of the countries in the Atlantic economy experienced expansions of 

                                                
1 In fact, real wages appear to be stagnant in the core in the last twenty years before 
World War I.  



the franchise during this period.   Figure 6 shows that while there is considerable cross-

national variance in the timing and magnitude of expansions of the franchise only 

Argentina and Brazil escaped these pressures entirely.   Figure 7 shows that, Brazil and 

Argentina notwithstanding, the trend in the expansion of the franchise is remarkably 

similar across the three regions of the Atlantic economy.    The fact that countries with 

very different factor endowments had very similar experiences with changing the size of 

the franchise is an accident of history we would like to exploit by focusing on this period 

of history. 

We expect workers to fight for increased real wages always and everywhere, but 

their efforts are likely to less effective where they do not have the vote.   They are more 

likely to have the vote where the franchise is expansive.  Capitalists and landowners, on 

the other hand, are expected to have a good deal of influence regardless.   Changes in the 

franchise, then, are a reasonable proxy for changes in the political influence of workers.    

In the new world, workers’ efforts to increase their wages will be working against the 

pressures unleashed by declining transportation costs. In the old world, workers efforts to 

raise their wages will be re-enforced by pressures from the international economy.   In 

both the old and new world, workers will be engaged in conflict with landowners who 

will be seeking to take advantage of the opportunities for trade brought on by declining 

transportation costs in the new world, and seeking protection in the old.   Our simple two-

factor model does not consider the political ramifications of capital, which is being left 

for future work.  

 Workers in the new world, therefore, have an incentive to respond to declining 

transportation costs by pressing governments for increased tariff protection and 

restrictions on immigration.   Their efforts are most likely to be successful when the 

franchise is expansive.   In the old world, however, workers have an incentive to respond 

to declining transportation costs by pressing governments for trade liberalization and 

reductions on restrictions on emigration.   Once again, their efforts are most likely to be 

effective when they possess the right to vote.   To the extent that workers are successful in 

their political efforts, then, the textbook effects of changing transportation costs should be 

mitigated in the new world and accentuated in the old world.    

In addition, the effect of changing franchise on wages is always expected to be positive, 



but its effect on factor or goods movements depends on factor endowments.  Specifically, 

where labor is abundant, and expansion of the franchise is expected to lead to policy 

which reinforces the flow of goods and factors, but where labor is scarce and expansion 

of the franchise is expected to have the opposite effect.  

 

Evidence 

 Our central hypothesis is that, absent political intervention, wage rates and 

transportation costs should be positively correlated in high wage countries and negatively 

correlated in low wage countries.   Popular pressures to either mitigate (New World) or 

augment (Old World) market pressures on wages ought to be greatest when more citizens 

are enfranchised.   

 The dynamics of this story can best be captured with a general error correction 

model, such as:  

 

Where w is the real wage rate that varies across times and country and s is global 

shipping rate that varies across time.    The basic intuition of this model is that a change 

in the global shipping rate is a common shock that all countries experience which 

temporarily disturbs the equilibrium in the labor market of each country.   The model 

allows the data to tell us how that disturbance is processed by estimating the shock’s 

short term  (β1,, λ1 -- β1) and long term α1 effects.     Model 1 in Table 2 reports the 

estimates for this baseline error correction model.   The negative coefficient on the 

change in shipping costs in the current period  (β1,) suggests that the direct effect of a 

decline in shipping costs is an increase in wages in the current period.   But a decline in 

shipping costs also has a direct effect on wages in the next period (,λ1 -- β1=0.032, 

p=.006).  The sum of these two short term effects λ1 is negative and statistically 

significant, suggesting that the aggregate two-period direct of effect of a one unit decline 

in transportation costs is an increase in the wage index of one and two-thirds basis points 

(0.0167).   The long run multiplier (λ1 /- α1) is -2.40, suggesting that the estimated 

permanent effect of a one time one unit drop in transportation costs is a an increase in the 

wage index of about 2 and a half points.  Proponents of free trade would be happy with 

this result (which is consistent with what we expect from a perusal of Figures 1, 3, & 4) 

�wt = ↵0 + ↵1wt�1 + �1�st + �1st�1 + ✏



because it suggests that the average unskilled worker “rises with the tide” of increased 

trade brought on by declining shipping costs.  But our central interest is in the 

distributional consequences of globalization.   Specifically, our argument suggests that 

the consequences of a decline in shipping costs ought to depend on the factor endowment 

of the country (proxied here by the prevailing wage rate) and political institutions, such 

as the size of the franchise.  

 To incorporate this dependence, we first interact shipping costs in the above 

model with the lagged value of wages: 

 

 

The estimates for this model, displayed in Model 2 of table 2, are difficult to interpret 

directly.   Consequently, we will focus on the estimated long run multiplier derived from 

this model, which is plotted as a function of the real wage rate at t-1 in Figure 8.   Notice 

that, as predicted by standard trade theory, increased shipping costs have a large negative 

estimated effect on wages when the prevailing wage is low – that is, reduced shipping 

costs unleash mechanisms that put upward pressure on wages in low wage countries.   

Also consistent with standard trade theory, this is not true when wages are high – as the 

prevailing wage rate increases the effect of shipping costs on wages tends toward zero.     

However, contrary to expectations from standard trade theory, the marginal effect of an 

increase in shipping costs is not positive for high wage countries.   That is, there is no 

evidence here that increased shipping costs actually exert downward pressure on wages in 

high wage countries – they just fail to raise wages in such cases. 

 Finally, does the expansion of the franchise modify the influence of opportunities 

for trade on wages the way our theory predicts?   To evaluate this claim, we added our 

measure of the share of the population possessing the franchise to (2) and also interacted 

the franchise variable with every variable involving s in (2).  The resulting equation, 

which we will spare you from, is quite a tangle, (estimates are in model 3 of table 2).     

Instead, we draw your attention to the plot of the long-term multipliers from model 3 in 

Figure 9.   Notice that as before, the magnitude of the negative coefficient on shipping  
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Table 2 – Dynamic Effects of Changing Transportation Costs on Real Wages 

 

  model1 model2 model3 
wt-1  -0.007 -0.006 -0.032** 
  (0.00) (0.00) (0.01) 
Δs  -0.049*** -0.062* -0.067* 
  (0.01) (0.02) (0.03) 
st-1  -0.017* -0.012 -0.027* 
  (0.01) (0.01) (0.01) 
Δs X_wt-1   0.000 0.001 
   (0.00) (0.00) 
st-1  X wt-1   -0.000* -0.000 
   (0.00) (0.00) 
Δs X f    -0.002 
    (0.00) 
Δs X wt-1 Xf    0.000* 
    (0.00) 
st-1 X f    0.003 
    (0.00) 
st-1 X wt-1 X f    -0.000 
    (0.00) 
f    -0.221* 
    (0.11) 
wt-1 X f    0.002 
    (0.00) 
goldstandard    0.981* 
    (0.41) 
centralbank    -1.142 
    (0.60) 
_cons  2.309** 1.890* 4.929** 
  (0.73) (0.75) (1.54) 

 
N  1109 1101 826 
r2_a  0.015 0.016 0.029 
 

 

increases as we move from a wage rate of 32 (one standard deviation below the sample 

mean, slightly lower than the mean for the European periphery) to 68 (sample mean, 

slightly above the mean for the European core) and on to 103 (one standard deviation 

above the sample mean, slightly higher than the New World mean).   This suggests that 

the result from model 2 holds after controlling for the modifying effects of the expansion 

of the franchise – reductions in shipping costs result in higher wages – especially when 

↵1



the prevailing wage is low.   

Evidence of the modifying effects of political institutions can be found in the 

downward slope of all three lines in Figure 9.   For example, when wages are one 

standard deviation below the mean, the long-term multiplier starts out at about 1.5 when 

the franchise equals zero and grows almost 4 fold by the time the sample max of 60 is 

reached.   This means a decline in shipping costs is expected to result in an increase in 

real wages in low wage countries – particularly when the franchise has been expanding.   

This is consistent with our expectations because we expect labor to be anti-protectionist 

when labor is scarce.   What of the case when labor is abundant?   Here the results are not 

entirely consistent with our theoretical expectation.   We would expect the plot for high 

wage cases to slope downward from a large and positive number when the franchise is 

small, to a number that is close to zero when the franchise is large.   The plot for the case 

where the prevailing wage is equal to 103 slopes downward as expected, but it begins 

below, not above the zero line.   This suggests that when the franchise is restricted, a 

change in global shipping costs has little effect on the real wages of unskilled workers in 

high wage countries.  When the franchise is expansive, a decline in shipping costs 

actually results in an increase (though not as large as in low income countries) in real 

wages in high-income countries, albeit a smaller increase than in low wage countries. 

Thus, our expectation that the expansion of the franchise would modify the effect 

of shipping costs on wages appears to be the case.    Where the franchise is expansive in 

low wage countries, the propensity for wages to rise as a result of increased trade and 

emigration made possible by declining transportation costs is accentuated.  This is 

consistent with the idea that an expansive franchise makes governments more responsive 

to workers liberal preferences.    On this end of the wage spectrum liberal political 

institutions encourage liberal policy choices that help reduce wage differentials between 

countries.   

The result for high wage countries is less clear.  In the absence of government 

action to stem the flow of goods and people that declining transportation costs induce, we 

would expect wages in the move towards the global average.   But wages appear to be 

increasing across the board during this period, or at the very least, not decreasing 

anywhere in our sample in response to declining transportation costs.   Where the 



franchise is expansive they move even father away from the declines that would be 

predicted on the basis of purely market forces.   In that respect, the results are consistent 

with the broader political implications of our theory – when the franchise is expansive, 

labor politics are essentially market conforming in low wage countries and market 

subverting in high wage countries.  

 

Conclusion  

 The results presented above are preliminary, but promising.    There appears to be 

interesting context dependent processes at work that tie declining transportation costs to 

differential rates of real wage change.  These context-dependent processes are 

comprehensible from an approach that employs a combination of a very simple model of 

trade (Hecksher-Ohlin) and a very simple model of politics (a naïvely pluralistic 

depiction of democratic representation).  Despite the simplicity of the individual 

components, their combination produce sufficient subtleties to generate fairly complex 

econometric specifications that, nonetheless, embody gross oversimplifications of reality.   

Future work must aim at examining which of those simplifications are consequential, and 

which are not.   In particular, the next step of this research is to open up the black box 

that currently stands between the expansion of the franchise, on the one hand, and 

changes in the real wage rate on the other.   Examination of these mediating steps will 

involve the modeling of the relationship between the expansion of the franchise on the 

one hand, and the erection (in the New World) or removal (in the Old) of barriers to the 

flow of goods and people that the historic decline in transportation costs that took place 

during the century before the Great War.  
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Figure 1   Declining shipping costs 
 
 

 
Source: North (1958) and Mohammed and Williamson (2003) 
 
 
 



Figure 2  Land Labor Ratios 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 
 
 
 
 
 
 
 
 
Figure 3.  Average Real Wage Rates by Region in the New World, European Core, and 
European Periphery 
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Figure 4  Real Wage Rates by Region, Index = 100 in 1905 Britain 
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Figure 5  Total  Exposure to Trade (X+M)/GDP by region. 
 

 
Source: Banks 
  



Figure 6 Percentage of population holding the franchise, by country. 

 



 
Figure 7  Percentage of population holding the franchise by region 
 

 
 
 
 
Figure 8 The Effect of Shipping Costs on Wages at t, conditional on Wages at t-1 
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Figure 9 The Effect of Shipping Costs on Wages at t conditional on % with 
Franchise and Wages at time t-1. 
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