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Foreword

A book that analyzes how a social democratic government in a divided
Germany dealt with one economic crisis in the 1970s can be instructive
for Americans as they watch a conservative government in a united
Germany address a different economic crisis in the 1990s.
Crisis and Choice in European Social Democracy analyzes the policy choices
of social democratic governments in the Federal Republic, Britain, Austria, and Sweden during the economic crisis of the 1970s. The intrinsic
merits of Scharpf's inquiry have made the German version of this book a
classic in the field of comparative political economy. Scharpf's original,
insightful, and imaginative examination is empirically firmly grounded
and brilliantly illuminates the similarities and differences of four West
European states that are continuing to deal with structural economic
change.
Fritz Scharpf is one of Germany's leading social scientists. He is the
rare scholar whose work always reflects the highest standards of excellence while he never loses sight of the social and political relevance of his
research. For the past twenty years Scharpf has been a pioneer in institutionalizing policy research in Germany. Trained as a lawyer in both Germany and the United States, he taught briefly at the Yale Law School
before he accepted a chair at the University of Constance in the late
1960s and helped to build there one of the leading public administration
programs in Germany. Beginning in the 1970s, he was for more than a
decade one of the foremost researchers into the dynamics of West German federalism and labor market policy at the Science Center in West
Berlin. Scharpf's strong intellectual influence in the reform policy dis~ussions of the SPD dates to the mid-197os. And he continued to be an
influential voice inside the SPD during the 1980s while he was also active
XZZl
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in setting up a new social science research institute of the Max-Planck
Society in Cologne, acting as its codirector.
For the student of contemporary Germany, before and after unification, Scharpf's comparative analysis conveys an important message: Germany's political economy is not unique. No secrets shroud a special Germanic essence that have made it such a successful trading state . Instead
Scharpf's book highlights specific institutional features of Germany's
political economy which have led to its amazing success-for example, in
international export markets-and to some surprising failures, such as
the structural unemployment of the 1970s and 1980s. The policies that
West German elites found congenial as they coped with the problems of
the 1970s are the results of institutional and political links among important political actors, including business and union leaders, party elites at
the national and state level, the governing council of the Bundesbank,
and bureaucrats regulating the labor market. In the 1970s these relations made possible the unexpected crisis policy of the Social Democrats,
which combined a record trade surplus with a deflationary bias and only
a modest labor market policy. The partisan composition of the West
German government did not matter much. Heading a Social Democratic
coalition government, Helmut Schmidt was frequently called the best
CDU chancellor the Federal Republic had ever had.
The peaceful revolution in East Germany in the fall of 1989 and the
modalities of unification in 1990 have apparently not altered the institutional structure of the united Germany's political economy. This outcome was not preordained in the rapid developments leading up to
unification. Unification brought about by joining the two states under
the provisions of Article 146 of West Germany's Basic Law would have
permitted constitutional changes in Germany's governing institutions.
But the accession of five East German states under the provisions of
Article 23 of the Basic Law does not. Consonant with the imbalance in
power, wealth, and prestige, East Germany has simply accepted all of the
institutions of what in the 1970s was called the West German "model."
From this perspective Scharpf's institutional analysis leads us to expect
continuities in the ways successive governments of a united Germany will
cope with the economic and social problems the country confronts in the
1990s.
But the relationships among the important political actors are not only
institutional; they are also political. Here two sources of change are of
possible relevance. As a result of unification the political spectrum in
Germany may broaden. The centripetal drive of electoral competition
and a perpetual system of coalition governments at the federal level may
be modified by the increased social, political, and economic heteroxiv
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geneity of the German population. It is too early to judge the extent and
duration of this possible reversal of centripetal forces. But the rapidity of
change and the magnitude of the task for reformist policies are so great
that the political center in Germany is likely to lose some strength.
More important, within the West German institutions that have been
transferred wholesale to East Germany, the new Germans will confront
the troubling question of political identity and political purpose crucial to
how consistent or experimental they will be in dealing with the challenges
of the 1990s. If an economic miracle in East Germany in the 1990s were to
repeat the economic miracle of West Germany in the 1950s, a consistent
policy would remind us of the electoral slogan of the 1950s: "no experiments." But history rarely repeats itself. If it does not, what kinds of
political experiments will emerge from the battles within ~erm~~y's dominant institutions over issues such as the enormous ecological cns1s and the
existence of a state-owned sector that may well resist even determined
efforts at privatization?
Germany's period of political introspection resulting from these new
challenges is likely to be brief. Its involvement in international markets,
as Scharpf's analysis of the 1970s demonstrates, is irreversibly strong. So
is its political entanglement with the United States through NATO ~nd
with the Soviet Union (or its successors) through a new system of bilateral relations as well as a common security framework in Europe, and
with France, Britain, Italy, and the smaller states of Western and Central
Europe through the European integration process. The institutional and
political features of Germany's political economy will thus have a strong
influence on its various partner countries; at the same time Germany's
international ties are bound to affect the balance between institutional
continuity and policy experimentation. This book will give readers an indepth understanding of the important structural features of Germany's
political economy, and those of some of its neighbors, which make European integration both politically feasible and at the same time extraordinarily difficult.
PETER j. KATZENSTEIN
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Preface

My theme is the struggle waged by the social democratic governments
of Western Europe to achieve full employment during the decade of
global economic crisis that began about 1970. My subjects are the Federal
Republic of Germany, Great Britain, Austria, and Sweden. I concentrate
on these countries because all four started the decade in about the same
position. All were developed industrial nations that were highly integrated into world markets. Consequently, they were affected by the crisis
in approximately the same ways, at least until Great Britain became an
oil-exporting nation. Moreover, at the beginning of the era, government
in the four countries was in the hands of "reformist" social democratic or
socialist parties, for whom full employment took priority over all other
goals of economic policy. In this they had the support of well-organized,
cooperative labor unions.
The second reason for concentrating on these countries is that their
p~licies achieved remarkably dissimilar results. Although all four countries had achieved high levels of employment, comfortable rates of
growth, and moderate prosperity at the beginning of the era, by 1979
(the year Great Britain turned to the right with the election of Margaret
Thatcher) their economic performances had become widely divergent.
From t~e standpoint of unemployment and inflation, the two major
ec_onomic problems of the Western industrial nations in the 1970s, Aus~a performed best and Great Britain worst. The comparison between
F ~ two countries in the middle is perhaps even more interesting. The
_e eral Republic had the lowest rate of inflation of all of the Organiza· c ooperat1on
·
dtion. for Eco nomic
and Development (OECD) countries
agurmcg th e 1970s; Sweden's inflation was higher than the OECD avere. onversely, Swe d ens
, unemployment rate fell during the cns1s,
xvii
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whereas unemployment rates in the Federal Republic increased dramatically from a very low starting point. If we consider the number of jobs
instead of registered unemployment, Sweden achieved large increases
during the 1970s, while among the OECD nations only Switzerland lost
proportionally more jobs than did the Federal Republic.
Many considered West Germany's social democratic policies and economic institutions to be models for the rest of the world . Yet West Germany failed to achieve the preeminent economic goal of the Social Democrats: full employment. The apparent contradiction between West
Germany's reputation and its performance provided the initial impetus
for this comparative study. I was further motivated to pursue the issues
discussed here by a controversy between the Labor Market Policy Research Group of the Wissenschaftszentrum Berlin, where I then worked,
and colleagues at the Institute for Employment Research of the German
Federal Labor Institute, who claimed that our research approach overestimated the potential employment effects of an "active labor market
policy" and neglected the central importance of macroeconomic policy.
As I was preparing a seminar on comparative employment policy in
spring 1981, I became convinced that while the differences in the employment performance of the Western European nations could not be
explained entirely by their labor market policies, neither could they be
explained by differences in their macroeconomic policies. Perhaps these
differences were caused by union wage policies or by government job
creation, by the expansion of the public sector or part-time work, by
incomes policies, or by international trade programs and practices. But if
there are so many ways in which national policymakers could plausibly
have influenced employment and unemployment, then all explanations
focusing on the use of a single instrument must necessarily remain superficial. What seemed to matter was the conditions under which a variety of potentially available instruments could be combined into an internally coherent and effective strategy. Where that was feasible, defending
full employment was also possible, at least under the economic conditions of the 1970s. Where achieving a coherent strategy was impossible,
job losses were inevitable, and the only issue then was whether they
would be fully reflected in official unemployment statistics.
Once I realized that any explanation of the unemployment puzzle
would depend on identifying the political and institutional conditions
under which it was possible to formulate and implement an effective
national employment strategy, the question also became a challenge to
my professional identity as a political scientist. As the director of a re·
search institute on labor market policy at the Wissenschaftszentrul11
Berlin, I had spent ten years persuading reluctant labor market econo-
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mists and sociologists of the importance of multidisciplinary work. A
multidisciplinary project of my own, with a strong political science component, thus seemed an appropriate conclusion to this period of my
intellectual biography.
Yet it is not clear that I would undertake such a project again, if I had
it to do over. True, no single discipline can fully elucidate employment
problems. But it is one thing to accommodate economic, sociological,
and political science perspectives in the portfolio of projects of a multidisciplinary research institute and quite another to try to integrate these
divergent approaches in a single book. Instead of generating clarity and
understanding, the attempt could all too easily degenerate into a nightmare of interdisciplinary confusion for the author as well as for the
reader.
If I have escaped that fate, it is thanks to the professionalism of my
colleagues at the institute, who never tired of correcting my misperceptions. But I also profited from opportunities to expose my working
hypotheses to much external criticism. Since I was not able to begin field
work until the end of my directorship, the exploratory phase of my
project was unusually long. When the interview phase finally began, I
thus had a fairly good understanding of the various policy responses to
the crisis and of their economic consequences.
Altogether, I interviewed fifteen to twenty persons in each country
who had shaped or closely observed the policies of the government, the
national bank, the labor market authority, and the social partners. Although these interviews seldom produced facts not available in the literature, they were essential for my project. One must meet the actors in
their milieu before one can confidently interpret available "objective"
data. My goal was to discover the economic constraints confronting the
full employment policies of four social democratic governments. Within
th~se constraints I then wanted to reconstruct the logic governing the
acti~ns _of those multiactor systems that had actually determined the
reahzat1on or failure of economic strategies. The analysis I offer is formulated within the rational-choice frame of reference that also underlies
th e ec?nomic theory of politics. But I have found myself unable to pur~ue th •s approach in a particularly rigorous fashion, since my study also
em~>nst rat~s h?w the "rationality" of action is defined by historically
c?ntu~gent, mstJtutionally shaped identities, goals, and perceptions of a
1tuat1on
that resist
· re d ucuon
.
.
.
. eco.
to the umversal
assumptions
used m
nomic analysis.
ba1;d any c~se, the explanation of real-world phenomena cannot be
case on a smgle theoretical model. Like a judge who, in deciding a real
' cannot rely excl us1ve
. 1y on t h e 1aw of torts while ignoring the law of
xix
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civil procedure, social scientists dealing with complex historical developments must take explanations where they find them . And just as the
application of law develops new law when the existing body of rules does
not seem to fit the case before the court, social science explanations of
real-world developments are likely to cross the boundary between the
interpretation of received theory and the inductive development of new
theory. Even then, however, not all events can be interpreted as manifestations of a generalizable rule, and in many situations the best one
can hope to achieve is narrative explanations. This book relies on them
extensively.
For the same reason, my interviews also increased my respect for the
actors whose practical intelligence must grasp and consider so much
more real-world complexity than do our scientific theories. I am grateful
for the patience and the didactic skill with which my informants imparted their worldviews to me. I am equally grateful to my colleagues,
whose detailed work is at the basis of this summary even though many of
my simplifications may make their hair stand on end. When the tables
are turned I often have the same reaction-and in interdisciplinary
communication we must all put up with that.
Above all, I owe special thanks to the the Labor Market Policy Research Group of the Wissenschaftszentrum Berlin and to its director,
Egon Matzner, who for two years has cheerfully supported the work of
his predecessor and who also took the time to read and, in a spirit of
friendship, criticize new versions of the manuscript as I produced them.
Earlier versions of the manuscript or parts thereof have also profited
from suggestions and commentary by Marlene Brockmann, Michael
Funke, Adalbert Hepp, Heinz Kluncker, Hans Maier, Gerhard MaierRigaud , Rudolf Meidner, Edda Muller, Bernd Reissert, Ronald Schettkat, Gunther Schmid, Arndt Sorge, Heinz-Peter Spahn, Wolfgang Streeck,
and Georg Yoruba. In the course of our work, Sylke Nissen has progressed from a reliable research assistant to a rigorous critic of the content
and style of the manuscript, while maintaining her spirit of unruffled
cooperation. Finally, Viii Goose impressed me with her ability to merge
my flawed computer data with a completely incompatible text system. In
addition, she organized and guided me and my project through all perils
with cheerful competence.
Why, with all this help, the responsibility should still lie with the author
is a mystery. Nonetheless, it is so.
FRITZ

Cologne, West Germany
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I

CAPITALISM UNDER
DEMOCRATIC CONTROLS

CHAPTER ONE

Crisis as Fate?

The Great Depression of the 1930s taught the Western industrial nations a crucial lesson: the crisis was not an irresistible natural catastrophe. It could have been avoided and, even after it began, its consequences could have been mitigated by appropriate countermeasures.
Swedish Social Democrats, Hitler's minister of economics, and American
New Dealers, independently and almost simultaneously, discovered that
they could use government spending to stimulate aggregate demand
and thereby achieve full employment and fully exploit the productive
capacity of their countries. John Maynard Keynes subsequently created
an economic theory to justify these successful experiments in deficit
financing. His thought profoundly influenced postwar economic policy
in all the Western industrial nations, ultimately even in the Federal Republic of Germany. Governments everywhere, guided by Keynesian theory, methodologically sophisticated empirical research, and complex
macroeconomic models, assumed responsibility for the performance of
the economy. And because the economies of the Western industrial nations performed better in the postwar era than in any previous period in
history, their high growth, full employment, and stable prices were widely accepted as evidence of the soundness of Keynesian policies and the
economic theories underlying them. The skeptical and critical voices of
heterodox economists, both Marxists and conservatives, went unheeded.
The second great economic crisis of modern times has called into
question the lessons taught by the first. It has shaken economists' confidence in their ability to manage the economy and shattered the theoretical consensus on which that confidence rested. Since the beginning of
t~e 1 970s, the Western industrial nations have experienced low growth,
high unemployment and inflation, and unfavorable trade balances (see
3
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Figure 1. 1). Although the crisis began more than a dozen years ago,
economic policy makers have not yet succeeded in setting the world to
rights. Keynesians failed almost everywhere in their fight against inflation and often against high unemployment as well. But the neoclassical
conservatives who succeeded them in many countries have been equally
unsuccessful. At best they were able to reestablish price stability, but
growth rates remained low and unemployment levels often increased
from one business cycle to the next.

u~

0

~

~
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DID

THE CRISIS RESULT FROM GLOBAL AND

LONG-TERM STRUCTURAL CHANGES?

~

As the OECD's McCracken Report (1977) testifies, the worldwide recession that began in the 1970s was initially attributed to the oil shock of
1973-74 and to a series of avoidable misjudgments of economic policy in
the major industrial nations. As the crisis persisted, however, alternative
explanations emphasized the normality of low growth and the significance of structural changes in the global economy. These explanations
generally reject the notion that government management of the economy can replicate the high growth rates of the postwar decades. Knut
Borchardt (1982; 1984), for instance, denies the existence of a causal
link between Keynesian spending policies and the postwar boom. Instead, he attributes the exceptionally high growth rates after World War
II to war, reconstruction, and catching up with the United States. Low
growth is thus the norm on which future Western economic policies
should be based. Burkart Lutz ( 1984) arrives at the same conclusion.
According to his fascinating analysis , postwar prosperity resulted from
the last great "land grab" of industrial capitalist development, which
ended irrevocably with the complete mobilization of the undeveloped
s~ctors of the economy. Michael Piore and Charles Sabel ( 1985) take a
different approach to explaining the unique nature of postwar develop?'1ent. They argue that the rise of microchip technology and the increasing
..
.. c~mpeuuon from developing nations have brought to an end the
Fo rd ism" of mass production and , with it, the power of Keynesian dem:d i:nana~ement to influence the pace of economic development.
Kon~~ip_ulatmg aggregate ~emand is ev~~ less relevant in lons:-wave, or
1 8 . a~ieff-cycle, explanations of the cns1s (Eklund, 1980; Kleinknecht,
({ ~)Bieshar_ and Kleinknecht, 1984). In the 1920s Nicolai Kondratieff
92
Pr oc ' a Soviet economist, theorized that the capitalist development
· d b y short penods
•
f: llwas cha ractenze
of global growth and expansion ess
' 0 owed by longer periods of relative consolidation and contrac5
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tion, comprising waves or cycles of fifty to sixty years. Joseph Schum peter (1950:67ff.) and Gerd Mensch (1975), following Schumpeter,
claimed that these cycles resulted from the introduction, industrial exploitation, and eventual stagnation of basic technological innovations.
According to this theory, the impetus given to economic development by
the innovations of the first industrial revolution was exhausted by 1820
and that given by the second or "railroad cycle" by 1875. The third
Kondratieff cycle, driven by electrical engineering and chemistry, ran
out around 1930, and the maturation of the automobile, synthetic fibers, and consumer electronics may be responsible for the current period of contraction and consolidation. Kondratieff-cycle theory holds that
Keynesian policies could have done nothing to halt the inevitable decline. Thus Mensch predicted the failure of job creation programs even
before the crisis had really set in (1975:34ff.).
At the most, government might have tried to stimulate a new growth
cycle, however uncertain, by promoting technological innovation and the
modernization of the economy (Hanff and Scharpf, 1975). Conservative
theorists, however, would deny even this positive role to government.
They attribute worldwide recession to a general overburdening of the
productive forces of capitalism, either by a "profit squeeze" produced by
the financial and regulatory demands of the welfare state and the redistributive successes of powerful unions (Lindbeck, 1980; Bacon and
Eltis, 1978; Giersch, 1983) or by a more basic "institutional sclerosis" due
primarily to the proliferation of organized interest groups and their
influence on government policy (Olson, 1982). If these negative structural changes should be reversible (and Mancur Olson is less optimistic
in this regard than the advocates of the profit squeeze theory), government's role would be to minimize welfare-state regulations that protect
individuals from the rigors of competition, to reduce public expenditures and taxes, and to withdraw as much as possible from active involvement in the economy.
Each of these explanations for the worldwide recession refers to real
changes in global economic conditions or in technological, social, political, and institutional conditions. Each also relies on plausible causal hypotheses linking these changes to slower growth. However, the very
number of plausible hypotheses argues against the possibility that any
one of them could explain the overall development. It appears that th_e
worldwide recession is theoretically overdetermined-a situation that IS
hardly rare in the social sciences. Still, the plausibility of the numerous
secular, cyclic, and structuralist explanations seems to render at least one
conclusion inescapable, that the long-term climate of the capitalist econ·
omies has changed for the worse since the beginning of the 1970s.
6

Does this conclusion also imply the irrelevance of government control
of the economy? Such an inference would be justified only if the economies of all the Western industrial countries had run the same course and
their policies had produced the same results. But this is not the case. On
the contrary : while the most important indicators of economic performance everywhere worsened at the beginning of the 1970s, the variation
in growth, employment, and inflation among the highly developed industrial nations increased greatly (Table 1. 1).

WHAT EXPLAINS VARIATIONS IN GROWTH,
EMPLOYMENT, AND INFLATION RATES?

The developed industrial nations did not all experience the same decline after 1970. Instead, the less successful fell increasingly behind the
rest. And as it became apparent that not all economic goals could be
achieved simultaneously, individual countries seem to have pursued different priorities. Of course, these differences in economic performance
cannot conclusively prove the effectiveness of national economic policy
choices. But they are sufficient to challenge the explanatory power of the
universal (secular, cyclic, or structuralist) crisis theories. And even if,
despite their differences and contradictions, these global theories could
explain the general decline from the early 1970s on, they do not explain
the differences in the way countries coped with this decline. To explain
these differences, we must supplement global theories with explanatory
models that take account of national factors.
Under the general heading of "neocorporatism," a group of political
scientists and students of comparative politics have elaborated just such
explanatory models. Since the mid-197os Harold Wilensky (1976;
198 1)'. David Cameron (1978; 1984), Philippe Schmitter (1981), Manfred
Schmidt (1982; 1983), Heikki Paloheimo (1984), and others have attempted to answer, on the basis of cross-national empirical comparisons,
th e _~uestion : Do politics matter?-a question that has long concerned
political scientists. Worldwide economic decline both stimulated a reformula~i?n of this question and provided almost ideal quasi-experimental
: nd it1ons f~r answering it. This reformulation began with a disappointent. The simple left-right hypothesis, that countries with conservative
governments
Id h
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.
.
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.
crati~ countnes, had worked well during the 1960s (Hibbs,
1977) b
scie . ut wa~ evidently invalidated by events after 1970. When political
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societal interests, as it had been conceptualized by neocorporatist theory
(Schmitter, 1974; Schmitter and Lehmbruch, 1979; Lehmbruch and
Schmitter, 1982; Tarantelli and Willke, 1981; von Alleman, 1981).
Neocorporatism implies specific organizational structures of unions
and employer associations, specific types of industrial relations, and specific relationships between the "social partners" and government policy
makers. As an ideal type, which was approximated in Scandinavia and
Austria during the 1960s and 1970s, the neocorporatist model is defined
by the coexistence of the following characteristics: a monopolistic union
movement without ideological cleavages or competing craft unions and
with a high degree of organization; a similar degree of organizational
concentration on the employer side; centralized collective bargaining;
and participation by the peak organizations of labor and capital in the
formulation of government economic and social policy. Comparative
political studies that included quantitative indicators for the degree to
which a country approached this neocorporatist ideal were relatively
more successful in explaining economic performance during the 1970s
than studies that used only indicators for the left-right dimension. In
fact, countries with social democratic governments and with neocorporatist institutions were shown to be successful not only in their expansion of
the welfare state but also in their fight against unemployment and inflation. Thus it seemed that, with the discovery of neocorporatist institutional arrangements, comparative political research had found a simple
and powerful explanation for the economic policy success or failure of
highly developed industrial countries .
In the meantime, enthusiasm for this discovery has waned. The variance in economic performance not explained by political and institutional. factors was always large and now seems to be increasing. Some countries. that ranked high on the corporatism scale-Denmark, Holland,
Belgi~m, and the Federal Republic of Germany-have experienced increasing unemployment since the end of the 1970s. The countries that
ranked highest on that scale, Austria and Sweden, have also had serious
I.
.
economic d'ffi
th
. 1 1cu ties smce the end of the 1970s. At the other extreme,
e United States under the Reagan administration has been highly
successful not onl . fi h .
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arnong the ~use th ~ onset of the economic crisis increased differences
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tions for this increase must take account of national differences. If we
further assume that all countries were confronted with similar problems
at the beginning of the 1970s and that all governments had the same
interest in avoiding unemployment and maintaining price stability, there
is much to be said for the presumption that the differences in economic
performance may have been caused by political and social institutions,
since these are the factors that most distinguish countries from one
another.
Political and social institutions are like specialized tools; they can
achieve much that would otherwise not be possible. They help to structure collective behavior by reducing the set of possible responses by all
participants to a smaller set of rule-governed responses, which can be
anticipated by others in their own plans . Hence, institutions permit us to
design more complex strategies and to realize more ambitious goals. But
the gain in power is achieved through selection. The action repertoire of
institutions is constrained as its effectiveness increases, and it cannot be
changed at will, or with any speed . This does not mean that we should
see institutions as wholly rigid behavioral programs. Their repertoire
usually consists of a variety of permissible solutions that can be matched
to particular situations and refined and adapted to deal with new situations over time. Thus in the 1950s and 1960s, when conditions were both
favorable and stable, most Western nations developed successful economic programs despite great institutional differences.
I believe that this dynamic explains both the convergence of economic
and political trends during the 196os-when the preferences of leftist or
rightist governments still influenced tradeoffs at the margin between
inflation and unemployment-and their divergence in the period that
followed. Under crisis conditions, there is not enough time for incremental adaption of institutional repertoires. Policy responses then tend
to follow a law of inertia according to which previous solutions are con·
tinued or even intensified until catastrophe compels a change of govern
ment that facilitates a radical break with past practices. Success or failu
at the beginning of a crisis probably depends more than at any othe
time on the accidental coincidence between the existing policy repertoi
and the requirements of the new situation (Scharpf, 1981; 1979).
We can thus interpret the findings of comparative studies as folio
Economic policy responses are institutionally constrained, but they
be changed . Before 1970 most of the industrial nations were relativ
successful, and the remaining differences among them could be
plained by their different political priorities. When the crisis began,
overwhelmed the institutional adaptability of all countries. In thee
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stages of the crisis, countries with neocorporatist institutions were particularly fortunate, because policy responses within their repertoires happened to be relatively successful under the new economic conditions. As
the crisis continued, however, the coincidence diminished, either because economic problems persisted for so long that the resources of
corporatist policies were exhausted; or because the problems changed so
that originally "appropriate" policies ceased to be effective; or because
the countries that had originally been unsuccessful were now able to
adapt their own policy repertoire to the demands of the new economic
situation.
If we follow this interpretation to its logical conclusion, it becomes
clear why quantitative analyses could only partially explain economic
performance during the crisis. The relationship between economic outcomes and institutional arrangements was mediated by the economic
strategies that were actually pursued. These strategies are excluded
from the analytical design of quantitative comparative studies, and their
exclusion is not an accidental or easily corrigible defect but a fundamental methodological limitation. This becomes clear when one looks at the
causal relations underlying the regression coefficients.
Neocorporatist literature offers two complementary hypotheses that
could explain the positive correlation between economic success and
corporatist structures. The first interprets corporatism in class theoretical terms, as a power resource of the labor movement that assures its
influence on government policy even when social democrats are out of
of~ce or when economic conditions weaken the bargaining power of the
u~1o?s (K_orpi, 1983; Esping-Andersen and Korpi, 1984). This hypothesis 1s qmte plausible in explaining the achievement of redistributive
goals. The goals that become important in the course of the crisis,
however-economic growth, full employment, and price stabilitycould not be obtained through victories in the distributive battle between
~bor an~ capi~al. For their explanation, therefore, the power structure
YP0th esis by Itself seems inadequate.
nelnstead, a_ se_con_d ~ypothesis gains in plausibility. It maintains that
calocorporat1st mst1tut1ons will increase the "governability" of the polititio:y~tem as a whole. By drawing large, monopolistic interest organizas mto the gove
.
.
to obl" th
rnment process itself (Schmttter, 1981 ), they are able
ige ese orga · ·
policy
mzations to contribute to the achievement of public
1
coord _go~ sa nd to create favorable conditions for macroeconomic policy
mat1on That
lated c
·
seems reasonable enough but whether the p.ostuonnection did i f
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cannot be f h
n act exist unng the cns1s 1s a quesuon that
urt er discussed at the present level of theoretical abstrac-
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tion. It depends on a closer examination of the potential relationships
between institutional arrangements, economic policy strategies, and economic success.

POLICY STRATEGY AS AN EXPLANATORY CONCEPT

Economic problems are, of course, influenced by the policy measures
that are taken and not by the institutions that make economic policy. But
even policy measures do not affect economic problems directly. Whether
they take the form of direct commands or indirect incentives, their results are achieved only by influencing the behavior of "economic subjects": individual investors and savers, producers and consumers, employers and workers. In a pluralist state open to the world economy,
however, such signals do not emanate from a single source but from
many sources at once: from the national bank, from the ministers of
economic affairs, or of finance, from the budget committee of the legislature, from the labor authority, from the states and municipalities, from
the unions-or even from the European Commission, the Federal Reserve Board of the United States, or a meeting of the Organization of
Petroleum-Exporting Countries (OPEC).
To be effective, the parties whose behavior is to be influenced by
government policy must be able to recognize it over the "white noise"
generated by the multiplicity of other signals-intentional and unintentional-broadcast by a chaotic world. This effect can be produced either
by a particularly powerful individual signal, such as that sent by OPEC in
1973-74, or by bundling an array of policy measures whose signals
would cancel each other out if they were uncoordinated. Thus it may be
generally sufficient to define "strategy" as a recognizable "pattern in the
stream of decisions" by individual actors or organizations (Mintzberg
and McHugh, 1985; Mintzberg and Waters, 1985), but in the area of
economic policy such a pattern can be created only if the decisions of
several or many participants are effectively coordinated. However, the
various economic policy makers are likely to pursue their own different
economic and institutional interests, and they are likely to be guided by
their own interpretations of the situation. Thus, their participation in
concerted strategies is problematic in principle. The difficulties will vary
with the degree to which their interests conflict (Axelrod, 1970), but they
are also affected by the prevailing power relations and institutional arrangements that either permit certain interests to be suppressed or facilitate the development of common worldviews and agreement on compromise solutions. It is in this context that the second corporatism
12

hypothesis is of obvious relevance. Und~r the institu~ional arrange_m_ents
postulated, union a~d m~nagem_ent ehtes are _c ontinuously and Jomtly
involved in economic pohcy makmg; they are hkely to be fully aware of
each other's interests and interpretations; and if opportunities for improving overall economic performance through joint action exist, they
are more likely to make use of them.
Nevertheless, joint participation in policy making can only be half of
the explanation. A successful economic policy strategy depends not only
on coordination but also on the strategy's suitability for achieving the
desired effect in a given situation. Corporatism can be made to account
for superior economic performance in the post-1970 era only if it can
be established that the strategies adopted by corporatist institutions were
particularly well suited to prev~iling. economic conditi~n~. It is theoretically possible to show that this was m fact the case, but 1t 1s not nearly
so easy as the neocorporatists had claimed.
Western industrialized nations did not all face the same economic
conditions, and these conditions did not even remain stable over the
entire crisis period. Empirical tests would thus depend on detailed structural and time-series analyses of individual countries. Moreover, the
theoretical distinction between situational "conditions" and "strategy" is
difficult to maintain empirically, in view of the interactive relationship
between "cause" and "effect." Favorable initial conditions can be made
worse by the wrong economic strategy and unfavorable conditions can
be improved by the right strategy. More important, however, economic
strategies are not clearly circumscribed states of affairs that can easily be
isolated or measured. To use Georgescu-Roegen's (1986) distinction,
they are not precisely defined "arithmomorphic" constructs but diffuse
"dialectic constructs" in need of interpretation.

THE NORMATIVE-COGNITIVE AMBIVALENCE

OF STRATEGIES

Before 1970 most politicians probably agreed on the desirability of
economic growth, full employment, stable prices, and balanced external
accounts (while today some would question the benefits of growth and
some, perhaps, also those of full employment). But even then no political
consensus existed with respect to the second-best combination of goals
when not all of them could be achieved simultaneously. Once the necessit~ for choice became apparent, the various political parties assigned
~•fferent priorities to fighting inflation and fighting unemployment,
since those problems by no means posed equal threats to the economic
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interests they represented. At the same time, cognitive conflicts over the
interpretation of changing economic conditions and the efficacy of specific policy instruments became more serious. A conservative government's monetarism differed from a social democratic government's
Keynesianism not only in terms of the ·goals it pursued and the instruments it employed but also in its interpretation of economic developments and conditions and its understanding of the relationships between
policy instruments and targets, measures and results. Governments that
gave up on job creation programs, for example, were not necessarily
signaling disinterest in full employment. They may have been convinced
that the most effective full employment policy was to fight inflation and
improve business profits. Consequently, different governments contended with different problems, recognized different facts, and experienced different victories and defeats. Each can be evaluated fairly only
on its own terms.
In short, by themselves, objective indicators and certainly the results
achieved cannot tell us what strategy a country was actually pursuing.
Like all human action, economic policy is possible only within a cognitive
framework that pairs goals with available means and the critical conditions of the decision environment. And neither the goals pursued nor
the causal efficacy of economic policy instruments, nor the conditions of
the economic environment, are sufficiently beyond dispute to be simply
taken as facts that could be plugged into cross-national multivariate regression equations. That does not rule out the possibility of scientific
explanations, but in the turbulent world of economic policy making
under conditions of international crisis, all strategies must also be seen as
exploratory natural experiments. If we try to assess the findings they
yield, we must first understand the questions that were posed.

STRATEGIES AS HISTORICAL EXPERIMENTS

The key question of this book, whether government economic policy
could have avoided or mitigated the consequences of the worldwide
recession after 1970, cannot be answered without reference to the specific priorities guiding the policy makers' choices and to the way they inter·
preted prevailing economic conditions. Both changed during the period
under study. At the beginning of the 1970s, the Keynesian-neoclassical
synthesis dominated economics, both theoretical and applied, in the
Western industrial nations. Ten years later, economic policies nearly everywhere were guided by the tenets of monetarism or supply-side economics. Equally dramatic shifts took place in the policy priorities of the

governments in power. In the early 1970s, most would have agreed with
Helmut Schmidt's maxim that 5 percent inflation is better than 5 percent
unemployment. By the early 1980s, nearly all the governments of the
Western nations gave priority to price stability. This shift entailed not
only a change in political evaluation but also a change in the object of
scientific explanation. It makes no sense to try to explain the failure of A
if B was the policy target.
Researchers may investigate and even explain these changing orientations. But when the goal is a systematic examination of the potential
scope for and effects of economic policy options during the crisis period,
the researcher must also adopt one of the competing working hypotheses that have in fact guided political actors in their real-world experiments. For the same reason, the demise of Keynesian action perspectives
that occurred in many countries during the crisis also limits the opportunities for new insight. From a purely scientific point of view, it is poor
practice to change the experimental design in mid-course. Recognizing
this difficulty, this book concentrates on the economic policy of four
European countries, the Federal Republic of Germany, Great Britain,
Austria, and Sweden, whose policies at the onset of the crisis were
shaped by social democratic governments, and it pursues their experiences only to the end of the Social Democrats' participation in government: to 1979 in Great Britain and to 1982 in the Federal Republic.
Sweden had a centrist coalition government between fall 1976 and fall
1982 but maintained its social democratic commitment to full employment. Events in Sweden, as in Austria, will therefore be explored up to
the mid-1980s. Two reasons bearing on research strategy speak in favor
of this choice.
Social democratic parties (including the British Labour party and the
Austrian Socialist party) have historically evolved from workers' movements and they continue to represent workers' interests, although these
have become more differentiated and the parties have broadened their
class base to the point where they could even be described as "catch-all
parties" (Kirchheimer, 1957; von Beyme, 1982:86-116). Nonetheless,
despite all the differences of interest among their constituents, they all
ren:iain committed to one priority above all other goals of economic and
social policy: for them, the achievement and maintenance of full employment ranks first, above increasing real incomes or other distributional
goals _(and, of course, above the maintenance of price stability or of
reducmg the public sector deficit).
1Social Democrats have many reasons for assigning priority to full em0 Yment. According to the platform of the Social Democratic Party of
ermany (SPD), paid work is a "basic precondition of human existence."
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It not only ensures "material survival" but also "changes, develops, and
educates" human beings (SPD, 1986:50). Tight labor mark~ts enhance
the individual's life chances, opportunities for personal ch01ce, and the
possibility of "walking tall." Only full employment, according to Br(t!sh
Labour party economist Thomas Balogh, "r~mov~s the need for serv1hty,
and thus alters the way of life, the relauonsh1p between classes. It
changes the balance of forces in the econ~my" (1982:47)._ ~ut hardheaded power considerations are at least as _important as spmtual concerns in giving weight to full employment. Tight labor mar~ets enhance
the economic power of workers relative to employe~s and !~crease the
probability that union demands will be met. From this strate~JC perspective, full employment is a public good and_ not merely _a ~nvate good ,
since it benefits even those workers whose Jobs are not m Jeopardy.
Thus, when economic conditions left them any choice at all, social
democratic governments must have had a preference for_ full-empl?yment strategies in keeping with their own self-understanding and with
the unambiguous interests of their politic_al const!tuents and of t?e
unions representing those interests. And given their presum~d clanty
and seriousness of purpose, it may also be presumed that sooal democratic governments exploited all eco~omic p~li_cy options_ available. to
national governments under the speofic conditions of their respective
countries in order to avoid, or to eliminate, mass unemployment. From a
research point of view, these are more promising experimental conditions than would be provided by the analysis of perhaps halfhearted
efforts undertaken by less committed governments.
Moreover the "reformist" Social Democrats and unions of the four
countries w~ will compare had a stronger-and hence, de_spite _a~ disappointments, a longer-commitment to ~eynesian e_conomJC pohoe~ th~
did other political parties. Their strategies and their results c~n be mter
preted within a fundamentally common political and economJC_ frame 0
reference. We will present its outlines before we proceed to discuss th
real historical experiences of the four countries.

CHAPTER

Prerequisites for Control of the Economy

Not all economists believe that the performance of capitalist economies can be, or even should be, controlled by government intervention.
Since market economies are by definition highly decentralized, the goals
of government economic policy cannot be directly realized by government action. They are produced by the innumerable microeconomic
decisions of producers and consumers, employers and workers, capital
owners and investors. All of them are generally assumed to pursue their
?wn microeconomic goals, and they are not directly concerned with the
impact of their choices on the overall performance of the economy.
~?st~~d, their decisions are supposed to be coordinated through the
mv_1S1ble hand" of the price mechanism working in anonymous markets.
1s~greement on the relative efficacy of market coordination is the
principal issue dividing the three leading schools of economics in the
WMe st~rn world today: the neoclassical, the neo-Keynesian, and the neoarx1st. Howev
· h er Keynes1ans
·
·
·
ne1t
nor u,
vvestern Marxist
economists
d eny the sup er,
·
·
·
fi •
enor m1croeconom1c ef 1oency of market coordination
even though th
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ey are generally more
impressed with the practical
1mpo rtance of
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1y, externahues, and other market failures than
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f h
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that all mu akted capital. While neoclassical economists tend to assume
mar ets are J"k
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th
a 1_ e m prmc1p e, both Keynes1ans and Marxists
Spahn, 1986 _e assumption of a hierarchy of markets (Ostleitner, 1979;
detennin h· 17°-9 2 ). In their view, the markets for yield-seeking capital
e t e level of
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consumption opportunities of households and the revenue obtainable by
government. At first blush, of course, that argument seems insuffici~nt
to establish the unilateral dependence of all other markets on the capital
market, since capital accumulation itself results from the savings of
firms, households, and governments. The relationship among markets
would be one of circular dependencies rather than of unidirectional
hierarchy. The postulated asymmetry becomes more plausible, however,
when one compares the relationships among the two sides in each market. In goods markets, for example, businesses can mak~ a profit on~y
when they offer goods for sale, while households can increase their
material welfare only by acquiring goods offered in the market. Similarly, in labor markets, households must sell their labor to earn the
income they use to buy goods, and firms must buy labor to produce
goods for sale. The dependency relationships between the supply side
and the demand side in goods markets and labor markets are thus of a
mutual and exclusive nature, with the implication that neither side
would be able to withhold its own supply for any length of time without
incurring serious disadvantages. 1 It follows that marke~ clearing prices
will reflect the relative scarcity of supply and demand in each of these
markets.
Financial markets, however, are not constituted by the bilateral relationship between two homogeneous sides. On the one hand, there is the
market for production investments, which is of particular importance
for government economic policy. In t~is market, the savin~? of firms,
households, and government confront investment opportumt1es or projects in need of financing. Each of these investment projects pro~ises to
yield a specific combination of risks and returns. If the market 1s effi•
cient, only investment projects with expected profits equal to or greater
than the average rate of interest will be exploited. This guarantees that
capital will first flow to the most productive opportunities available. But
even if capital markets are efficient at the microe_conomic level, ~hey ca
give rise to macroeconomic problems because t~e1~ ~arket-cle_a ring rat
of return are not determined solely by the availab1hty of real investm~n
opportunities. Business can invest in plant and other structures, equi
ment, and inventories only if it finds the funds to do so, but savers don
have to put their funds at the disposal of business. They have two oth
options.
First and foremost, savers do not have to invest. They can hoard
1 . Of course, both sides of the goods and labor markets could restrict their ~
mance for a time. But because human labor cannot be stored, any restncuon of supp Y
a permanent opportunity cost, as is also the case wi.th the failure to sell peri~hab:ould
For the rest, functioning markets rarely create cond1t1ons under which hoarding
wo rthwhile for the individual seller.
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available investment opp~:>rtu~ities ap~ear too risky. Consequently, savmgs .may at least tempo~a~ily disappear into Keynes's liquidity trap. This
implies a macroeconomic investment gap in which funds for investment
become s~arce and expensive, constraining output, employment, and
consumpt10n. Generally, however, holding liquid assets implies a zero
rate of return, so that low-cost sources of finance should still be available
for reasonably secure and profitable investment opportunities. But that
is s~rictly true only w_hen investme~t opportunities compete exclusively
against money-hoarding pure and simple. It is not true when alternative
opport.uniti~s a~e available i~ the market for nonproductive but potentially h1gh-y1eld_ mvestments m national and international money or currency markets, in government securities, or in speculative investments in
gold and other valuable assets.
The supply s!de of ~he capital market thus has a choice among a
number of options, with the crucial consequence that the marketclear_ing pric~ for capital is not exclusively defined by the relationship of
relative scarc1ty_between the s~PP!Y of capital and the supply of profitable opportumt1es for prod_uct1ve investment. As a consequence, capital
o'"'.ners depend Jes~ on the mvestment opportunities provided by enterpnses than enterprises depend on the supply of capital. This fundamental asymmetry accounts for the fact that "subordinate" goods and labor
markets dep~nd on developments in the hierarchically "superior" capital
markets._ If in~erest ra~es climb while business profits are unchanged,
savers will red1~e~t theJr assets to unproductive monetary investments,
th ereby constrammg the eco~omy'~ capacity ~o produce and reducing
output and employment first m cap1tal-goods industries and then more
gene~ally. Even if all monetary investments were to flow immediately
back mto domestic economic circulation as income (but not as investml e~t), the consequence would be involuntary unemployment. This c'onc
· · c
•
c us1on hold
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Hence "capitarism, "d e fime db y t h e existence
·
· markets
of free financial
h
as a Janus fac o
·d ·
'
.
e. n one s, e, it guarantees that society's resources
l·n I ct·
c u mg Its
· 1 ·11 b ·
'
capita , wi e mvested productively and efficiently. This is
a 1.
c aim that no 0 th
.
syst
.
er economic system can make, because no other
em provides eq II fc · ·
•
most
fi
ua Ye 1ect1ve incentives to allocate real assets to their
pro Itable uses O th
h
.d
. 1·
.
.
.
choice b
· n e ot er s1 e, capita ism also implies pnvate
etween prod ·
d
.
.
and h ence the nsk
. ofuct1ve an nonproductive
monetary mvestments '
. .
worlct-w·ct
.
macroeconomic imbalances that may" escalate into
I e cnses Th
d b
b
.
.
classical
.·
e e ate etween Keynesian, Marxist, and neoeconom,sts r
I
.
·1 f
assigns to th· d.
esu ts pnman Y rom the varying significance each
fortnulat,· is ilemma and the conclusions each draws from it for the
.
f
Marx· ston and e xecut,on
o government policy.
, and left-K
·
.
eynes1an economists (represented in West Germany

CAPITALISM UNDER DEMOCRATI C CONTROLS

by the Memorandum Group and in Great Britain by the Cambridge
S~hool) s_tre~s c~pitalism's inherent instability, as well as the highly inequitable_d1~tnbuuon of property and income it produces. They also stress
the ub1qu1ty of monopolies and external effects, the existence of which
raises doubts about the relative efficiency of capitalism . Given these concerns, it should come as no surprise that Marxist economists frequently
recomm~nd the suppression of financial markets, even where they favor
markets m other respects. Demands for nationalization on the part of
the orthodox Left do not therefore necessarily imply a desire to create a
full-fledg~d "com mand economy" with centrally planned production,
consumption , and employment-the specter that so horrified Hayek
( 1944), von Mises ( 1944), and Eucken ( 1959). Instead, those demands
~nd-with ?Teater precision-the debates of the 1970s about guided
investment m West Germany (Meif3ner, 1974; Besters et al., 1975) and
the w~r~e~s• fund _in Sweden (Mcidner, 1978) focused on the desirability
of sooahzmg the mvestment function-a prospect that Keynes himself
had also contemplated. But even these moderate proposals were rejected
out of hand by many Keynesians, as well as by the great majority of
neoclassical economists.
The neoclassical position, which once again predominates in Western
industrial nations, is characterized by the following principles: ( 1) all
ma~~ets tend to ~quilibriu_m; (2) in equilibrium all production opportumues are exploited , all JOb seekers are employed, and all realizable
con~~m~r dema~~s are met; and (3) actual markets will approximate
eqwhbnum cond1uons when a workable degree of competition and flexible prices are assured. From this point of view, there are no fundamental differences between financial markets and other markets except perhaps__ that financial markets, with their greater transparency and
mob1hty, should reach equilibrium even more rapidly. In a neoclassical
world, therefore, long-term imbalances (e.g., long-term involuntary unemployment) should be impossible. If they nevertheless occur, they must
result from monopolistic wage or price setting or government interventions that have reduced the flexibility of market adjustments.
Governments are expected to pursue a vigorous antitrust policy. Apart
from that, neoclassical economists would minimize government intervention in economic processes, and they would prefer to see inevitable
interventions take the form of market-like incentives and disincentives
rather than of command and control regulation. Yet if neoclassicists are
critical o~ state intervention, their attitude toward unions can only be
characterized as hostile. In their view, the only function that unions
could possibly have is the exercise of monopoly power to fix wages above
the market equilibrium-which must, of course, produce unemploy2
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ent. Accordingly, neoclassical recommendations for combating unem~oyment always imply a reduction of real wages, to be achieved through
p oralistic appeals to the unions' macroeconomic conscience or through
mroposals 1or
c
"
.
b ustmg.
. "
umonp Finally, neo-Keynesian economists emphasize the crisis-prone character of capitalist economies as much as the Marxists do. In their view,
rises have their origin in the capital market and the ever-present danger
~f "liquidity traps" that may entail labor market equilibria below the fullemployment level (Rothschild, 1981). In their description of all markets,
moreover, Keynesians emphasize the significance of market imperfections. They expect to find price rigidities everywhere, not just in the
labor market. Hence Keynesians do not share the neoclassical belief that
a reduction of real wages is a sure-fire cure for persistent mass unemployment (Kromphardt, 1985), nor do they regard nonintervention as a
generally optimal strategy of government economic policy.
In contrast to the Marxists, however, Keynesians tend to appreciate
the microeconomic efficiency of profit-oriented private choices. They
thus reject not on ly outright nationalization but also direct government
controls on the quantity, quality, timing, and location of private investments. But of course that does not preclude the prohibition of certain
kinds of investments, or of investments at certain locations, for reasons
of health, safety, environmental protection, or land-use planning. Nor
does the Keynesian credo preclude the use of positive and negative
incentives to stimulate regional or sectoral development or technological
innovation. Above all, Keynesians do believe in the possibility of a global
management of the macroeconomic business cycle (Thoss, 1975).
Thus Keynesians believe that governments need to manage economic
processes. But since they have set out to stabilize and correct capitalism
rather than to replace it, they must depend on indirect and global instruments of control that are supposed to influence private economic
calculations without undermining the efficiency of capitalist choices.
Compared to the simpler concepts and more straightforward recommendations of Marxist and neoclassical economics, Keynesianism thus
occupies a more difficult intellectual and practical position. Its theoretic_al constructs are more dependent on empirical data and its interpretal!ons of given economic situations are more contingent than is true of its
~ore apodictic competitors . From the point of view of government practice, Keynesian economics is also more demanding in its requirements
for the precise specification and variation of fine-tuned policy measures.
All that must have seemed highly attractive to academic economists.
Once John Hicks and Paul Samuelson had created the neoclassicalKeynesian synthesis that conferred academic respectability on Keynes's
2I
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heretical doctrine, macroeconomists experience?_a grati~ying increas~ in
political influence and profes~io~al opportumt1es: This was ~he time
when big economic research mst1tutes competed m constructmg ever
more complex and larger macroeconomic simulation m~dels on the
basis of which Keynesian policy makers, supported by _h1gh-powere?
economic advisers, attempted to smooth out the last fl~rnes of the business cycle. Clearly, such a degree of a_rcane profess10nal co~petence
could not have been obtained with the simpler and more accessible doctrines of the Marxists or the neoclassicists (Lindberg, 1983). Howe~er,
when it became apparent at the end of the 1960s that the ?eo-Ke~nes1an
fine-tuning of the economy was working less and less ~ell m practice, the
neoclassical-Keynesian synthesis began to crumble m theory as ":ell.
While a leftist strand of Keynesianism returned to the m~re rad~cal
positions of the original ~eynes,_ the mon~tarist and_ supply-s1d~ _revival
of older neoclassical doctnnes gamed first m academic respectability and
then very rapidly in practical influence a~ _well.
.
.
I suspect that the difficulty of populanzmg Keynesian d1ag~?ses ~nd
recommendations at least accelerated the change _of the pol_1tical tide.
The nostrums neoclassical (and Marxist) economists pres~nbe _alwa~s
tend to point in the same direction. _They are easil_y simplified m editorials and even their vulgarized vers10ns are essentially correct. Keynesian p;escriptions, however, cannot be reduced to a sii:npl~ rule_ofthumb
Their validity 1s enurely
(e.g., more "market" or more. "state").
.
F conh
tingent on the specific economic circum_stan~es of the mom~nt. _or~ at
. ·
reason, Keynes's theories are not only mvahdated .by overs1mphcat1on,
h t
but they are also much more easily falsified by pract~cal app 11cat1ons t a
do not precisely fit a given situation. In short'. despite all t?e hopes tha
Keynesianism engendered in the postwar p~nod, the_c~ntmgent natu
of its analyses and the conditional nature of Its prescnpuons wer~ al~ay
a potential ideological or pol_itical weakn_ess: On the level of pnnop!
and of practical political maxims, Keynes1amsm never offered th~ rel
of a clear yes-or-no answer to policy questions but ~nly t~_e amb1vale,,
"on the one hand . .. and on the other," or the hesitant It depends.
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Yet precisely this fundament~l ambi~alence of Kernesiani~~.
sponded almost ideally to the 1deolog1cal _n_e eds of reformist
01
democrats in the postwar period. As the pohucal arm of the labor
ment, and historically shaped by Marxism, t~ese social demo~rats co
not accept capitalism as it was. Under the given power relat1ons,
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ever, they could not abolish it either, even if they still seriously wanted to.
Their own economic insights as well as the practical economic experiences of the Soviet Union and its satellites had persuaded the social
democratic parties in the four countries in our study to back away from
old-line Marxist concepts. They were searching instead for a middle way
between the "real existing" socialism of scarcity and the prewar capitalism of exploitation and depression. Their goal was, to put it bluntly, no
longer to overcome capitalism but only to "humanize" the capitalist
mode of production, and then only to the extent that this would not
impair the capitalist potential for creating material welfare. For the rest,
social democratic programs focused on the progressive social utilization
and the just distribution of the wealth that was so created. Social democrats gave priority to developing social security, creating equal access to
educational opportunities and health services, and irpproving the public
infrastructure. Unions fought for higher real incomes, shorter working
hours, and better working conditions-to which list one should add the
equalization of primary incomes for Sweden and the extension of worker participation and codetermination for West Germany.
Before the advent of Keynesianism, however, the reformist position
was intellectually vulnerable in the ideological disputes with the Marxism
of the Old Left. As long as capitalist crises could happen at any moment,
whatever gains unions and social democratic parties might have achieved
in the redistribution of incomes or the expansion of public services must
hav~ seemed extremely insecure. Indeed, the unions had been helpless
durmg the Great Depression of the early 1930s, as the welfare state
collapsed under the burden of mass unemployment. Social democrats
could thus make their reluctant peace with capitalism only if they could
~so hope to avoid its recurrent crises or at least to dampen them sufficie~tly _to assure the contin uous economic growth that was necessary to
mai~tam full employment and expand public services. That hope was
pr?vided by Keynesian economics. It was only in alliance with Keynesianism that social democratic concepts could achieve the intellectual hegem~ny that shaped the postwar era and made it meaningful to speak of
a ~ial democratic consensus even in countries where social democratic
Parties rarely h d h
.
. .
.
(Dah
d
a t e opportumty to paruc1pate m government
ren orf, 1979: 147ff.).
On the other h d h
.
.
forrnist
.
an , owever, Keynesian economics also posed to rethe cent~?Cial d~mocracy a subtle danger to which both the Old Left and
on mora/ st parties were immune. While Marxists condemned capitalism
ted to its grou nd s and wanted to abolish it, centrist parties were commithO\vever moral acceptance and practical maintenance. Social democrats,
' Supported
· 1·
capita ism on grounds of economic and political
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expediency even though they continued to reject its moral implications:
the pursuit of egoistic self-interest, competition at the expense of social
solidarity, and the allocation of life chances according to the criteria of
market success. Under the constant pressure to legitimate their "middle
way" against the criticism of the Old Left and the New Left within their
own parties, in the trade unions, and (in some countries) in competing
Marxist parties, social democrats were often provoked to promise the
fulfillment of socialist ideals even under capitalist conditions-and
Keynesian economics made the temptation to translate this rhetoric into
political action almost irresistible.
Keynesians, after all, could not oppose the moral and political rigor of
the Left on moral grounds; all they could draw upon were technocratic
arguments. But as the optimistic belief in fine-tuning the economy began
to spread under the influence of the neoclassical-Keynesian synthesis,
social democrats tended to forget what both Marx and Keynes had
known: that capitalism was a dangerous and untamable beast that
needed to be handled with utmost caution. The technocratic warnings of
Keynesian economists thus lost their political persuasiveness, at least in
countries large enough that their external vulnerability itself was not
sufficient to structure debates about economic policy. Unlike the centrist
parties, which were always concerned about the health of the economy
(and unlike the orthodox Left, which never tired of predicting the next
depression), social democrats tended to concentrate on idealistic reforms, and some were quite happy to "test the robustness of the capitalist
economy" with ever more financial, regulatory, and procedural burdens.
In some countries, this surely contributed to the depth and duration of
the crisis in the early 1970s.
For the same reason, the social democrats were long unable to re•
nounce their optimism about macroeconomic fine-tuning even after the
crisis began. They depended on it to justify and defend their political
and moral identity, whereas the centrist parties had merely followed the
rules of political competition. As long as the credibility of the Keynesian
program went unchallenged, and as long as the interests of their constit·
uents were met by an economy in which the government took care of
growth, stability, and full employment, it was politically advantageous for
them to endorse that program. But when Keynesian control proved
ineffectual and the consequences of its failure became more significant
in the 1970s, neither the interests of their constituents nor their own
convictions kept the centrist parties from returning to neoclassical analysis and policies.
It was different with the social democrats, whose political fate w
inextricably bound to the promise of successful management of th

capitalist economy. They had no ~hoice butt? a~here to ~eynesianism as
Jong as possible ~~d try everything _to realize Its promise, even under
nfavorable cond1t1ons. Because their efforts were desperately serious,
un examination of their successes or failures ought thus to give us more
~nfonnation about the possibilities and limits of the political manage~ent of crisis-prone capitalism than can the policies of the centrist governments, which were never really committed to Keynesianism. But before I present and analyze the experiences of the four countries in our
study, I need at least a short overview to clarify the problems at which the
Keynesian controls were directed and the instruments they had at their
disposal.

ECONOMIC PROBLEMS AND THE INSTRUMENTS
OF ECONOMIC POLICY

There are basically four kinds of macroeconomic problems: unemployment, inflation, weak economic growth, and chronic foreign trade
deficits (which result in balance-of-payments crises under a regime of
fixed exchange rates and in currency devaluation under flexible exchange rates). Keynesian policy instruments can thus be directed at any
one of these problems. Chronic foreign trade surpluses, on the other
hand, which are equally disturbing from the standpoint of international
equilibrium, are generally seen as beneficial from the perspective of the
nation experiencing them.
In Europe inflation and unemployment were perceived to be the most
serious macroeconomic problems during the 1970s. Each can appear in
two forms and, depending on whether its cause is to be found on the
demand side or the supply side of the goods market, can make different
?e~ands on economic managers. However, because changes in price
md1ces or employment statistics do not include information about their
origins on either side of the market, macroeconomic managers must
depend on theoretical interpretations to explain these changes-which,
of course, are the subject of vigorous dispute among the various schools
of economics (Malinvaud, 1977). Figure 2 .1 shows the general pattern of
potential interpretations.
The interpretation reflected in field (1)-demand-gap unemployment-is distinctly Keynesian. The most important economic concern is
une~ployment and its cause is insufficient aggregate demand (which
manifests itself in capacity underutilization). Firms could be induced to
produce more and hire more workers if demand were higher. For Keynesians, this diagnosis calls for government intervention aimed at expand-
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Causes

Problems
Unemployment

Inflation

Demand side

Supply side

(1) Due to lack of dem and
(Keynesian)

(2) Due to lack of jobs
(classical)

(3) Demand-pull inflation

(4) Cost-push inflation

Figure

2. 1 .

Typology of macroeconomic problems

ing aggregate demand. Neoclassical economists, however, contend that if
prices and wages were flexible (downward), unemployment due to lack
of demand could not occur. Their diagnosis calls for reducing real wages
and prices so that sales, production, and employment can grow, even if
wage reductions should entail further declines in consumer demand on
the part of workers.
On the other hand, the interpretation of investment-gap unemployment reflected in field (2) is distinctly neoclassical. Even if unemployment is presumed to be the most serious economic problem , its causes
are found not on the demand side of the goods market but on the supply
side. Firms fail to hire all job-seekers despite sufficient demand (indicated by stable or rising prices), because increased production would be
unprofitable given existing factor costs and goods prices. "Classical" unemployment has two basic etiologies, however, each of which has a distinct prognosis. Where unemployment coexists with unfilled (technologically and economically "modern") jobs, lower real wages would in
the neoclassical view be sufficient to reduce unemployment. Keynesians,
on the other hand , are aware of the difficulty of lowering wages and
would instead try to increase profits by increasing aggregate demand
and prices and thereby the demand for labor. If, on the other hand,
existing production capacity is fully employed, only an increase in the
profitability of productive investment can achieve increases in employment. Under these conditions, even Keynesians would not recommend
stimulating aggregate demand . Nevertheless, they would not limit
supply-side measures to wage restraint and tax cuts but would emphasize
the importance of lower interest rates for reducing the opportunity cost
of productive investment.
Monetarists favor the interpretation reflected in field (3), demand-pull
inflation . When existing productive capacity is fully utilized or firm prof.
its are too low, an increase in aggregate demand will lead to an increa
in the inflation rate, not to increased production and employment. Un
der such conditions , even from a Keynesian perspective, the prope
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remedy is tight government fiscal and monetary policies to reduce agregate dema nd.
g Finally, field (4), cost-push inflation, like demand-gap unemployment,
is inconceivable in a neoclassical world. Given flexible prices and wages,
an exogenous price increase (e.g., the petroleum price shock) could
affect only relative prices but could not raise the general level of inflation. Inflation , therefore, necessarily demonstrates that the money supply has been expanded too rapidly and should be constricted to stabilize
prices. In contrast, Keynesians believe that prices and wages are often
relatively inflexible and that the wage-price spiral, in which cost increases induce price increases, which in turn induce increased wage
demands, and so on, is an important inflationary mechanism in economies characterized by imperfect competition and administered prices.
Hence, most Keynesians believe that fighting a wage-price spiral by restricting the money supply would merely generate unemployment. In
their view, the best way to fight cost-push inflation is directly, by reducing factor costs , and indirectly, by promoting price competition among
firms.
The two remaining problems-low growth and balance-of-payments
deficits-did not occur in isolation during the 1970s but were usually
accompanied by inflation or unemployment. Keynesians tended to attribute anemic growth to overly aggressive efforts to combat inflation,
while neoclassical economists tended to attribute balance-of-payments
deficits to overly aggressive expansionary policies intended to increase
employment. We have to look all the way back to the 1960s to find an
economy-Great Britain's-that had weak economic growth and recurring balance-of-payments crises, despite near-full employment and price
stability. At the time, there was nearly universal agreement that Britain's
problems were structural in nature-that its sluggish economic growth
and balance-of-payments crises were due to the chronically low productivity of British industry relative to its most important competitors. The
~reatments prescribed for the "British disease" were therefore primarily
institutional rather than economic in the narrow sense, and were explicitly aimed at the development of corporatist "productivity coalitions"
among employers, unions, and the state (Shonfield, 1965; Middlemas,
1979~- Elsewhere, however, structural measures were assigned a minor
role m the policy repertoire proposed by both neoclassical economists
a~d _K~y~esians. In i:,ractice they were employed primarily as a means of
: 1~ 1m1zmg regional disparities by promoting industrial investment in
gncultural and other backward regions.
KeBut ~hat were the policy instruments on which social democraticynesian hopes rested? At the outset, we should recall that in theory
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both neoclassical (monetarist and supply-side) and Keynesian economists
were opposed to interventions that would ?irectly control ~icroeconomic decisions. Both Britain and the Umted States experienced
episodes in the 1960s and 1970s, however, when the governments tried
to combat inflation with wage and price controls. Even West Gern:a~y,
oriented as it was toward a free market, imposed exchange controls m Its
campaign against imported inflation i_n the ear~y 19~os. B~t such _interventions were criticized even at the lime as bemg either meffect1ve or
counterproductive on theoretical grounds, and practical ex~eriences
were disappointing except in cases where direct controls were imposed
for very short periods to dramatize the situation and to support other
measures taken by government (Frye and Gordon, 1981; Penceval,
1981 ).
.
On the whole, therefore, the Keynesian response to the vanety of
conceivable macroeconomic problems concentrated on measures that
would affect microeconomic decisions only indirectly through positive
and negative incentives and, most important, thro_ugh changes in the
macroeconomic-environment. The instruments available for these purposes include expansionary and restrictive fiscal _policy, expansionary
and restrictive monetary policy, exchange rate pohcy, and-~nder specific institutional preconditions-the possibility of influenc~ng . umon
wage policy. I summarize the probable effects of these pohcy mstruments on demand and supply-side economic problems below.
Expansionary monetary policy permits banks t~ create more ~ oney
and provide more credit, at lower interest ra~es , whIC~ makes poss1?le an
increase in aggregate demand. The actual mcrease m demand will depend, however, on other factors affecting the liquidity p_references of
households and firms and on their inclinations to save and mvest. O n th
supply side, lower interest rates will reduce capital costs. But whether th
opportunity cost of productive investment will also ~e reduced depen
not only on domestic interest rates but also on the yield on other, es
cially foreign, investment options.
_
.
A restrictive monetary policy will move the economy m the opPo5
direction. If it is in fact possible to reduce the domestic money sup
and raise interest rates, which was diffi~ult during the regime of _f~
exchange rates, the impact on effective aggregate dem~nd wil
achieved with greater certai~ty than _is true in the _expans10?a:\e
Equally certain is a supply-side cost mcrease, and 1f dom~suc in
rates are pushed up sufficiently, it is also certain that the higher op
tunity costs of capital will inhibit productive investm~nt.
"!
stimulation of the economy through monetary expans10n 1s as

!hu:,

with a goo? d~al of uncertainty, a tight-money policy must be seen as a
very effective mstrument of economic policy.
The effects of an expansionary fiscal policy, where government outlays
exceed revenues, largely parallel those of an expansionary mon t
· b h d"fr ·
e ary
pohcy, ut t ey _1 1er in several important respects. In the first place, the
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d
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have pos1t1ve effects onlr If tax_ reductions or increases in government
outlays are targeted at increasmg business profits. Whether that will
stimul~te productive investm~nt depends, again, on the opportunity cost
of capital and hence on the impact of the deficit on domestic interest
rates.
_Today governments usually finance deficits by borrowing in the finanoal markets rather t?an br "printing money." Consequently, the public
fisc T?ust co~pete with private borrowers for credit, which means that
defio_t spending m~y have the effect of increasing interest rates. Whether th1~ effect has indeed occurred was and is the object of the stillundecided crowding-out controversy (Placone, Ulbrich, and Wallace,
1985)._ A fully financed deficit has a second effect, however, that is both
;;r~ 1mporta_nt and more certain, a!though it is frequently overlooked.
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lmvers efinally, to the extent that they can be influenced by government
Wag ' urposes of economic control, ca~ have a particul~rly stro~g
for th e Pd mestic demand and on supply-side cost-push, while they will
effect_ on tly influence financial markets.
not di rec Id be clear by now that each school of economics has its favorite
It shoU ts of macroeconomic policy. For neoclassical economists of
instrurnen onetarist and the supply-side persuasion, the world is simple.
both th e rn ppose a workable competition, and it follows that inflation
,
P~u
They cur only when the mo~ey s~pply grows _f~ster ~han the economy s
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· to
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must fir ; of capacity. The complement of this belief is that wage flex~b_e_ gr:~) preclude the P?ssibility ?f_ involuntary ~,nemployment. B~t
1b1hty definition collective bargaming forestalls workable compet1since ?Y he labor market, unemployment merely indicates that wages
tion" .10b;r than the market-clearing equilibrium. The solution to unemare htg then is to ask the unions to accept lower real wages. Of course,
ployrne;~e even better if collective wage bargaining could be eliminated
it woul
d if competition were established in labor markets as well.
. ely an
enur ' ons discussed above, Keynesians believe that labor markets are
for ~ea\ on the conditions prevailing on financial and goods markets.
depen .en stment and output are constrained, the willingness to work
When invewages cannot produce a full employment equilibrium. The
r
lower
. Keynes1ans
.
. a 1·1qu1.d 1ty
.
1or
. nt danger against which
are on guar d 1s
ernine
·
h
f
·
h
·
pre . hich households, uncertam about t e uture, increase t elf
1
trap : ; the expense of consumption _while savers, out of fear of loss,
savi_ng ductive investment even when interest rates are low. The downavoid P~0 1of mutually reinforcing fears can be reversed only if the state
· deman d su b stant1a
. II y b y an expansive,
.
wa rd. spira
. to increase effective
is wil_h~g anced fiscal policy. Then, as expectations stabilize, incomes of
defiot· 1~ds and firms and their willingness to consume and to invest will
hous~ho ease. Thus fiscal policy is the Keynesians' favorite weapon
also_ incr unemployment, while low interest rates-even though
again st -could not by themselves reverse deflationary expectations.
cessary
.
.
•
ne h case of inflationary overheatmg, on the other hand , Keynes1ans
Int e

:s

°
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agre~ that government mu~t not fu~~her increase aggregate demand.
But since they are less sangume about workable competition" and he
about th~ flexibility of pr!ces in the goods markets, they are wary of:;
mo_n et~nst r~co~mendauon to fig_h t infla_tion with a tight-money policy,
whJCh in thetr view would be associated with an unacceptable increase in
unemployment. Instead, they suggest that price competition ought to be
increased by a further liberalization of foreign trade, by a revaluation of
the currency, and by a moderation of union wage policy that would
reduce the cost pressures on industry.
Both mainstream schools of macroeconomic thought thus tend to emphasize particular constellations of economic problems and to orient
their economic-policy recommendations to the problem so defined. But
to an interested outsider who has no stake in their battle, the historical
evidence points to the conclusion that each of the demand-side and
supply-side probl~m constellations discussed above may in fact really
occur. T _h erefore It now seems more sensible to change our perspective
and to discuss the consequences and undesirable side effects of available
instruments of macroeconomic management with reference to the full
range of macroeconomic pathologies that may in fact obtain. Let us
begin with problems on the demand side.
When unemployment is caused by lack of demand, the Keynesian
formula is plausi~le_- In this situation an expansionary fiscal policy, supported by ~erm1s~1ve monetary policies, should bring quick relief.
:',mong the likely side effects are increases in imports and a deteriorating balance of payments. But if an expansionary policy continues after
the av~ilable productio~ c~pacity is fully utilized (say, because unemployment 1s not yet fully ehminated), the result will be demand-pull. If it is
allowed to persist and is anticipated in collective bargaining, a further
consequence may be cost-push inflation. On the other hand, if unemployment is of the demand-gap variety, the neoclassical remedy of lower
~ea! wages appears to be counterproductive. There is no reason to beheve, at any rate, that the resultant decrease in consumer demand would
be offset by increased business investment.
r Wh~n d~mand_-J:>UII inflation is the problem, however, only monetary
estraint will dec1s1vely reduce both consumer and investment demand.
By contrast, private demand might offset the effects of fiscal restraint
and wage drift (a tendency for earnings to grow more rapidly tha~
contractual rates permit) or increases in demands of other kinds in the
econom y could neutralize union wage restraint. If prices are inelastic,
however, as the Keynesians predict they will be, restricting the money
supply will also reduce output and employment. Furthermore, as a consequence of lower profits and higher interest rates, firms are likely to
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reduce their investment in new plant and equipment. Hence the longterm effect of monetary restraint is likely to be investment-gap unemployment, which, unlike demand-gap unemployment, can no longer be
reversed at short notice by a return to demand inflation.
In the case of investment-gap unemployment, the expansionary policies that the Keynesians recommend can increase employment only if
they increase profits, that is, if prices rise faster than production costs
and especially faster than wages. This implies demand-pull inflation. At
the same time, the Keynesian remedy presupposes either that workers
are suffering from a "money illusion," taking nominal wage increases for
rising real incomes, or that unions are willing and able to hold the
increase of unit labor costs below the rate of inflation so that profits will
in fact be able to rise. Monetarists and supply-side theorists, on the other
hand, recommend increasing profits by reducing real wages. However,
that implies the risk that negative repercussions on consumer spending
might also dampen the willingness of firms to invest in new jobs. Finally,
while a reduction of the opportunity costs of capital is essential for both
strategies, neither side emphasizes it, presumably because both monetarists and Keynesians assume that with high unemployment, interest rates
will be low as a matter of course.
In the case of cost-push inflation, the restrictive monetary and fiscal
policies recommended by the monetarists should reduce the scope for
price increases but would not directly reduce exogenous factor-cost pressures. The immediate consequence would be a profit squeeze and a
reduction of output and investments, which would first lead to demandgap unemployment and later to investment-gap unemployment. Only
when rising unemployment forces wage costs down could one expect an
alleviation of cost-push inflation, at the end of a long chain of causation.
On the other hand, Keynesians-starting from the presumption that
prices and wages will be relatively inflexible under most circumstanceswould have to rely mainly on hopes for union wage restraint (in addition
to revaluation and the liberalization of foreign trade). But as we shall see,
this is a solution fraught with institutional difficulties.
Finally, in the case of a balance-of-trade deficit, a tight monetary policy
would decrease domestic consumption and hence imports. At the same
time, higher interest rates would attract foreign capital imports, which
should improve the balance of payments. But since this will increase
production costs, reduce domestic investment, and raise the exchange
rate, the country that adopts a policy of monetary restraint is likely to
further damage its international competitiveness. If the country were to
use monetary expansion instead, it would achieve the opposite effects,
but the overall balance of outcomes would be equally unsatisfactory. Fis-
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cal policy would be somewhat less effective and somewhat less harmful,
when employed in either direction.
The conclusion is clear. If economic policy is limited to the instruments of government fiscal and monetary policy, it is likely to succeed
only when it confronts problems originating on the demand side of the
economy. And even in those cases, protracted reliance on expansionary
or restrictive policies is likely to entail serious secondary problems in the
long run. But when causes are located on the supply side, economic
problems are likely to be resistant to monetary and fiscal strategies.
Their undesirable side effects on the demand side will occur earlier and
with greater certainty than the intended positive effects on the supplyside problem. In short, government economic policy is relatively helpless
when confronted with investment-gap unemployment, cost-push inflation, or a negative balance of current accounts if its set of policy instruments is limited to the expansionary or restrictive use of fiscal and monetary policy.
This is even more true when supply-side and demand-side problems
appear in combination, as they did during the stagflation period of the
1970s. Regardless of whether the dominant manifestation was a combination of (oil) cost-push inflation and demand-gap unemployment or a
combination of demand-pull inflation and investment-gap unemployment, any attempt to fight one problem by increasing or decreasing
aggregate demand would entail an immediate worsening of the other
problem. If, as Jan Tinbergen (1967, chap. 3) explained, economic policy needs as many independent policy instruments as there are policy
targets, it seems that the degrees of freedom provided by monetary and
fiscal demand management were insufficient to cope with the constellation of economic stagflation in the 1970s.
From the foregoing analysis we can also derive a better understanding
of the peculiar double role of wage policy in economic-policy discussions. On the one hand, wages are an essential determinant of macroeconomic problems, because they constitute by far the largest single
element of both aggregate domestic demand and aggregate production
costs. On the other hand, they also constitute one of the potentially most
powerful instruments of economic policy. While wages are the price for
labor as a commodity, they are not exclusively determined by anonymous forces in atomistic markets. Instead, in all Western industrial nations , nominal wages are to a large extent determined by collective bargaining between unions and employers' associations. In that regard, they
are political prices which, under certain circumstances, may be fixed
~bo~e or below the level corresponding to a hypothetical market equihbnum. Potentially, therefore, an incomes policy influencing wage settle-

33

CAPITALISM UNDER DEMOCRATIC CONTROLS

?Ients co~ld be an import~nt i~strument of macroeconomic policy, even
if w~ realize that wage dnft will always modify collectively determined
~ommal wages to some extent and _that their translation into real wages
1s affected by unforeseen changes m the rate of inflation.
The unique value of an incomes policy in the context of macroecon~mic control derives from the fact that wages influence the de~and side and the supply side of the goods market in opposite directions. B_ot? ~onetary and fiscal policy have simultaneous expansionary
or restncttve impacts on demand and supply, and have a stronger effect
on demand than they have on supply. An expansionary incomes policy
on the other hand, will stimulate aggregate demand and reduce th~
profitability of production and investment, and a restrictive incomes
P?licy has opposite effe~ts. Moreo~er, in both cases, the change in wages
will be full~ reflected m pro?uct10n costs, while savings and imports
reduce th~ impact o~ domestic demand. Thus the availability of an incomes policy creates important additional degrees of freedom for macroeconomic policy makers.
Ever sin~e the _beginning of the crisis, however, incomes policy has
been assoctated with wage restraint, meaning that unions were asked to
accept wag~ _settle~ents bel_o': the level that they could have obtained by
fully ~xplo1tmg their bar_gammg ~ower. Moreover, the meaning of wage
restramt changed over ttme. Durmg the 1970s the unions were merely
asked to hold the increase of unit labor costs below the current rate of
inflation in orde_r to achieve greater price stability. In the 1g8os, however, ':age restra1?t came to mean the :?luntary acceptance of real-wage
l~sses m order to mcrease the profitability of productive investments. In
either <:ase, howe:-er, a restrictive incomes policy gave policy makers an
other~1se unattamable means of using a single strategy to achieve a
reduction of aggregate demand and a simultaneous reduction of the
~actor cos~s that fi_rms ha? to bear. From this analysis it is easy to derive
its attrac~1ve~ess m prectsely those situations in which monetary and
fiscal pohcy mstruments would be either ineffective or associated with
unacceptable side effects.
Used al~ne, a_ restrictive incomes policy is the ideal weapon to combat
cost-p~sh mflat1~n as well as balance-of-payments deficits produced by
excessive domestJC demand and high production costs. It should also be
effective against de?Iand-~ull inflation, without the adverse supply-side
consequences associated wtth monetary and fiscal contraction. It is less
clear ho~ reducing wages would affect investment-gap unemployment.
Production costs would be reduced, but so would consumer demand.
Thus the overall effect on firm profits is unpredictable, as is the effect on
employment and investment. A restrictive wage policy would be unam34
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biguously detrimental only in the case of demand-constrained unemployment, which does not mean, however, that large wage increases
would solve that problem.
Even more important are the effects of incomes policy when used in
combination with other policy instruments. The asymmetry of its effects
makes incomes policy an ideal complement to monetary and fiscal demand management. With investment-gap unemployment, a restrictive
incomes policy can fully restore firm profits-and employment-if government fiscal policy compensates for the demand shortfall and government monetary policy provides low interest rates to encourage investment. Even when unemployment is due to a lack of demand, the
government can employ an expansionary policy with less trepidation if it
knows it will not also have to contend with cost-push inflation. According
to this economic logic, incomes policies are the key to solving problems
of stagflation.
If demand-constrained unemployment and cost-push inflation occurred together, an alliance between government and unions would permit the government to fight unemployment by means of a decisively
expansionary monetary and fiscal policy, while the unions would fight
inflation by restraining in their wage demands. At any rate, the negative
side effects resulting from such a division of labor may be less than those
resulting from an attempt to fight stagflation using only one set of instruments. If stagflation's etiology lies in a combination of investmentconstrained unemployment and demand-pull inflation, voluntary wage
restraint would reduce cost push and increase firm profits, even if government reduced demand less drastically than the monetarist formula
recommends .
This discussion is summarized in Figure 2.2, which shows that monetary and fiscal policy can react appropriately either to problems of inflation or to problems of unemployment, but not to both simultaneously. It
can do less to solve supply-side problems than problems on the demand
side. The figure also demonstrates that the possible effects of a restrictive incomes policy are particularly strong with respect to those problems
which present special difficulties for monetary and fiscal policy. And the
figure illustrates the conclusion of our analysis: that for supply-side
problems, and especially for the combination of problems called stagflation, economic policy would be well served by close cooperation between
government and unions. If these parties made their decisions jointly and
coord inated their actions, they could achieve a better total result than
either side could achieve alone.
To summarize: this introduction should have shown that social democratic hopes for steady economic growth and continuous full employJ5
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Monetary and
financial policy
Expansionary Restrictive

Wage policy
Expansionary Restrictive

Unemployment due
to lack of demand

Helps

Harms

(Helps)

Harms

Demand-pull
inflation

Harms

Helps

Harms

Helps

Unemployment due
to lack of jobs

(Helps)

Harms

Harms

(Helps)

Cost-push inflation

Harms

(Helps)

Harms

Helps

Current accounts
deficit

Harms

(Helps)

Harms

Helps

Figure 2.2. Effects of monetary and fiscal policy and of wage policy on macroeconomic
problems

ment were precarious, because the policy instruments directly available
to government would not offer protection against all theoretically possible constellations of economic deviation from the optimal path. Keynesian theory was best prepared to deal with the one constellation that had
inspired it: demand-gap unemployment coupled with a deflationary fall
in prices, as experienced in the Great Depression of the 1930s. It is true
that Keynes himself, and Kalecki ( 1943) even more so, had foreseen that
once the depression was over, full employment might generate permanent inflationary pressures. Neither, however, had formulated a viable
solution to that problem. Within a social democratic-Keynesian frame of
reference, neoclassical-monetarist remedies that would fight inflation
with higher unemployment were, of course, unacceptable. At the same
time, no one regarded permanently imposed wage and price controls as
a practicable solution to the inflation problem.
All things considered, it should have been clear that governments did
not have direct access to fully half of the arsenal of necessary policy
instruments. Even when confronted only with the usual swings of the
business cycle, successful economic policy depended on the voluntary
cooperation of the unions. This was even more true of problems rooted
in the supply side of the goods market, "classical" unemployment and
cost-push inflation. Here, fiscal demand management, the Keynesians'
favorite policy instrument, was completely ineffective without full union
support. But even when union wage restraint was assured, the effect of a
Keynesian therapy for supply-side problems was less certain than it was
36

with demand-side problems. Finally, when demand-side and supply-side
roblems appeared in combination, the only certain thing was the ineffectiveness of simple solutions. Nothing in Keynesian theory helped to
define the economic and institutional conditions under which a successful combination of strategies could conceivably be achieved.
In a certain sense, then , the social democratic-Keynesian vision of the
postwar decades was overly optimistic, because economic theory had
neglected a whole series of possible constellations of economic problems.
Key nesian social democrats could not alert their followers as to how
demanding and precarious their attempt was to eliminate capitalist crises
through state action. Fascinated by fiscal fine-tuning , Keynesian economic theory was particularly deficient in its attention to the central role
of incomes policy (Weintraub, 1978). As a result, the institutional conditions that might have permitted concerted strategies were not specified
with the necessary theoretical clarity and were not politically supported
with the necessary sense of urgency. Where they were in place, as in
Austria, they did not owe their origins to Keynesian theory; and where
they were created to support a Keynesian policy, as in the Federal Republic, their importance was not understood clearly enough and political
support was not strong enough to prevent their disintegration at the
very beginning of the crisis.
This argument, however, anticipates the historical descriptions of subsequent chapters. Here, my purpose has been to demonstrate that the
vision of efficient and crisis-free capitalism, controlled with a light hand
by democratic policy makers managing macroeconomic aggregates, was
extraordinarily demanding but not theoretically impossible . In the following chapters I first describe and interpret the historical experience of
four social democratic countries during the worldwide economic crisis.
Then, in Part 3, I provide a comparative analysis of the economic and
institutional conditions that explain the relative success or failure of
social democratic-Keynesian economic strategies during the crisis
period.
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PART

II

FOUR EUROPEAN EXPERIENCES

CHAPTER THREE

A Comparison of Performance Indicators

The Yorn Kippur War in the fall of 1973 gave OPEC the opportunity
to impose an oil embargo against several Western industrial nations and
then, in the following months, to limit crude oil production and to raise
prices by a factor of twelve. At first, the problem of scarcity dominated
public attention in the West. Already sensitized by the ecological movement and its argument about the "limits of growth," people saw carless
Sundays and the waiting lines at gas stations as eloquent symbols of the
finiteness of material resources and of the necessity of conserving energy and raw materials. The price increase seemed of secondary importance by comparison.
Today, we would place the emphasis differently. Petroleum scarcity
was soon followed by surplus. But the OPEC cartel successfully defended
the price increases for a whole decade. The increases in the price of this
essential energy source and industrial raw material, which was in the
short run irreplaceable, were at least the catalyst if not the cause for the
longest and deepest world economic crisis since the Great Depression.
Although it was not readily recognized at the time, the crisis-inducing
effect of the oil price shock resulted from the stagflationary combination
of two apparently contradictory mechanisms.
1 . The rise in cruu. · oil prices meant a marked increase in the price
level for the whole economy (Gerstenberger and Holterhoff, 1983). The
prices of other forms of energy were drawn along, and these cost increases were passed through into the prices of all energy-intensive and
raw-material-intensive goods and services (for instance, transportation).
Hence the oil shock provided an additional cost push to the inflation
already raging in the Western industrial nations. Given increasing prices,
the unions had every reason to demand higher wages to protect real
4I
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incomes. In the absence of effective remedial action, the result of the oil
price shock would have been an accelerating cost-price-wage spiral.
2. At the same time, the increase in oil prices meant a substantial
decrease in the industrialized nations' buying power. Even if the OPEC
nations had been able immediately to convert their increased wealth to
effective demand for goods and services, the structural adjustment required by the differences in the demand streams before and after the oil
shock would have probably brought on a substantial crisis. In fact, the
"absorptive capacity" of the OPEC nations was initially overloaded by the
new wealth. The current account surplus of the OPEC nations climbed
from $8 billion in 1973 to $60 billion in 1974 (OECD Economic Outlook
28, 1980: 125), decreased again, and then, after the second oil price
shock, climbed to $65 billion in 1979 and $111 billion in 1980 (ibid. 37,
1985: 135). These OPEC surpluses corresponded with equivalent reductions in aggregate demand in the industrial nations. Again, in the absence of effective remedial action, the consequence of this aspect of the
oil shock had to be decreased production and rising unemployment in
the industrialized nations.
Hence, in the winter of 1973-74, the OPEC cartel shocked the Western industrial nations with the dual threat of increased inflation and
rising unemployment. As was shown above, this was a constellation to
which conventional Keynesian demand management had no satisfactory
response. Government could either respond to rising unemployment by
increasing aggregate demand and letting inflation take its course, or it
could fight inflation and accept the consequent increase in unemployment. Given this choice, the priorities of the social democratic governments in the Federal Republic, Austria, and Sweden-as well as the
British Labour party, which returned to power in February 1974-were
clear. They wanted both full employment and stable prices, but since
they had to choose, they chose full employment. Helmut Schmidt had
clearly articulated the priorities of the Social Democrats in 1972 when he
categorically stated that 5 percent unemployment was worse than 5 percent inflation.
When the crisis began in 1973, all four countries shared a similar
macroeconomic situation (Table 3.1 ). By the standards of the recent past,
Britain's economic growth was a bit above average and that of the other
three countries was average. All four (also by comparison with the recent
past) faced substantial inflation; the Federal Republic was somewhat
better off than the other three and Austria somewhat worse off. The
Federal Republic and Austria had excess demand for labor, while in
Sweden and especially in Great Britain unemployment was already
somewhat disquieting according to the standards of the time.
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Table 3. 1 Growth, inflation, and unemployment,
1973 (%)

GDP growth
GDP inflation
Unemployment

Austria

FRG

GB

Sweden

4-9
8.o

4.6
6.o
o.8

7.9
7.1
3.3

4.0
7.2
2.5

I. I

Sources: OECD Historical Statistics, 1960- 1984 ; OECD Economic Outlook 39.

It is worth noting that at the beginning of the ~eriod, the sy~t:>toms ~f
the "British disease" were not particularly promment. ~he Bnush pos1.
uon
was, cons1·deri·ng all three indicators of economic performance,
•
.
ompared with the positions of the other three countnes.
Uite
average
c
.
bl
q
If one had wanted to choose one of the four _countnes as a pro em case
on the eve of the crisis, the most likely candidate would have been Sweden rather than Great Britain.

GROWTH, INFLATION, UNEMPLOYMENT

Drawing an intermediate balance for the period ending six years later,
t the beginning of the second oil price shock, we find that the perfor~ance indicators for the four countries are much further apart (~ee
Table 3 . 2). Great Britain now stands out as a clear problem case. Durm_g
the period from 19 7 4 to 1979, Great Britain _had the lowest economic
growth, the highest inflation rate, an? the highest rate of unemploy:
ment. Austria took the lead with the highest rate of growth, the second
lowest rate of inflation, and , together with Sweden, the lowest rate ?f
unemployment, in keeping with the definition of full employ_ment_ m
force at that time. The Federal Republic had the lowest rate of mflauon
and higher unemployment; Swed~n ha? the second-lowest rate of unemployment and a higher rate of mflauon .
Table 3 .2 Average growth rates , inflation rates , and
unemployment rates, 1974- 1979 (%)

GDP growth
GDP inflation
Unemployment

Austria

FRG

GB

Sweden

3.0
6.o
1.8

2.4
4.8
3.2

1.5
16.1
5.0

1.8
10.6
1.9

Sources: OECD Historical Statistics, 1960- 1984; OECD Economic
Outlook 39.
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Figures 3.1-3.4 depict the six years between the first and the second
oil price crises. The rates of gro~th r1:m largely paral_lel i~ Austria, Great
Britain, and the Federal Republic, with a steep declme m 1974-75 and
an equally steep climb in 1976, a minirecession in 1977 ( 1978 in Austria),
and a new climb in 1979, in which Great Britain did not participate
(Figure 3.1 ). The development of the Swedish economy is particularly
noteworthy. Sweden avoided the decreased growth at the beginning of
the crisis but experienced it three years later, in 1977. Sweden therefore
did not participate in the "intervening high" in 1976 but did participate
in the later upward cycle in 1978-79.
Inflation rates were even more varied (Figure 3.2). Germany and Austria peaked in 1974; after 1976 their inflation rates remained low. Inflation in Sweden and especially in Great Britain continued to climb steeply
until 1975. After 1976 Sweden slowly decreased its inflation rate, while
the inflation rate in Great Britain first fell steeply, then dropped to 10
percent in 1978, but climbed back to 15 percent in 1979.
The fluctuations in official unemployment rates were again completely different (Figure 3.3). Austria and Sweden for the whole period
enjoyed full employment in the ambitious sense of the term then current. In the Federal Republic unemployment climbed in 1974 and 1975,
and in Great Britain it climbed in 1975 and 1976. It then remained far
above the previous levels in both countries.
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Registered unemployment is a problematic indicator of the success of
the social democratic goal of full employment. Unlike the rate of growth
or the rate of inflation, official unemployment figures do not measure a
single-dimensioned variable but reflect changes on the supply side as
well as on the demand side of the labor market. The unemployment rate
increases when more people are looking for work or when there are
fewer jobs available in the labor market, and it sinks when the number of
those seeking work goes down or when more jobs are filled. But while
changes in the number of jobs can plausibly be ascribed to government
policies, changes on the supply side are partly determined by demographic and cultural factors and therefore cannot simply be interpreted
as policy successes or failures. Even when government action decreases
the labor supply in the interests of fighting unemployment, the reduction is not always a policy success. Prolonging education and training
may be desirable in many ways, but when young people are kept in
schools and universities that have nothing more to offer them , the reduced pressure on the labor market becomes a plague for educational
45
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policy. In the same way, it may be desirable to offer older people a choice
between working and retiring, and especially between forms of part-time
work and part-time retirement (Bruche and Casey, 1982). But when
early retirement leads to a forced exclusion of older people from gainful
employment, the improvement in unemployment statistics comes at high
human and social cost. The same is true of administrative measures
repatriating foreign workers, who had been actively solicited before the
crisis began. In short, the social democratic goal of full employment can
be taken seriously in a moral sense only when it is interpreted as a right
to gainful employment for all who are looking for paid work, as it is
defined in the Swedish model (Meidner and Hedborg, 1984:46ff.).
This ambitious interpretation of full employment makes the choice of
a performance measure very difficult. The statistics on unemployment
are less informative than data on the number of employees and on
changes in the number of gainfully employed members of the labor
force, because both dependent employment and self-employment contribute to the goal of full employment (Figure 3.4). Here we see extreme
differences between the Federal Republic and Sweden. Gainful employment in the Federal Republic decreased by more than 5 percent between
1973 and 1977; only part of the loss was later recouped. In Sweden, by
contrast, gainful employment increased from year to year, and in 1979
was almost 8 percent higher than it was in 1973. Developments in Austria and Great Britain lay between these two extremes; both countries
were able on balance to achieve small gains in employment between 1973
and 1979.
But the number of employees alone is still a highly imperfect measure
of the degree to which the goal of full employment has actually been
met. This goal also includes persons who would accept work if they had
the opportunity. It includes not only those who are registered for unemployment assistance but also the "silent reserve" of those who are not
counted by the various national processes for registering the unemployed (Freiburghaus, 1979) but who would seek and find work in a
more favorable labor market. Estimating their number for even a single
nation is a difficult undertaking (Mertens and Klauder, 1980; Klauder,
1982). Making these estimates comparable on an international level is
probably impossible. Consider, for example, the question of gainfully
employed women (Schmid and Weitzel, 1 984). Differences in the availability of part-time work slots, day-care facilities, and all-day schools, in
the regulation of maternal and parental leave, in the way the income of
marriage partners is treated by the tax system, and finally in the evaluation of the work of "mere housewives" are simply too great to be recon-
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ciled. Similar problems arise in drawing comparisons about the employment of young people, older people, or the handicapped.
Since there is no prospect of an internationally standardized definition of the "silent reserve," only one reference point remains for comparison: the total number of persons of working age (conventionally
defined as the years between 15 and 64). The best measures of the
success of full employment programs across countries are thus the labor
force participation rates, that is, the proportion of 15-to-64-year-olds
that is gainfully employed and the changes in that figure over time
(corrected, of course, for immigration and emigration by foreigners).
The use of these measures as proxies for full employment does not
mean that all persons of 15-to-64 years of age should ideally be employed. But it does mean that we can compare the relative success of full
employment programs by establishing a relationship between actual
gainful employment and the maximum possible work force.
The comparison in Table 3.3 shows that the employable population
grew slightly in all four countries between 1973 and 1979; it grew most
in Austria and least in Sweden. In the Federal Republic the number of
gainfully employed people declined , in Great Britain and Austria it increased slightly, and in Sweden it increased greatly. Correspondingly, the
participation rate of 15-to-64-year-olds grew only in Sweden; it fell
markedly in the Federal Republic and slightly in the other two countries.
During the crisis of the 1970s, only Sweden continued to approach the
goal of full employment as we have defined it here. Although Austria
and Great Britain achieved respectable results, their increases in employment were insufficient to maintain their participation rates in the face of
a growing population. West Germany had the least favorable results in
terms of participation since its paid work force actually declined.
The full extent of Sweden's accomplishment becomes clear, however,
only when it is compared to Sweden's initially high level of participation
in the paid work force. Figure 3.5 shows that Sweden started off at a
high level in 1973 and substantially improved on its performance after
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that time. During the years of its last Labour government, Great Britain
was also able to maintain a relatively high level of participation in the
labor force, while Austria and to a greater extent the Federal Republic
started with lower participation rates that declined still further. These
results ca n be further refined by examination of the supply side, that is,
by asking which groups of persons were primarily affected by changes in
employment, and of the demand side, by asking which economic sectors
declined or expanded . Both aspects reveal further differences among
the countries.
Advantaged and Disadvantaged Groups

Beginning with the supply side, the first substantive difference among
the four countries is their treatment of foreign laborers. In Great Britain
the question is moot. Immigration is restricted to persons from Commonwealth countries, and those persons are not distinguished from
British workers in the employment statistics. In the three other countries, the percentage of foreigners who were gainfully employed in 1978
was 5.2 percent of the work force in Sweden, 5.9 percent in Austria, and
7.4 percent in the Federal Republic. In Sweden, however, even during
the years of crisis the employment of foreign workers ( primarily from
Finland) was not restricted by administrative measures, and it increased
slowly. In Austria and the Federal Republic, recruitment of foreign
workers was stopped after 1973, and it became more difficult to extend
their work and residence permits. The number of foreign workers employed thus declined between 1973 and 1978 by 19.9 percent in Austria
and by 22.7 percent in the Federal Republic (Internationale Chronik 4,
April 1981 :4). As the economy began to recover, the number of foreign
workers again increased, so that the labor market was unburdened for
only a limited period. The following comparisons therefore do not break
out the fluctuations in foreign worker participation in the labor force.
Instead they are based on the total number of persons registered in the
country in the employable age group or in the age classes.
For the rest, the question who lost and who gained in the 1970s can be
answered in terms of age and gender. Both answers are elucidated by
Figures 3.5-3.8 and Table 3.4. In 1973 the participation rate for the
group aged 60 to 64 was much higher in Sweden and Great Britain than
in the Federal Republic and in Austria. While Sweden was able to keep
the participation rate of older workers at its initial high level, by 1979
rates had declined moderately in Great Britain and in Austria and
sharply in the Federal Republic. In contrast, middle-age groups were not
affected by the employment crisis in the Federal Republic and in Austria
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A Comparison of Performance Indicators
T able 3 .4 Work force participation of 60-to-64-year-olds and of men
and women in the middle-age groups, 1973 and 1979 (%)

Austria

FRG

GB

Work force participation , Ages 60- 64
1973
26.8
41.9
22.6
1979
19.2
Difference, 79-73
-7.6
- 1 9.3
Participation of 35-to-54-year-old men (Austria: 30-49)
1973
98 .o
97 -3
97.9
I 979
96.5
96.8
97 ·3
Difference, 79-73
- 1.5
-0.5
-o.6
Partici pation of 25-to-54-year-old women (A ustria : 30-49)
1973
55.7
50.5
63.8
59.1
5 1.6
68.o
1979
Difference, 79-73
+3.4
+ 1. 1
+4.2

Sweden

55 · 1
53·9
- 1.2
97.4
95.8
- 1.6
71.3
82.5
+ 11.2

Sources: OECD Labour Force Statistics, , 970- 198 1; 6sterreichischcs Statistisches
Ze ntralamt; author's own calculations.

(Figures 3.7 and 3.8; Table 3.4). There are, however, clear distinctions
between the countries in the change in work force participation for men
and women between 1973 and 1979.
In all four countries the employment of middle-aged men changed
very little. For women, there were much greater differences both in the
initial level and in the rate of change. In the Federal Republic the employme nt of women stagnated at the relatively low 1973 level. In Austria
and Great Britain, the somewhat higher initial level increased, and
Swedish women, who started with the highest employment participation
in the Western world, increased their rate by an almost unbelievable 11
percent between 1973 and 1979.
We ca n thus summarize developments on the supply side of the labor
market between 1973 and 1979 as follows. The work force participation
of the population of employable age climbed overall in Sweden, remained constant in Great Britain , declined somewhat in Austria, and
declined more sharply in the Federal Republic. The work force participation of men in their middle years was completely unaffected by
these various developments. In all four countries that figure remained
at its initial high level. If overall employment declined, older workers
were the group affected by loss of jobs. Their participation in the
work force declined moderately in Great Britain and in Austria and
steeply in the Federal Republic. If overall employment increased, women were the beneficiaries, most in Sweden and least in the Federal Republic.
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Growing and Shrinking Sectors

Let us now turn to the demand side of the labor market to see which
sectors gained or lost jobs. We can begin by ascertaining that the percentage of the work force employed in the industrial sector between 1973
and 1979 declined in all four countries, most in the Federal Republic
and least in Austria (Figure 3.9). The service sector grew everywhere,
most in Sweden and least in the Federal Republic (Figure 3.10). The
orders of magnitude are important here. In the industrial sector, the
Federal Republic and Great Britain began with a relatively high initial
level and suffered large losses, whereas Sweden and Austria had a low
initial level and suffered light losses. On the other hand, Sweden started
out with a very high level in the service sector and experienced a disproportionately large growth, while employment in the service sector in
Austria and the Federal Republic started out at a low level and also
climbed less.
Of particular interest in the service sector are developments in the
public sector (Figure 3.11). Here, too, Sweden is clearly in the lead, in
terms of both initial level and rate of growth. In the three other nations
public employment increased less, in the Federal Republic least of all.
Finally, employment in the agrarian sector deserves special consideration (Figure 3. 12). This figure reveals that whereas the restructuring of
agriculture was largely complete in the other countries, in the 1970s
Austria was still in the midst of the process. The loss in agrarian employment in Austria was consequently much more serious than in the other
countries.
Table 3.5 summarizes and compares the differing basic patterns for
sectoral employment in the four nations. Total job growth in Sweden was
on about the same order of magnitude as the expansion of its public
sector. Without this expansion the Swedish employment figures would
even have declined somewhat. This fact explains much of the spectacular
success of Sweden's full employment policy in the 1970s, although even
Sweden's losses in industrial and agricultural employment were slightly
below the average of the four nations.
Despite the negative assessment of Great Britain's economy in the
1970s, that country had the second-best participation rate of the four
nations. It suffered minimal losses in its (very small) agricultural sector
and showed a moderate increase in its service sector. Industrial employment losses in Britain, on the other hand, were greater than average.
The development in Austria was the exact reverse. During the 1970s
employment in the (still very large) agricultural sector declined much
more sharply than in the other three countries. Austria was, however,
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Table 3 .5 Changes in employment in industry, in the service sector, and in agriculture
for the population of working age, 1973-1979 (%)

( 1)
(2)
(3)
(4)
(5)
(6)
(7)

Pa rticipation rate in general
Industry
Service sector
(Service secto r , public)
Agriculture
Sum of (2) and (3)
Differe nce between (6) and (4)

Austria

FRG

GB

Sweden

- 1.17
-0.50
+3 .27
( + 1.59)
-3.7 2
+ 2.77
+ 1.18

-3.58
-3.69
+ 1. 35
(+0.64)
-1.20
- 2.34
-2.98

- 0.85
-2.78
+2.62
(+1.0 1)
-0.23
-0. 16
- 1.17

+4.6 1
-1.47
+7.2 6
(+4. 7o)
-0.67
+5. 79
+1.09

Sources: ILO Yearbook of Labour Statistics, 1983; OECD 1982; OECD L abour Force Statistics, 1970- 198 1.

the only country that kept its (relatively small) industrial employment
stable throughout the crisis period. In Austria, too , the growth of the
service sector was topped only by Sweden (and in Austria only half of
that growth was in the public sector, as compared to two-thirds in Sweden). If we disregard the losses in the agricultural sector as unavoidable,
then Austria shows a markedly positive development in the two "modern" sectors of industry and services (line 6 of the table). If we consider
only the private sector (line 7), Austria is the most successful of the four
nations, while Great Britain and especially West Germany suffered losses
even from this adjusted perspective. Austrian employment gains were
thus primarily achieved in the nonagricultural private sector.
West Germany shows the worst employment picture overall, corresponding in magnitude to the high job losses in the industrial sector. If
industrial employment had been more stable, as in Austria, then West
Germany would largely have avoided its decline in overall employment.
However, its growth in service sector employment, especially public sector employment, was also below average. If the nation had achieved
employment growth rates in its service sector like those of Austria or
Sweden, its overall employment performance would have been average
or better. To explain the particularly poor course of employment participation in the Federal Republic, we must thus analyze developments in
both the industrial sector and the service sector.

THE

BorroM

_2 )-show Austria performing best and Great Britain worst. Sweden
3nd the Federal Republic take a middle position, if we consider all in~icators, but their profiles vary greatly. Sweden paid for its defense of
full employment with high inflation, and the Federal Republic bought its
lead in price stability with a marked rise in unemployment.
If instead of looking at unemployment rates , however, we consider the
number of those employed, the picture changes dramatically. Now Austria and Great Britain constitute a middle group with somewhat stable
employment figures , whereas Sweden's employment numbers have risen
and those in West Germany have dropped sharply. We can make further
distinctions and determine that the gains in Swedish employment were
due solely to public sector employment and primarily benefited women
in the paid work force. West Germany, on the other hand, took its losses
in the industrial sector, and the burden fell especially hard on older
workers. The rather stable figures in Great Britain resulted from an
even development in the three sectors. In Austria stable industrial employment and growth in the service sector did not compensate for losses
in the agricultural sector. In the following chapters I sketch the historical
even ts that led to the different developments and distributional outcomes in the four nations.

LrNE

Des pite similar political priorities and initial situations, the four nations weathered the global period of crisis between the first and second
oil price shocks in very different ways. Conventional performance
indicators-economic growth, inflation, and unemployment (Table
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Austria
Table 4.1 Agricultural sector's percentage of total
employment and gross per capita domestic product,
1970-1980

Austria

CHAPTER FOUR

Austria: Collective Mistakes Jointly Corrected

FRG

GB

Sweden

Agricultural sector's percentage of total employment
1970
18.8
8.6
3.2
8.1
12.5
1975
7.0
2.7
6.4
1980
10.5
5.6
2.6
5.6
Gross per capita domestic product (U.S.$; exchange rates
and prices of 1980)
10,276
12 ,718
1970
7,176
7,948
11 ,165
14 ,187
8,747
1975
8,573
13,216
1980
10,184
14,938
9,470
Sources: OECD Labour Force Statistics, 1964-1984; OECD N ational
Accounts, 1960-1984.

At the beginning of the 1970s. Austria was still in the midst of the
process of restructuring and modernizing its economy, a process that the
Federal Republic had gone through in the 1950s and early 1960s. The
agricultural sector employed more of the work force and accounted for a
higher proportion of GNP than in the other three countries; per capita
income was also lower (see Table 4. 1).
The real "Austrian economic miracle" began in the mid-196os and
lasted until 1974 (Butschek, 1981:9-18). It was initiated by a restrictive
wage policy and the government's promotion of industrial investment in
order to improve Austria's international competitive position. It continued when Austria chose not to participate in the revaluation of the
German mark between 1969 and 1973, which in effect devalued the
schilling by more than 12 percent with respect to the Federal Republic,
its most important trading partner, with a 31 percent share of exports
and a 45 percent share of imports in 1980 (Abele et al., 1982:468).
Austrian economic policy makers had no desire to interrupt this long
boom, which had given the nation a chance to join the more advanced
industrial nations. Thus Austria failed to take decisive measures to control the boom even as real wages and prices began to increase in the early
1970s, when the labor supply was fully employed. At that point the
unions felt entitled to compensation for the wage restraint they had
exercised during the 1960s, and it was expected that prices would level
off as the boom wore itself out. Unlike the Federal Republic, Austria was
not trying to put on the brakes when the crisis hit. Instead, it was attempting to extend its boom and to treat the problems of overheating
with Band-Aids, for instance by introducing a short-term investment

tax. A number of factors peculiar to Austria also made its economy and
labor market less susceptible to crisis, at least initially.
Since the oil shock was initially misunderstood as a problem of scarcity,
the fear of other raw materials cartels led to worldwide purchases of raw
materials and increases in buffer stocks and work-in-progress inventories. The Austrian (and Swedish) raw materials industry thus profited
from the inventory boom in 1974, while the West German investment
and consumer-goods industries already suffered from the worldwide
decline in demand. Moreover, the firms in the Austrian raw materials
industry, which had been nationalized after 1945 (less for ideological
reasons than to save them from the Soviet occupation army's confiscation
of German property), were always employers of a special kind. Their
consolidation into one single holding company increased the visibility of
governmental responsibility for the decisions of the firms. In the second
half of 1974, when demand receded precipitously after the end of the
raw materials boom, political considerations thus precluded widespread
layoffs. The high proportion of nationalized firms made a marked contribution toward stabilizing industrial employment in the first years of
the crisis (N owotny, 1979).
During the economic recovery between 1976 and 1977, the nationalized firms, with the labor they had hoarded, also had every interest
in fully exploiting market opportunities, whereas comparable West German firms were understandably reluctant to hire new workers after
painful and costly layoffs. The number of workers in Austrian industry
thus rose in 1974, declined slightly in 1975-76, and climbed again in
57
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1977. In West Germany, the number fell sharply in 1974- 75 and continued to decline until 1977.
Another development peculiar to Austria took place in the service
sector (Butschek, 1981 :46-59). In this sector there was a severe shortage
of personnel during the boom because tourism , the retail trade , and the
lower ranks of the public sector had been unable to compete with the
rising wages in industry. Many jobs in the private service sector went
unfilled, as did public sector positions in municipalities, police departments, and the post office. As the crisis began, the service sector was
therefore able to soak up workers and fill man y long-empty jobs without
the need for approval of new positions. In the Federal Republic, on the
other hand , where a scarcity of labor had existed not merely since the
early 1970s but since the early 1960s, the unoccupied jobs in the private
service sector had disappeared. Incomes in public service had also been
adjusted to the conditions of scarcity by "structural improvements," so
that there was no manifest shortage of workers either in the service
sector generally or in public service. In Austria, the service sector contributed substantially to the overall positive employment picture (see
Figure 3.1 o above).
Finally, changes in the laws governing working hours and retirement
age that had been passed long before the crisis began also contributed to
the overall positive employment picture. The gradual shortening of the
legal workweek from 45 to 40 hours between 1970 and 1975 had a
demonstrably favorable impact on employment. Two hours a week were
dropped in 1970, one in 1973, and the remaining two in 1975. Studies
estimate that this measure increased total employment by about 1.5 percent (WIFO, 1982:53). The number of foreign workers was also reduced
by 19.9 percent between 1973 and 1978, which amounted to 2 percent of
the work force (Internationale Chronik 4, April 1981 :4). Still, the workingage population grew more in Austria than in the other countries between 1973 and 1979: by 2.5 7 percent, as opposed to 1.77 percent in
Great Britain , 1.6 percent in the Federal Republic , and a mere o.86
percent in Sweden (see Table 3.3 above).

THE SH ARED MISPERCEPTION

The crisis thus hit Austria later than other countries. In summer 1974
the WIFO Institute for Economic Re earch was still predicting a "national boo m all on o ur own" and a real eco nomic growth rate of 4 perce nt for
1975, which could, however, be restricted by labor shortages (WIFO
Monatsberichte 6/ 1974:269, 271). Based on thi co nse nsus evaluatio n of

the situation , which was shared by the government, the ational Bank,
and the social partners, wage settlements in the fall of 1974 amounted to
an average increase in nominal weekly wages of 13.4 percent for 1975 (as
opposed t? 8.4 percent in the Federal Republic) ~espit_e the t~o~hour
reduction m the workweek. Hence, when the recession hit Austna m the
winter of 1974-75, its incomes policy was pointing in the wrong direction. This put it at a distinct competitive disadvantage with respect to its
most important trading partner, West Germany, and it impaired business profits . Nevertheless, domestic demand benefited from the high
wage increases of 1975 (Marin, Maurer, and Wagner, 1984).

EXPANS IONARY FISCAL AND MONETARY POLICY

In comparison to that of the Federal Republic of Germany, the Austrian economic success during the 1970s is generally ascribed to an expansionary fiscal policy that was accommodated by a permissive monetary policy. Nevertheless, it is not entirely correct to attribute its successs
in maintaining nearly full employment entirely to Keynesian deficit
spending in 1975 and 1976 (Seidel, 1979; Lehner, 1982). The Austrian
government's 197 5 spending plans were based on the consensus economic forecast of the summer of 1974. When circumstances invalidated
those forecasts, the Austrian government did not try to reduce the unanticipated deficit produced by the recession, as did the Federal Republic
with its 1975 deficit reduction legislation. On the contrary, in the words
of one of the participants, Austria "plunged joyously into deficit" in
order to demonstrate the capabilities of an expansionary fiscal policy.
Spending programs were carried out as planned or in a few cases were
actually increased . Moreover, Austrians put aside their commitment to
balancing the budget over the economic cycle and for the first time
authorized an operating deficit, which was financed primarily through
foreign credit to avoid crowding out private productive investment
(Hankel, 1979). These measures were clearly intended to encourage
private investment and probably did.
However, the differences between Austria's budget policies and West
German y's should not be overestimated. In comparisons of budget policies, the focus of attention is usually on the central government, and
fro m this perspective Austria did indeed adopt a more expansionary
policy than did West Germany. The Austrian federal budget deficit was
4.5 perce nt of the gross national product in 1975 and climbed to 4.7
percent in 1976. The German deficit was only 3.3 percent in 1975 and
fell to 2.5 percent in 1976. It makes more economic sense, however, to
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focus on the total public sector deficit. When we do so, it turns out that
Austria's budget deficit was not in fact larger than the Federal Republic's_.
In West Germany the states and the municipalities contributed substantial deficits to the total, whereas in Austria subnational jurisdictions contributed a surplus. Thus the Federal Republic's total deficit in 1975 was
6.4 percent of the GNP, while Austria's was only 4.3 percent. In 1976 the
two nations' total public sector deficits were approximately equal as a
percentage of GNP (see Table 10.3 below).
Nevertheless, it does seem that Austria's budget deficit probably provided proportionally greater fiscal stimulus than West Germany's, since
Austria had had public sector surpluses in 1973 and 1974, whereas West
Germany had already been in deficit. Since the shift in fiscal thrust was
greater in Austria, presumably so too was the effect. In any case, this is
the finding of a comparative study conducted by the German Institute
for Economic Research, which ascribes an especially strong expansionary effect to the Austrian budget deficit (Teschner and Vesper, 1983).
A discrepancy between attribution and reality exists with respect to
Austrian monetary policy as well. In the mid-197os, according to the
memory of everyone I interviewed, monetary policy was guided exclusively by the principle of constant nominal interest rates, and no
serious effort was made to control the money supply. The Austrian
National Bank, unlike the German Federal Bank, was never the "ruler of
everything" but always "financed whatever the social partners decided."
Hence it is claimed that in Austria fiscal stimulus was automatically accommodated by an equally expansionary monetary policy.
A clo~er loo~, however, shows that until mid-1974 the money supply
was as tight as m the Federal Republic and that between 1973 and 1974,
Tab/£ 4.2 Long-term nominal interest rates (government loans of at least five yea rs) and
long-term real interest rates (deflated with the GDP deflator), 1972- 1980
1972

1973

1974

Long-term nominal interest rates
Austria
8.2
7.4
9.7
FRG
10-4
7.9
9.3
GB
15.2
10.9
9.2
Sweden
7.8
7.3
7.4
Long-term real interest rates
Austria
-0.2
0.2
0.2
FRG
2.8
2.4
3.7
GB
0.2
o.9
3.5
Sweden
- 1.5
0 .3
0.3

1975

1976

1977

1978

1979

1980

9.6
8.5
14.6
8.8

8.8
7.8
14.2
9.3

8.7
6.2
12.2
9.7

8.2
5.7
12.0
10.1

8.o
7.4
I 1.3
10.5

9.3
8.5
11.9
I 1.7

3.0
2.4
-9.9
-5.0

3.0
4.0
-o.6
-2.3

3.3
2.3
- 1.5
-0.7

2.8
1.4
0.7
0.5

3.7
3.3
-2.7
2.3

4.0
3.5
-6.6
0.0

Source: OECD H istorical Statistics, 1960-1983.
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because of higher rates of inflation, nominal interest rates increased
faster in Austria than in the Federal Republic. Although real interest
rates were substantially below those of the Federal Republic in 1973 and
1974 because of higher inflation rates, they were allegedly ignored in
formulating Austrian monetary policy. By 1975 real interest rates were
actually higher in Austria than in West Germany (see Table 4.2). If
monetary accommodation is part of the explanation for Austria's superior economic performance compared to the Federal Republic's , then its
contribution must have been produced by the earlier increase in the
money supply in the summer of 1974 and lower real interest rates
throughout 1974.

HARD CURRENCY AND WAGE RESTRAINT

According to conventional explanations of Austria's success, its comparatively good showing in controlling inflation rates was due primarily
to its traditional hard currency policy (Seidel and Szopo, 1983). But this
too developed very gradually into the dogma that it now seems in
hindsight. After 1969 Austria effectively devalued the schilling with respect to the West German mark. Thereafter, the exchange value of the
schilling was set with reference to a "currency basket" that included all
major Western European currencies. Only after significant devaluations
of the Italian lira, the British pound, and the French franc, and the
appreciation of the Swiss franc, none of which Austria wanted to reflect
in its exchange rate, did the Austrians tie the schilling to the mark (and
to the Dutch guilder, to assuage Soviet worries about a rapprochement
with the Federal Republic in violation of its commitment to neutrality).
Even then the schilling fluctuated to a certain extent (Table 4.3).
Tying the schilling to the German mark did not, of course, mean that
the two hard currency nations experienced the same economic conditions. The schilling followed the revaluation of the mark with respect to
the currencies of other nations. But because the German market is much
more important for Austria than vice versa, more than a third of Austria's exports and almost half of its imports were traded at constant rates
of exchange, whereas the revaluation of the mark significantly affected
German exports. This difference is clearly reflected in the tradeweighted exchange rates of the two countries. At the same time, the
primary goal of Austria's hard currency policy-forcing its economy to
adjust to the greater price stability of the Federal Republic-was
unimpaired.
In a press statement in 1973, the National Bank first expressed the
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notion that where there is a current account deficit, a hard currency
policy can contribute to domestic price stability and hence also to improved international competitiveness. Since then the notion has been
elevated to part of the fundamental dogma of the "Austrian model." It is
also an essential condition for the third basic element of the "AustroKeynesian strategy" : a conservative incomes policy, which Austria has
ad hered to since 1976 (Blaas and Guger, 1985 ; Tichy, 1984; Seidel ,
1982). It is claimed that pressure from stable import prices and threatened losses in export markets were needed to justify to union members
the iow wage increases that union leaders considered economically necessary. Interview subjects in the National Bank frankl y characterized the
hard currency policy as a whip for employers, to keep them tough in
wage negotiations, but it was the unions that most strongly defended the
hard money policy, as for instance when Chancellor Bruno Kreisky considered devaluing the schilling during the minirecession of 1978. Cynics
even claim that union support of its hard money policy is the National
Bank's strategic masterpiece, permitting it to practice an imported monetaris m free of all political controversy by merely defending the sacrosanct rate of exchange.
Initially, however, tying the schilling to the mark led to predictable
d ifficulties. The wage settlement of 1975 and the Austrian inflation rate ,
which was higher than the German, reduced Austrian exports and increased imports . Austrians thus paid for their expansionary policy with a
sudden increase in the current account deficit from 5.6 billion schillings
in 1975 to 26 billion in 1976 and 49 billion in 1977 (Abele et al. ,
198 2:467). In the industrial sector, cost increases due to the shorter work
week and higher wages could not be completely passed through into
prices because of the hard currency policy. Therefore, profits and productive investment suffered . From the point of view of the unions and
the Social Democrats, these were threatening developments that demanded immediate correction.
Austrians , however, were unwilling to rely on a tight fiscal and monetary policy to achieve this correction, because that would have entailed
reduced employment. Nominal interest rates were gradually reduced
between 1975 and 1978, although real interest rates remained at the
high 1975 level because of reduced inflation (see Table 4.2 ). And as has
bee n noted , Austria did not immediately try to control its deficit, as the
Federal Republic did. In 1976 it even intentionally increased its deficit.
When it seemed possible and necessary to reduce the deficit in 1977-78,
Austria did so by increasing revenues rather than by cutting expenditures, for instance by a 30 percent increase in the value-added tax on
"luxury goods" (falling mostly, and not coincidentally, on imports). But
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by mutual agreement of all parties, the incomes policy had to bear the
primary burden of making the needed corrections.
Just as collective memory insists that the monetary policy sought constant nominal interest rates while statistics show otherwise, there is also a
discrepancy between memory and statistics with respect to wage policy.
According to a rule ascribed to the chairman of the Austrian Federation
of Unions (0GB), real wages should have increased about 3 percent a
year from the late 1960s on , without regard to the economic cycle. In
fact, however, between 1970 and 197 5 the average increase in real wages
was between 8.5 percent and 4.5 percent per year, well above the "Benya
formula" of 3 percent. Nonetheless, no one in Austria thought that
wages were out of control, although after the fact it was agreed that the
1975 increase had been a dangerous error. Then, after 1976, the increase in real wages dropped so sharply that it was well below the 0GB
formula each subsequent year. Correspondingly, the increase in unit
labor costs in industry (15 percent in 1975) was only 0.5 percent in 1976,
well below the inflation rate. Without an increase in unemployment,
wage settlements had become a factor in controlling inflation instead of
one driving it. Accordingly, Austrians ascribe the decline in the inflation
rate from 8.4 percent in 1975 to 3.6 percent in 1978 to the combination
of hard currency policy and restrictive wage policy (Table 4.4).
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ECONOMIC PROMOTION UNDER DIFFICULT CONDITIONS
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After the immediate results of the oil price shock were mastered without noticeable increases in unemployment and without increased inflation, Austrian fiscal and monetary policy makers undertook a hesitant,
gradual readjustment to the new world-market conditions. They reduced domestic consumption to lessen Austria's high current account
deficit, and firms were encouraged to produce for export markets. Consumer credit was tightened and made more expensive, depreciation allowances were eliminated, and taxes and social security contributions
were increased. At the same time budget deficits were reduced to a level
that was acceptable in the long term (to about 2.5 percent of the GNP,
according to the "Seidel formula, " named for the minister of finance) .
The desired results were promptly achieved. The budget deficit was
reduced and the balance-of-payments deficit fell from 49 billion schillings in 1977 to 20 billion in 1978. But undesired side effects were just as
quick to arrive. The growth rate fell from 4.4 percent in 1977 to 0.5
percent in 1978; investment fell by 4 .0 percent in real terms between
1977 and 1978; and unemployment rose to 2.1 percent (Abele et al.,
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1982:464, 467, 470). In short, the Austrians had gone counter to the
rhythm of the international economic cycle to create a homemade recession. This ended political tolerance for consolidation policies, although
the unemployment rate was still very low. A reflationary correction was
considered necessary, and even more so after the second oil price crisis
began in the fall of 1978.
~onetary policy rather than fiscal policy was supposed to carry the
mam burden of the expansion. In early 1979 monetary policy makers
lifted restrictions on credit and lowered the discount rate to stimulate
consu'"?ption and investment by providing more and cheaper money.
But this program was defeated by international constraints, which for
the first time set real limits on national action. As soon as the interest
rates fell below those in West Germany, liquid capital drained out of
Austria. The National Bank lost one-third of its reserves within a few
weeks and was barely able to maintain parity with the German mark.
Austrians were unprepared for this development. At various times
Austrian interest rates had been lower than the German rates without
creating difficulties. But by 1979 Austrian banks had increased their
operations abroad to an even greater extent than the banks of other
OECD nations (Table 4.5). The banks and other large enterprises had
also built ~p their capacity for managing foreign investments so that they
could rapidly transfer very large sums to locations all over the world.
Their investment policy had thus become much more sensitive to fluctuations in dom~stic interest rates, so that the unilateral attempt to make
money cheaper m Austria resulted in capital flows that threatened the
internati~nal stab_ility of ~he s~hilling exchange rate. Controls on capital
flows, whICh nominally still existed, proved ineffective, and since devaluation had also become a political impossibility, the National Bank lost its
autonomy with respect to interest rates (Koren, 1982). As usual, the
Austrians responded to this turn of events by embracing a new rule of
Table 4.5 Business with nonresidents as share
of assets and liabilities of commercial banks,
1970 and 1981 (%)
Assets

Austria
FRG
GB
Sweden

1981

1970

1981

10.7
8.8
46. 1
7.0

24-5
10.2
67.9
9-7

9.8
5.6
50.2
5.4

27.8
8.1
69.9
18.2

Source: Pecchioli, 1983 .
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Liabilities

1970

thumb. From now on the money market interest rate in Vienna must
always be about one-fourth of one percent above that offered in
Frankfurt.
Austrian policy makers have not tried to use expansion of the money
supply as an economic policy instrument since 1980. Instead, they have
adhered to their rule, even when West German or international interest
rates were higher than desirable for Austria, and this was the case from
the end of the 1970s on (Socher, 1982). Consequently, to maintain full
employment-and even the Austrian opposition never suggested abandoning that goal-Austria had to rely entirely on fiscal policy. Moreover,
it had to offset the influence of an excessively tight monetary policy on
domestic demand and the effects of overly high interest rates on business investment, and hence on the supply side of the economy.
As a matter of fact, Austria was better prepared to deal with the
second problem than most other nations. Austro-Keynesianism had always been oriented more toward the supply side than had British or
German economic policy. After 1975, Austrian policy makers expanded
and improved their instruments for indirect (tax-based) and direct economic and investment promotion (Lehner, 1979; Leibfritz and Meurer,
1985; Kitzmantel, 1986), which were already unusually well developed
and well tended. In particular, they structured depreciation allowances
so that profitable firms were practically compelled to increase their capital stock. When recession made taxable profits rare, Austria shifted to
measures independent of profit levels to promote investment (Reitzner,
1983). Quantitatively the most important of these were programs to
subsidize interest rates. According to an internal survey by the National
Bank, about 40 percent of the volume of domestic credit was subsidized
as early as 1977.
Thus it was predictable that Austria would react to the minirecession
of 1978 primarily with another program to subsidize interest rates. This
program was huge, encompassing 16 billion schillings. As a result, Austrian investment was not only protected from the increase in capital costs
but businesses, which represented a greater share of national income
than in most other nations, were able to maintain and even increase this
share during the crisis period (Paloheimo, 1984:27). Consequently Austria had higher investment rates well into the 1980s than did the other
three nations; they were also higher than in any other OECD nation
except Japan (Table 4.6).
Austrian investment promotion has been criticized for a lack of clear
priorities. It is composed of more than four hundred individual programs, and because their criteria are insufficiently rigorous, it is said that
they contribute more to maintaining overcapacity in stagnating indus-
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Table 4 .7 Indicators of eco nom ic development in Austria, 1980-1984
(cha nges from p revious year in %)

Table 4.6 Investment rates (gross capital investment as % of GDP), 1973- 1982

Austria
FRG
GB
Sweden

1973

1974

1975

1976

1977

1978

1979

28 .5
23·9
20.0
2 1.9

28.4
21.6
20.9
21.5

26 .7
20.4
19·9
20.9

26.0
20. 1
29·4
21.2

26.7
20.2
18.6
2 I. I

25.6
20.7
18 .6
19·4

25.1
21.8
18.8
19.8

1980

198 1

25·5
22.7
18. 1
20.2

25 .2
2 1. 8
16.4
19.2

23.0
20.5
16.4
18.8

Source: OECD Economic Outlook 39.

tries and sectors than to modernizing the economy (Tich y, 1980). This
criticism may be accurate, but still the cost of capital is reduced even
when subsidies are unselective. Moreover, if one doggedly pursues an
investment policy aimed at maintaining jobs despite the worldwide
growth recession , one can hardly apply selective allocational criteria (E.
Schmidt, 1985). The risk the Austrians were prepared to run is most
clearly illustrated by the export financing practices developed by one of
the national monetary institutions, the Control Bank. At the end of the
1970s that bank, with government guarantees, began to buy cheap hardcurrency credits in Switzerland for use in financing Austriaf1 exports,
especially those to developing and Eastern bloc nations. The Austrian
government was thus directly liable to foreign creditors, a serious problem if the international debt crisis intensified.
Regardless of all reservations and warnings, the foreign observer must
conclude that the calculations underlying the Austrians' economic choice
were for the most part correct, not only up to 1979 but to the present.
The combination of hard currency and a moderately restrictive voluntary incomes policy has assured Austria of a preeminent place in the
ranks of nations with price stability. Austria's investment promotion program may be unselective, but it is comprehensive and is obviously responsible not only for the highest investment rates of the four countries
but also for the most positive development of industrial employment and
for one of the lowest unemployment rates in general.
Austria has paid a price for these victories, a price the Austrians I
interviewed mentioned over and over, with different emphases. The
modernization of the economy has been retarded rather than accelerated by subsidies that m aintain existing jobs. The nationalized firms in
particular have suffered from government interventions sheltering them
~rom market pressures that would otherwise force them to adapt and
mnovate (Matzner, 1986; Bauer, 1986). The structural balance-of-trade
deficit has not gone away, although the current account is temporarily in
surplus . The consolidating of public finances has yet to be undertaken.
And the distribution of income and wealth has shifted to the disadvan-
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GDP growth
Balance of trade as % of G DP
Consumer prices
Industrial wages
Real wages
Unem ployment (%)

1980

198 1

3.0
-2.7
6.4
6.3
-0. 1
1. 9

0.1
-2 .0
6.8
7.2
0.4
2.5

1982

1983

1984

1.2

2.1
o.6
3.3
4.9
1.6
4.1

2.0
o.8
5 .6
3.9
- 1.7
3.8

-

I. I

5.4
3·9
-1.5
3.5

Sources: OECD Economic Suroeys: Austria, 1985; OECD Economic Outlook 38.

tage of workers , whose position with respect to real wages since 1979 has
worsened more dramatically than in any other comparable country
(SV R, 1984-85:25, Table 2). Business profits meanwhile have ?een
given favorable tax treatment, and investments have been highly
subsidized .
Remarkably, however, Austrians do not seem to be upset about this last
point. The government, the Socialist party, and the unio~s have succeeded in convincing the public and themselves that Austria has managed to achieve the best possible outcome for workers in a worldwi?e
situation that was extremely difficult for workers (SWS, 1986), a claim
that has some objective truth (Table 4.7). One spokesman in my interviews offered a more cynical interpretation. Pointing out the close identification of the "socialist camp" with the interests and problems of the
nationalized firms, he assured me that distributive issues were of no
political concern for economic policy makers, ~ince "the Socialis~ par~y of
Austria goes along with anything that will help the nauonahzed
industries."
Nevertheless we must remember that between 1973 and 1979 Austria
was the most successful among the social democratic European nations
at managing a capitalist economy. At least during that perio? ,_ it shi~lde?
Austrian workers from the consequences of the global crisis, wh1Ch 1s
more than the German Social Democrats were able to do. Developments
in the following years have not clearly discredited the "Austrian model"
even in the judgment of observers with extremely diverse points of view
(Rothschild , 1985 ; OECD Economic Surveys: Austria, 1985; Kahn et al.,
1983; 1984). It can well serve as a standard against which we can "".eigh
and evaluate the economic policy efforts of the other three countries. I
shall address the institutional reasons for Austria's success after a discussion of developments in the three other nations.

Great Britain
Table 5.I Average GDP growth, average increase in consumer
prices, and average unemployment rate, 1963-1973 (%); GDP
per capita 1963 and 1973 (U.S. dollars , at 1975 prices and
exchange rates)

CHAPTER FIVE

Great B ritain: The Drama of Incomes Policy

GDP growth
Inflation
Unemployment
GDP per capita
(in constant U.S.$)
1963
1973

Austria

FRG

GB

Sweden

5.1
4.2
2.5

4.4
3.5
1.0

3·3
5.3
2.0

4.0
4.9
2.0

4 ,720
6,872

3, 187
4,200

3,065
4,838

6,140
8,232

Sources: OECD E con omic Outlook 28; OECD National Accounts, 1951-1980.

In the introductory section I pointed out that, contrary to the general
assessment of the British economy, the macroeconomic indicators for the
year before the first oil price crisis were relatively positive. Nevertheless
the growth of Britain's economy lagged behind that of the other three
nations during most of the postwar era. Moreover, in the decade immediately preceding the oil shock, its inflation rates were higher than in the
three other countries, and, while the postwar years were unusually prosperous for Great Britain by historical standards, per capita incomes fell
behind the average of Western industrialized nations. Only in terms of
unemployment did Great Britain do as well as other nations (Table 5. 1).
There was general agreement about the reasons for Britain's slower
growth as early as the 1960s, and the Labour government under Harold
Wilson tried nearly the same solutions between 1964 and 1969 as the
Conservatives did under Edward Heath between 1970 and 1974. Unless
we wish to delve into alleged tensions between the aristocratic values of
English culture and the demands of industrialism (Wiener, 1981), Britain's economic problems resulted from a particular configuration of
governmental fiscal policy and union wage policy.
In the postwar era Great Britain decided earlier and more consistently
than other nations to pursue full employment through Keynesian demand control, and the constitutional tradition according to which all tax
laws must be passed anew by Parliament every year provided Britain
with a fiscal instrument of unique flexibility. The anticipation with which
both taxpayers and the financial press await the annual budget address
of the chancellor of the exchequer demonstrates how much room there
is for short-term variations in public revenue. None of the other nations
enjoys a comparable degree of fiscal flexibility, certainly not West Ger-

many, whose fiscal constitution allows a change in tax rates only after
exhaustive negotiations between the federal government and the states.
On the other hand the British pound sterling was an important reserve currency all during the postwar era, and London was one of the
most important financial capitals of the world. From the beginning the
British balance of payments was thus susceptible to speculative financial
transactions, while in the Federal Republic (and even more so Sweden
and Austria) the balance of payments in the 1950s and 1960s was determined almost exclusively by real transactions.
Both factors, the ease of fiscal control and the volatility of the balance
of payments, produced the "stop-and-go" pattern that characterized
British economic policy in the postwar decades (Surrey, 1982). Whenever economic growth slowed and unemployment figures began to rise,
the government responded with fiscal stimulus aimed at expanding
demand-always supported by the monetary policy of the Bank of England, which is dependent on the government. But with the upswing,
wages and prices would rise and imports increase, causing balance-ofpayments problems and threatening a capital drain. To keep the pound
steady and to protect the always scarce British currency reserves, fiscal
policy makers would then switch to restraint, often before that was justified in domestic economic terms. The upswing would come to a premature end, especially for businesses that were able to realize only part of
the profits from additional investments. Thus Great Britain always had
the lowest investment rate of the four nations, and hence the lowest rate
of increase in labor productivity (Table 5.2).
The negative consequences of the stop-and-go policy were matters of
public discussion in Britain from the early 1960s on. But since no one
was willing to question the international position of the pound or Lon-
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Table 5.2 Investment rates and increases in

productivity
Austria

FRG

GB

Sweden

Gross ca pital in vestment as % of GDP
18.5
24.7
1965
27.3
26.1
1969
25.1
23.3
18.9
23.2
1973
28.5
23.9
20.1
21.9
Increase in hourl y productivity in industry (%)
1954-63
54
77
28
54
1964-73
So
61
45
86
Sources: OECD Economic Oullook 38; Guger, 1983; WIFO
Economic Data Ban k; a uthor's own calculations.

don as a financial capital, the British had to accept the vulnerability of
their economy to the balance of payments. A steadier economic policy
could be achieved only by avoiding rapid wage and price increases, and
thus a worsening of the balance of trade, during the upswing. Since the
late 1940s both socialist and conservative governments had employed
statutory wage and price controls for this purpose, with only short-term
success and over the increasing opposition of the unions (Bornstein and
Gourevitch, 1984; Barnes and Reid, 1980).
In the 1960s, political discussions began to center on increased productivity as an independent means of improving the growth rate and the
international competitive position of the British economy (Middlemas,
1979). The Conservative government had established the National Economic Development Council and its branch committees, "Little Neddys,"
in which employers, unions, and government representatives were supposed to develop a shared understanding of the requirements and opportunities of industrial policy (Middlemas, 1983 ; Coombes, 1982). After 1964, the new Labour government under Harold Wilson also relied
most heavily on strategies involving industrial policy to accelerate economic growth by promoting investment and modern technologies. Its
policy of "indicative" economic planning and modernization was to be
supported by an agreement with the Trades Union Congress (TUC)
about "voluntary" wage restraint and complementary price controls.
But when a balance-of-trade deficit nevertheless arose, the policy of
investment promotion immediately gave way to fiscal restraint, which
was considered necessary to protect the pound. The wage agreements,
which had been based on considerably higher expected growth rates,
were thus well above the level that the economy as a whole could support. Consequently the government turned to compulsory wage controls , contrary to its original intent. In summer 1966 it even instituted a

ge freeze . The union leadership provided halfhearted support for the
;:eze, but union membership rebelled. As a result, wildcat strikes and
"wage drift" increased ~o such an extent that in 1968 _the govern~ent
gave up its attempt at direct wage control. Meanwhile, It had also failed
to protect the pound and had gone through a massive devaluation.
T he government now saw the main cause of all these negative developments in the greater-than-average frequency of strikes and the generally
confrontational nature of labor relations in Britain, blaming them for
both poor productivity and inflationary wage increases. The Donovan
Report (1968), prepared by a royal commission established in 1965, laid
the intellectual groundwork for this political conclusion. The report
identified as problems the fragmented organization of the more than
500 individual unions, of which only 183 (including, however, most of
the larger ones) belonged to the TUC in 1960; the extreme decentralization of wage negotiations; and the complete lack of any legal regulation
and limitation of labor-management conflicts. The shop stewards in the
plants were responsible for negotiations and strikes without being_ boun?
by central collective bargaining agreements (Degen, 1976). Their position favored the exploitation of all local abilities to pay higher wages, and
competition among the many small unions then favored whipsawing,
whereby one union would use another union's new wage agreement to
bolster its own case for a raise. Thus local wage increases quickly spread
throughout the economy (Bain, 1983; Brown, 1981). These structural
problems were intensified by the fact that British governments had not
regulated labor relations since the turn of the century but had created a
space where management and labor could stage and resolve conflicts
outside the jurisdiction of the court system. Thus there were no laws to
structure and limit labor-management conflict, and of course there was
no statutory "duty of peace" as in West Germany during negotiations.
Although it considered the idea desirable in theory, the Labour govern ment did not think that it could reorganize the unions on an
industry-wide rather than a craft basis or centralize wage negotiations.
Therefore, in its white paper "In Place of Strife" (1969), it concentrated
on the attempt to reform labor law. The draft, supported by leftist Barbara Castle, called for the use of mediation and arbitration to resolve
conflicts about jurisdiction and responsibility among the individual
unions. It also advocated giving the government the right to issue temporary injunctions against strikes and lockouts, and to compel a vote of
the membership prior to a strike. The TUC, although impressed by the
analysis of the Donovan Report, saw the government draft as so intolerable an incursion on union autonomy that it decided to mobilize union
influence within the Labour party to force the government to give up its
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plans. The election victory of the Conservatives in spring 1970 was ascribed primarily to this conflict between the unions and the Labour
government.
At first, the newly elected Heath government did not try to regulate
wages either on a voluntary basis or through the legal system. Instead, it
focused on reforming organization and labor-management relations,
which had brought the Wilson government down. Thus, in its intentions,
the Industrial Relations Act of 1971 was not particularly hostile to the
unions. Seeing that the weakness of the union headquarters made it
much more difficult to achieve an economically responsible wage policy,
the government attempted to strengthen the authority of union leaders
at the expense of the shop stewards (Streek, 1978; Crouch, 1982:70-84).
In the TUC at least, there was substantial interest in such an undertaking. However, the law combined this goal with new (for Britain) conditions on the internal operations of the union and on members' free entry
into and exit from the union, which were unequivocally aimed at weakening the unions' organizational strength. The closed shop was to be
abolished. Only unions that met these conditions could register, and
only registered unions and their authorized representatives (and not the
shop stewards acting on their own) should be free of civil liability for
breaches of contract during labor conflicts. In other words, all strikes
that were not officially led by a recognized union would now be subject
to the general law of contracts and torts, as they had been before the
turn of the century.
After some hesitation, the TUC decided to oppose the new law.
Unions that were already registered because they met the legal conditions of the act were moved to rescind their registration under threats of
exclusion from the TUC; otherwise, other TUC unions could have competed for members. After several union leaders were arrested under the
new Industrial Relations Act for disregarding regulations, the opposition became universal. The law remained without practical effect but
nonetheless destroyed the possibility for pragmatic cooperation between
the unions and the conservative reformism of the Heath government.
The consequences became apparent in 1973.
The government, which had initially wanted to forego the instruments
of an incomes policy, used a tight fiscal and monetary policy to reduce
the inflationary burden it had inherited from Wilson. But while inflation
rates fell only slightly (from 9.4 percent in 1971 to 7.1 percent in 1972),
the unemployment rate rose to the record high of 4.2 percent in 1972.
Expansion became politically mandatory, and in order to avoid inflationary overheating, the government had to try to hold down wage increases
once agam. In view of the smoldering political conflict, Heath's pro-
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posals fo~ a _contrac_tual i~comes policy were unacceptable to the TUC.
Still, prehmmary d1scuss10ns came close enough to substantive agreement that the government could expect most unions to give tacit support
to a policy of statutory wage controls and hoped for the tacit approval of
most unions in the case of government wage controls. In the first phase,
in which all wages, prices, rents, and dividend payments were to be
frozen from November 1972 to March 1973, unions in fact gave their
support without exception. That was largely true in the second phase as
well, which allowed wage increases especially for the lower-income
groups.
In terms of economic policy, the expansion was a brilliant success. The
growth rate rose in 1973 to a record 7.6 percent, and the unemployment
rate dropped from 4.2 percent to 3 percent. For most unions, therefore,
the third phase of Heath's incomes policy, which began in November
1973, with somewhat more flexible wage standards and threshold rules
to compensate for inflation, was still acceptable. But the militant miners'
union rejected it. The miners went on strike in support of their demand
for a wage increase of 25 percent (with average annual inflation then
running at 9.2 percent).
Since the TUC had not formally assumed responsibility for the government's incomes policy, the rest of the union movement had to support the miners. Nevertheless, the TUC did signal to the government
that settling the strike with a wage agreement above legal norms would
not be treated as a precedent by the other unions. The Heath government, however, was no longer interested in (uncertain) compromises.
Instead, it sought open conflict. Since the miners' strike coincided with
the oil crisis, three-day weeks were introduced to dramatize the national
emergency. At the same time, Heath scheduled parliamentary elections
for February 1974. The voters were asked to determine "who governs
Britain," the elected government or the unions. The result was a narrow
plurality for Harold Wilson, who had conducted his campaign with the
slogan "Back to Work with Labour" and who now had to deal with the
consequences of the miners' strike and the oil crisis.

FIRST RESPONSES TO THE CRISIS

While they were out of power, the Labour party leaders came to believe that conflict with the unions had caused the party's election defeat
in 1970 and must in future be avoided at any price. The unions had also
rediscovered their sympathy for the Labour party during the controversy about the Heath government's Industrial Relations Act. As the price
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for their active political support of the Labour party, they proposed an
agreement about economic policy. The TUC-Labour Party Liaison
Committee was established in 1972 to work on such an agreement. In
early 1973, after approval by the highest decision-making bodies of both
sides, that committee published a joint position paper that was declared
to be a new Social Contract. The obligations of the Labour party were
much more precisely drawn in the paper than were those of the unions.
The unions, after all, would have already met their part of the bargain,
supplying political support; only after an election victory would Labour's
obligations begin (Crouch, 1982a).
If Labour returned to power it was to repeal the Industrial Relations
Act and to introduce improved mediation mechanisms and better job
protection during strikes (the "shop stewards' charter"). Labour was to
improve work safety regulations and health service programs, to increase pensions substantially, and to raise family allowances. To hold
price increases down, rents in council housing were to be frozen and
price controls tightened. The agreement explicitly excluded statutory
wage controls. Instead, the unions declared themselves prepared to adjust their wage demands to economic circumstances.
Despite its political weakness, in 1974 the new Wilson government
began immediately to meet its quasi-contractual obligations to the
unions. An implicit term of this contract was complete satisfaction of all
demands of the striking miners. However, in contrast to the TU C's earlier offer to Heath, wage agreements in other unions were now guided
by the miners' agreements. Even more problematic was another legacy of
the Heath government. The threshold rule, introduced in the public
sector and copied in other sectors, provided that any rise in consumer
prices of one percentage point or more would trigger the same increase
in wages and salaries. The inflationary push of the oil price crisis was
thus almost immediately translated into general wage increases, which in
turn drove prices up. The TUC's halfhearted admonitions about moderation in negotiated wage increases remained ineffectual. As a consequence, consumer prices rose inexorably, by 16 percent in 1974 and 24.2
percent in 1975.
The government, whose hands were tied with respect to the incomes
policy, did not want to respond to the oil crisis by instituting a deflationary policy that would increase unemployment. Thus its initial measures
against galloping inflation were purely cosmetic. A newly created ministry highlighted the symbolic significance of price controls and tightened
them in practice. Food subsidies were also greatly expanded and raised
in order to retard a cost-of-living increase (and to postpone the threshold of wage increases). The effect of such programs on inflation was

limited. But since the increase in consumer prices in 1975 was 2.7 percent below the general price increase of 29.6 percent, workers clearly felt
the effect on their real incomes, which increased by 4.8 percent between
1 g74 and 1975. As the unemployment rate also receded further in 1974,
the unions had every reason to be pleased with their government, despite the global crisis (Table 5.3).
The com bination of overly high wage increases and effective price
controls was catastrophic for firm profits, however, which receded greatly after 1973. As a consequence, industrial employment also declined
significantly in 197 5. At the same time, the balance-of-trade deficit increased in 1974, and it appeared that a new crisis was developing for the
pound (Table 5.4). Nonetheless, the Wilson government remained passive in terms of economic policy. In the autumn 1974 elections it had won
a very slim parliamentary majority (which soon evaporated again in
subsequent by-elections) and had also survived the referendum on
whether Great Britain should remain in the European Community. Still,
there was no sign of a firm and credible strategy against the "South
American" inflation rates, the rising unemployment figures , and the
threatening balance-of-payments problems.

INCOMES POLICY WITH THE UNIONS

Almost unnoticed politically, the Treasury under Dennis Healey had
returned to its traditional line in 1975 (Haines, 1977; Barnett, 1982).
Together with the Bank of England, it had introduced a cautious policy
of restraint to stabilize the pound, which was, however, ineffective-in
part because of its low profile. At the same time, in the early summer of
1975, Treasury officials were working on a top-secret proposal to
Cabinet to reintroduce statutory wage controls. Regardless of how
Cabinet handled it, this proposal would have broadcast political signals,
but the prime minister's planning staff, a new entity created under the
second Wilson government, was alert enough to block the attempt. Still,
the existence of the proposal sufficed to make clear to the unions how
serious the situation was.
Jack Jones, president of the Transport and General Workers' Union
(TGWU), picked up the signal. The TGWU, with approximately two
million members, was the largest single union of the TUC. Jones , a
former stevedore and a veteran of the Spanish Civil War, had impeccable
leftist credentials. He was convinced that the government had fulfilled
its obligations under the new social contract to the letter and that the
unions must now come to the government's aid with a wage policy to
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Table 5 .4 Profits in industr y, industrial employ ment, and balance of trad e: Great
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combat galloping inflation and avert the threat to the pound . At the
same time he rejected any kind of statutory wage control. He also opposed the Treasury's suggested percentage limitation on wage increases
because he believed an acceptable incomes policy should produce a decrease in wage differentials. His proposal of a strictly egalitarian wage
increase of six pounds a week across the board met with approval in his
own union's governing committee (a strong majority of its constituents
belo nged to lower-income groups) and in the governing committee of
the TUC before it was submitted to the government in summer 1975.
Even though the Treasury expressed concern about leveling the wage
structure, the government accepted the proposal with relief. It
amounted to a wage raise of about 10 percent for skilled laborers, which
was fa r below the inflation rate. For the lower-income groups, the raise
amounted to more than 20 perce nt. Women did especially well under
this plan; in the first year of this incomes program they came closer to
wage parity than ever before or since.
However, to make the proposal binding on unions of skilled workers
and white-collar employees, whose interests it did not serve, required a
majority vote at the annual TUC congress in September, where more
than a hundred individual unions were represented in proportion to
their membership numbers. To accomplish this, the government and the
TUC launched a joint publicity campaign with the motto "Give a Year to
Britain, " which was designed to demonstrate how important the proposal was for stabilizing the British economy during a global crisis. Moral
pressu re was intense enough to deliver a solid majority at the congress.
Aided by the media and internal sanctions, it also guaranteed observance of the six-pound upper limit for wage increases during the first
year almost without exception. The extreme simplicity of the policy
guidelines was a crucial factor in the success of the program.
In 1976 price increases were noticeably less than in the prior year, but
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they were still at 16 percent, far above the level in comparable countries.
Confronting a new crisis for the pound, the Treasury considered it
necessary to tighten the incomes policy in 1977. This time, however, it did
not want to surrender the initiative to the unions. Therefore, it persuaded
the chancellor of the exchequer to take a public stand for a 3 percent wage
increase before any kind of preliminary talks. That was the end of mutual
trust and cooperation for Jack Jones, who would have considered a fixed
sum increase necessary and acceptable for another year. Instead, the
following discussions between the government and the TUC resembled
collective bargaining negotiations and resulted in a compromise. Wages
and salaries were to increase by 5 percent in 1977, with an upper limit of
£6 and a lower limit of £4.5 per week. In a formal sense the principle of
linear wage increases favored by the Treasury won out, but since there was
such a narrow spread between upper and lower limits on increases, the
proposal was also close to the fixed-sum approach Jones had advocated.
However, the union central committees provided less moral support than
in the previous year, and firms and shop stewards began to look for ways
around the agreement by promotions, change of function, extraordinary
raises, or payments in kind . There was trouble when it became known that
the government itself had not applied the six-pound rule to seniority
raises. Nevertheless, wage increases in the second year were lower than in
the first, and with prices still rising because of the pound crisis, real wages
fell by nearly 1o percent in 1977, after having risen by 3. 5 percent the year
before. The unemployment rate in 1977 also rose to a new record high of
6.1 percent. The results of two years of voluntary incomes programs were
thus very negative for the unions (see Table 5.3).

THE POUND CRISIS AND IMF NEGOTIATIONS
The pound crisis of 1976 played a large role in bringing about this
unfavorable result (Barnett, 1982:97-111). Considering the exorbitant
inflation rates of 1975, the crisis was late in arriving. Apparently, the
exchange rate for the pound was initially stabilized by the currency
reserves of the OPEC countries, which were traditionally oriented toward London as a financial capital. But in early 1976, several Labour
deputies wondered aloud about a "competitive pound" and some interventions by the Bank of England could be similarly interpreted. Thus
the impression arose that the government was working toward a devaluation in order to stimulate the economy, and the Arabs began to withdraw
their funds. The result was a self-reinforcing speculation against the
pound, which pushed the exchange rate vis-a-vis the U.S. dollar to 1.r 1,
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Table 5 .5 Exchange rate of British pound and U .S. dollar, 1973-1980
1 973
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1 977

1 979

2.02

1.90

2 . 22
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Source: IMF International Financial Statistics, 1977; 1980; 1985 .

fa r below the 2: 1 ratio the government may have been working toward
(Table 5.5).
The consequences of such a drastic increase in import prices spelled
disaster for the stabilization policy that had begun with the help of the
unions. But the international currency market could not be persuaded,
despite denials of any intent to devaluate and despite repeated interventions by the Bank of England defending the pound . Instead, these interventions drained Great Britain's currency reserves and exhausted its
regular line of credit from the International Monetary Fund (IMF), as
well as a three-months' credit in the amount of $5.3 billion that had been
extended by an international bank consortium in July 1976. Even
though this line of credit was extended by a further three months, it was
clear as early as September that Britain would not be able to repay it in
December. Thus the government had to secure a longer-term special
loan from the IMF, which was available only after an IMF examination
of Britain's finances and under conditions specified by the examiners.
The London financial press, extraordinarily influential on what happens in the market, had long felt that such an examination was necessary. It was deeply concerned about the seeming dependence of government policy on the unions; it was also skeptical about any kind of
incomes policy (Brittan and Lilley, 1977). Fiscal conservatives to begin
with, the influential columnists had turned more and more toward a
monetarist worldview since the early 1970s. The Keynesian premises of
the Wilson government (advised by Nicholas Kaldor) must have appeared very dubious to them. The Treasury's moderately restrictive
course of action, in effect since 1975, was judged unsatisfactory, because
the government held fast to its Keynesian rhetoric to pacify the unions
and the left wing of the party and could thus desert the Treasury's
co urse at any time. Only a public, credible commitment on the part of
government policy could regain the trust of these columnists-and nothing was better suited for that purpose than the explicit conditions of an
IMF loan .
In essence, the economic policy makers in the government shared this
view after Harold Wilson left office in Summer 1976 and Foreign Minister Jim Callaghan became prime minister. In the earlier Wilson govern81
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ment he had been the chancellor of the exchequer responsible for the
devaluation of the pound, and he was determined to wipe out this disgrace. The planning staff he inherited from Wilson , the top officials in
the Treasury, and the chancellor of the exchequer, Healey, were convinced of the need for consolidation. A regular discussion group called
"The Seminar," which included the governors of the Bank of England
and several Oxford economists, confirmed the government circle in its
"reluctant conversion to monetarism," as one of the participants put it.
The public sector's demands on the GNP had to be contained, the public
sector borrowing requirement had to be reduced in order to lower interest rates, business profits had to be raised, and the influence of the
unions on government policy had to be lessened in order to revitalize the
British economy. In his first speech as prime minister at the Labour
Party Congress in 1976, Callaghan thus uttered a clear rejection of
Keynesian hopes, which shocked many in his audience : "You cannot
spend your way out of a recession and increase employment by cutting
taxes and boosting government spending."
The inner circle of Labour economic policy makers thus saw a need
for structural consolidation, although according to a Keynesian analysis
the British economy showed no symptoms of economic overheating in
summer 1976. But since their philosophy would not have gained the
support of the Labour party (Coates, 1980; Berrington, 1982), the conditions imposed by the IMF were in fact welcome. To be sure, the IMF
examiners' initial demands that net borrowing be reduced by five billion
pounds sterling were considered absurd, but after the examiners became
more realistic, the Treasury was negotiating only over austerity measures
that it too considered necessary. In December the Treasury agreed to a
reduction of net borrowing by £2 .5 billion (which was covered to a large
extent by the sale of British Petroleum stock). What mattered was its
symbolic value. With the IMF seal of approval, the British government
regained its credibility in the world of international finance. The pound
ceased to be an object of speculation, foreign investors returned , and the
pound's exchange rate rose again . In any case, the whole uproar was
almost anachronistic from the Treasury's point of view. Just one year
later, North Sea oil began to flow, and the chronic balance-of-payments
deficit and recurring pound crises were a thing of the past, at least for
the next decade.

INCOMES POLICY WITHOITT THE UNIONS

The policy of restraint agreed upon with the IMF had its domestic
price, however: unemployment rose in 1977, and the end of the food
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subsidy programs, together with loosening price controls, kept the inflation rate from declining further. In spite of its "reluctant conversion to
monetarism," the government thus had a strong interest in continuing
an incomes policy that would be supported by the unions. Otherwise, as
Callaghan and Healey tried to browbeat their own party and the unions,
the only recourse was monetary stabilization achieved by means of an
extremely tight monetary and fiscal policy. Since the inflation rate was
still over 15 percent, the government proposed that the unions accept a
1 o percent wage increase as the upper limit for 1978. In return , the
government introduced the Youth Opportunity Program to combat unemployment among the young, raised family allowances, and offered
"conditional" tax cuts (conditioned on the unions' willingness to cooperate).
But relations between the government and the TUC leaders had
cooled. Moreover, the TUC leadership had to take into account the
increasing tensions between the wage interests of the various member
unions as well as a spreading unease about government policy, which
seemed completely oriented toward the interests of capital (Barnes and
Reid , 1980:209-20; Crouch, 1982:90-110). In short, the TUC leadership did not refuse the wage guideline proposed by the government, but
it was no longer prepared to take responsibility for pushing it through.
On the contrary. The TUC congress in autumn 1977 passed a resolution
that demanded a return to free collective bargaining for the coming
wage negotiations. The TUC's explicit support for the government was
thus limited to strict observance of the twelve-month rule, which functioned to bar premature termination of wage rates currently in effect.
For the rest, the TUC tacitly assumed that the government would now
get Parliament to authorize statutory wage controls, contrary to the
agreements of 1973.
But this path, although it would have corresponded to earlier patterns,
was no longer open to the Labour minority government tolerated by the
Liberals. Neither the left wing of the Labour party nor the Conservatives
under the new and explicitly monetarist leadership of Margaret
Thatcher would have agreed to a statutory incomes policy. Without the
support of the unions, the government thus could rely only on admini~trative measures as sanctions against nonobservance of its wage guidelines. Firms that approved higher wage increases ran the risk of losing
public contracts and public subsidies; and price officials would not count
the higher wages as increased costs. The effect was minimal. Nominal
wages in industry rose by 18.2 percent in 1978, much more than the
government guidelines. Thanks to the low wage agreements of the prior
year, which still had some effect, and the rising exchange rate of the
pound, the inflation rate nevertheless fell below 10 percent. In keeping
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with this development, real wages climbed steeply by 8.4 percent, after
an equally steep fall in the previous year. Because unemployment receded somewhat in 1978 and the number of workers in the paid work
force increased markedly, the government found itself on a successful
economic course in summer 1978, which seemed to suggest early elections and smooth relations with the unions. But Callaghan was out to
break inflationary expectations completely, and thus tried to extend the
incomes policy for a fourth year.

THE WINTER OF DISCONTENT: INCOMES POLICY
AGAINST THE UNIONS

In summer 1978, the Callaghan government, as one of its members
pointed out critically, was "obsessed with the problem of inflation." They
considered the current improvement to be unstable and thought it was
possible at any moment for galloping inflation to return. On the other
hand, the government reasoned that because the unions were now benefiting from the positive effects of falling inflation rates on real income,
they should be ready to cooperate out of economic self-interest. Reasons
of election strategy played a role as well. The next House of Commons
elections had to take place no later than autumn 1979, but in view of the
government's weakness in Parliament, people speculated that the elections would be held in autumn 1978. Callaghan, however, thought his
chances in early elections were poor, and he believed that a further
decline in the inflation rate to about 5 percent in 1979 would bring
substantial political advantages. Such a decline was held to be economically feasible. On the other hand he counted on the political loyalty of
the union leaders as long as the elections were in the future, whereas
union willingness to impose voluntary wage discipline would probably
decrease after an election victory. From Callaghan's point of view, the
battle against inflation was a now-or-never matter. He decided to present
the unions with a tough guideline for a maximum 5 percent wage increase and to postpone the elections to the latest possible moment.
Some members of Cabinet pleaded instead for a soft guideline at
about the current inflation rate and for elections in autumn 1978, which
they hoped to win with the solid support of the unions, despite unfavorable opinion surveys. Afterward, they argued, one could be more uncompromising in pursuing a policy of stability with a new political mandate.
This point of view was not pushed, however, and in July Callaghan and
1:f ealey found a large majority of Cabinet in favor of the 5 percent guidelme. The prime minister reserved the decision about the election date.
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Both sides in Cabinet, however, had unrealistic and overly optimistic
ideas about the situation of the unions. Several developments coincided
in the unions , any one of which made TUC support for the government's guidelines nearly impossible. First, there was the long pent-up
dissatisfaction of the skilled laborers' unions. From their perspective the
wage structure had become distorted in the first two years of the incomes
program, a_nd now _t~at the economy was in an upswing they w~nte~ to
exploit their bargammg strength fully at long last. After the mflauon
rate sank below 10 percent, they felt they had sacrificed enough and
were no longer prepared to have either the government or the TUC
impose a moral duty on them.
Second, the shop stewards in all unions were increasingly restless,
because their primary function had been practically eliminated by the
incomes policy. Instead of hammering out the best result for their own
constituents in negotiations with management, they had been asked to
implement centralized wage regulations for three years. At shop floor
meetings they were no longer able to present their voters with the triumphs they themselves had achieved; at best they could report on successful negotiations between the TUC central committee and the chancellor of the exchequer about changes in the tax law. By the same token,
they could hardly present the general improvement of the economic
situation as a result of their own efforts. In short, the institutional structure of British wage bargaining provided few opportunities for key actors to take political advantage of the favorable overall balance between
incomes policy and workers' interest that characterized the macroeconomic situation of 1978. Thus, after the extreme moral pressure of
the first two years was relaxed, it became necessary to restore to shop
stewards the responsibility for wage negotiations-unless one were willing to destroy their organizational bases of power altogether. But that
was an option that the government had foregone with its repeal of
Heath's Industrial Relations Act in 1974.
Finally, to the same degree that the official economic policy moved to
the Right, the left wing of the Labour party and of the unions became
ideologically more radical, making cooperation with government policy
difficult (Berrington, 1982). Behind the move to the Left was not only
the growing militancy ofTrotskyite groups in party and union locals, but
also the academically respectable economic position of the postKeynesian Cambridge Economic Policy Group. Instead of the moderate
consolidation practiced by Healey, this group advocated a determined
expansion of public and private demand, protected by limitations on
imports and controls on capital exchange (Cripps and Godley, 1978).
After the political leader of the Left and minister of industry, Tony
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Benn, failed in his ambitious plans for public controls on private investment and was placed in a second-rank Cabinet post, the interest of the
Left focused on the unions , particularly on the leftist public sector
unions.
The budget restraint of the past years had imposed sacrifices on those
unions , and they had been the strictest practitioners of the incomes
policy. Among the members there was a feeling that they had gotten the
short end of the deal, and it was easy to mobilize them politically. The
most prominent sacrificial victim of this spirit was Jack Jones, the father
of the incomes policy. At the congress of his Transport and General
Workers' Union in May 1978, he suffered a decisive defeat in the vote on
the future attitude toward incomes policy. As a consequence, and partly
because of his age , he did not run for the presidency of his union again.
The political lesson for other union leaders was clear. In addition, a
change of generations took place in other large unions as well, so that the
government could no longer count on the cooperative and effective
TUC partners of summer 1975.
TUC leadership was outraged at the 5 percent guideline, but even a 10
percent guideline could not have produced a consensus at that moment.
The unions simply needed another period of free collective bargaining
and could not allow themselves to serve any longer as instruments of
government economic policy, however reasonable. From the TUC leadership's perspective, agreement to the guidelines was out of the question.
The best that one could do politically was to try to keep the most militant
unions quiet until an election that would be set as early as possible, and
delaying the inevitable confrontation until afterward. Thus came as a
complete shock when, immediately after the TUC congress in September, Callaghan announced that there was no question of elections in
autumn 1978 and reaffirmed his determination to push the 5 percent
guideline through.
The mobilization of the public sector unions had been targeted for
late fall and could no longer be stopped, even if the central committees
had wanted to. But the first open confrontation occurred in the private
sector, when British Ford reacted to a strike in October and November
with an offer that amounted to income increases of 17 percent including
productivity bonuses. Ford wanted to be able to take advantage of the
automobile boom. The government tried to exclude Ford from all public
contracts, as it had threatened . But it had to retract its sanctions after it
failed to win a majority in the House of Commons in a vote that technically did not count as a vote of confidence. It lost because the Liberals,
expecting fall elections, had canceled the "Lib-Lab" treaty of tolerance.
Thus the wage guideline in the private sector was reduced to a nonbind-
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ing recommendation. In November the government again negotiated
with the unions about the possibility of an incomes policy. In a tie vote
the TUC leadership rejected the suggested compromise, wage increases
of 8.5 percent for the lower-income groups. The government's only
ho pe to save anything of its wage guidelines was to remain tough in its
negotiations with the public sector.
T he confrontations began in November, when the tank truck drivers
went out on wildcat strikes. Other truckers struck in sympathy and the
new leadership of the TGWU soon declared these strikes official. Stevedores, locomotive engineers, health service workers, teachers, and municipal employees all followed suit. During the "winter of discontent,"
which lasted from November 1978 to March 1979, the unions were able
to halt the administration and delivery systems of the modern welfare
state . Wares were not transported, public transportation collapsed, children were not taught, sick people were turned away, and the dead remained unburied .
From January on the government fought only to settle the extremely
unpopular strike rather than for its stabilization policy. The TUC helped
in the attempt to give the inevitable capitulation the color of a politically
defensible solution. The discussions resulted in a document called a
"concordat" under which the wage structure in the public sector was to
be examined for its comparability with private sector wages according to
th e principle of equal pay for equal work. As soon as this bill was signed
(and adopted by Margaret Thatcher in her election platform as well), all
strikes were ended with wage agreements that on average were actually
so mewhat below the level of the prior year. In any case, the financial
consequences of the comparability negotiations would make themselves
felt only after the next government took office, just as was the case in
1974 with Heath's cost-of-living thresholds.
After Callaghan lost a vote of confidence in March over the issue of
the devolution of responsibilities to the regional parliament in Scotland ,
new elections were held in May 1979, before the voters had been able to
fo rget the traumatic winter. The Conservative government under Margaret Thatcher never even tried to reach an arrangement with the
unions about incomes policy. In its view, free collective bargaining was
acceptable as long as a monetarist money and fiscal policy set the right
conditions to constrain wage settlements. From this perspective, therefo re , the subsequent steep rise in the unemployment rate to more than
1 2 percent was no longer the government's fault but solely the consequence of misguided union wage demands. But this period is not part of
our study of full employment policies in a social democracy.
The Labour government fell because, under the prevailing institution-
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~l conditions, it was unable to achieve the necessary degree of coordinat101:" betw:en gove_rnment _mo~eta~y and_fiscal ~olicies and union wage
pohcy. Wn_hout t~1~ c,oordmauon, 1t was 1mposs1ble to guide a troubled
economy hke Br1tam s successfully through the crisis of the 19 7os.

CHAPTER

Six

Sweden: The Erosion of Hegemonic Institutions

Unlike Austria and Great Britain, at the onset of the crisis Sweden was
neither one of the industrial West's latecomers nor one of its problem
cases. On the contrary, the Swedish economy, with special strengths in
wood products, high-grade ores, steel production, shipbuilding, tool and
die making, and the automotive industry, had consistently led in international economic comparisons since the 1940s. Unimpaired by World War
II, Sweden had profited from both European armament in the 1930s
and rearmament after the war and was able to reinforce its lead position
by thorough modernization during the 1950s and 1960s. Under a social
democratic government since 1932, Sweden had also become the most
progressive and most expansive welfare state in the Western world, apparently without sacrificing the vitality of its capitalist economy (Lundberg, 1985; Martin, 1984; Anton, 1980). The Swedish unions, under the
uncontested leadership of the federation of blue-collar unions (the
Swedish Labor Organization, or LO), also performed exceptionally well.
On the basis of the "peace agreement of Saltsjobaden," concluded in
1938 with the central employers' organization (the Swedish Employers'
Association, or SAF), the unions had achieved not only top ranks in
international comparisons of wage levels almost without strikes but also
an increasing equalization of primary incomes. Government tax policy
did what remained necessary to bring Sweden closer than any other
capitalist nation to the social democratic ideal of full employment, social
security, and income parity (Sawyer, 1982). In short, at the beginning of
the 1970s Sweden was the most admired or feared (Huntford, 1971)
model of what could be achieved by an intelligent and consistent social
democratic policy under the conditions of developed industrial
ca pitalism.
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The elements of the "Swedish model" developed in the 1950s and
1960s that concern us here are economic policy and employment policy.
What is remarkable at the outset is the somewhat conventional character
of Swedish economic policy. In comparison to the course of development
in Austria and Great Britain , the nationalized sector in Sweden remained small after the war. After a failed attempt to combat the inflation
of the late 1940s by voluntary wage restraint, the government also
dropped incomes policy from its economic policy repertoire. Until recently it was considered a truism of Swedish economic policy that in a
capitalist economy neither the government nor the union was able to
hold effective wages below the level defined by scarcity in the labor
market. Rather, it was the task of the government monetary and fiscal
policy to adjust macroeconomic demand so that excess demand could
not arise in the labor market.
If these principles did not lead to a British-style stop-and-go policy, it
was partly because the Swedish krona was much less susceptible to currency speculation and balance-of-payments crises. More important, however, was the fact that until well into the 1970s, Sweden was able to avoid
two inflationary factors that were somewhat independent of macroeconomic demand: a wage-price spiral driven by wage competition
among individual unions and inflationary bottlenecks in local labor markets. The complex strategy that made it possible to avoid both dangers
had its theoretical basis in the 1951 work of Costa Rehn and Rudolf
Meidner (Meidner and Hedborg, 1984). The LO had commissioned this
work and adopted the "Rehn-Meidner model" as soon as it appeared,
but it took nearly a decade for government and management to accept it
and fully incorporate it into the institutional practice of labor relations
and government policy (Korpi, 1978; Martin, 1984). With the adoption
of this model, economic policy and employment policy became conceptually coherent and politically acceptable to an extent not even approached by the other three nations in this study.
The normative starting point for the Rehn-Meidner model was a "solidaristic" wage policy aiming to reduce wage differentials not only between women and men but also between different firms , branches, or
regions, according to the principle of equal pay for equal work. The LO
was also committed to reducing the traditional income distinctions between the various classes of skilled and unskilled workers and the professions. This goal was inconsistent both with union wage competition and
with the development of substantial discrepancies between wages actually paid and the standard wages determined by collective agreement.
Establishing a solidaristic wage policy thus depended on centralizing
wage negotiations and effectively containing "wage drift. "

Sweden

The first condition was satisfied in the mid-195os with the he! p of the
SAF, which had its own reasons for wanting centralized wage negotiations. Unlike the blue-collar unions of the LO, which were organized by
craft or industry, the white-collar employees' unions, in the umbrella
organizations TCO and SACO, were organized according to educational
levels or professions (Elvander, 1983). This structure favored wage competition almost to the same extent as in Great Britain, since the demands
of the white-collar employees were guided by blue-collar settlements in
the most prosperous industries. These in turn became the basis for the
demands put forward by blue-collar unions in the less favored branches.
To put this escalation machine out of commission, the SAF found it
desirable to engage in centralized wage negotiations with the LO in
order to arrive at uniform wage increases across all industries. Both the
SAF and the LO expected that white-collar unions would continue to
orient their own demands by the blue-collar settlements. The employers'
association centralization was in fact achieved in the mid- 1950s, and the
second condition also continued to hold until the late 1960s.
But this solved only one of the problems connected with a solidaristic
wage policy. In the three-stage system of wage negotiations established in
the mid-195os, the results of central negotiations between the LO and
the SAF effectively guided the branch unions in their wage agreements,
but they could not prevent wage drift at the third level of negotiations,
that is, within individual firms, when employers were willing (owing to
high labor demand or under threat of strikes) and able ( perhaps owing
to above-average profits) to grant wage increases that were higher than
the standard. Clearly, this kind of wage drift violated the principles of
wage solidarity, thereby subverting the legitimacy of the strategy pursued by union leadership and ultimately the legitimacy of the union
leadership itself in the eyes of the employees. The self-interest of the
central union organizations would thus have required them to minimize
wage drift by anticipating in the collective bargaining process all opportunities the firms had to raise wages. Because wage scales were to be
made uniform, this would have required wage agreements to be set
according to the ability to pay of the most lucrative firms, branches, and
reg10ns.
Such a policy would, however, have caused bankruptcies, layoffs, and
foregone investments in firms with average earnings, resulting in an
unacceptable level of unemployment. Nor could the unions count on an
expansionary government monetary and fiscal policy to maintain employment under those conditions, because even apart from the inflationary consequences of such a policy, it would only have reconstituted the
conditions facilitating wage drift. The leaders who were committed to
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the principles of wage solidarity thus had to choose between two conflicting goals in setting wage levels. If they effectively pursued income equalization, they risked increased unemployment; if they chose to work toward full employment, they had to accept wage drift and substantial
wage differences. The Rehn-Meidner model offered a way out of this
dilemma. Its concerted deployment of various instruments could not
even have been seriously discussed in the other three countries, but in
Sweden it was successfully practiced for almost two decades-a triumph
probably unique for the applied social sciences.
According to the model, wage settlements were to be based on the pay
scales of firms with above-average earnings, but not the top firms, to
control wage drift. Because this standard· wou ld impinge on business
profits, business savings would be insufficient to finance the desired
levels of productive investment. Hence other sectors had to contribute to
capital formation to compensate for reduced business savings. Rehn and
Meidner unambiguously elected to make the public sector responsible
for this contribution. Part of the wage increases, which were too high
from a macroeconomic perspective, had to be diverted to establish a
permanent budget surplus that could flow back into the private sector in
the form of investment capital (Rehn, 1952). A technically practical way
to achieve this recycling of public surpluses was provided by the introduction , in the late 1950s, of a supplemental old-age pension scheme
financed through payroll deductions. The reserves of this new pension
plan were invested in loans and later in the stocks of Swedish firms
(Martin, 1984:213-18). Because Sweden never had a problem with capital drain and there were no competing investment options available,
businesses were willing to invest domestically as long as new projects
promised positive cash flows, even if, to a greater extent than previously,
their investments had to be financed externally rather than from internal savings.
However, this scheme could, of course, guarantee desired levels of
macroeconomic activity only on average. If it was effective in equalizing
salaries and wages, then the wage levels would necessarily be too low for
some firms, industries, or regions and too high for others. Firms in the
first group would thrive, invest, and expand; those in the second group
would suffer losses, contract, or fail. The intellectual integrity of the
Rehn-Meidner idea consisted in its refusal to deny these implications;
rather, it embraced them. High profits were supposed to encourage the
quick growth of the most competent firms and the most productive
sectors of the economy; as for the rest, the solidaristic wage would either
goad them to increase productivity or drive them to the wall. Any other
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outcome would be excessively costly for an economic system that was so
dependent on its international competitive position.
The unions, though they had commissioned the Rehn-Meidner
model, could not be entirely satisfied with its effect on the labor market
under conditions of normal mobility: structural unemployment in the
shrinking sectors and surplus demand and rising wage drift in the expanding sectors. These two problems could be addressed only by the
government, which had to develop new programs to minimize the costs
of transition for the workers who were adversely affected by the structural adjustments brought about by economic development and to maximize labor mobility so as to eliminate the labor bottlenecks that threatened the solidaristic wage. After long consideration the social democratic government was ready to implement the necessary programs by
the end of the 1950s.
Given the economic conditions of the 1950s and 1960s, however, problems of excess demand were more pressing than problems of structural
unemployment. As a consequence, the intruments of structural adjustment remained underdeveloped . As long as a sufficient number of jobs
was available in the economy as a whole, theoretical and practical interest
concentrated instead on the mobility-increasing instruments of an "active labor market policy" (which was also propagated by the OECD,
under Costa Rehn's leadership, and eventually imitated by almost all
industrial countries).
Active labor market policy called for shifting workers whose jobs were
threatened by structural unemployment as quickly as possible into new
(and often better) jobs in competitive and growing sectors of the economy. If this could be done, businesses in expanding industries and growing areas would not be forced to offer overscale pay to attract labor from
other firms or regions. Instead, labor market authorities were expected
to train workers for high-demand jobs and make them available where
they were most needed, at the standard wage. In the 1960s the Swedish
government developed a network of training centers to educate and
retrain unemployed and underqualified workers. The Swedish labor
admi nistration also sought to increase the mobility of job seekers by
paying their moving expenses and a moving allowance. Only if workers
took advantage of these programs and still failed to find new jobs would
the Swedish government use subsidies to maintain jobs, take measures to
create work, or provide employment in "protected shops" in order to
avoid actual unemployment. In contrast to the Federal Republic , Sweden
financed these measures out of general revenues and not by unemployment insurance contributions (Schmid, 1984).
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Promotion of an active labor market policy completed the structure of
the Rehn-Meidner r_no_del. The solidaristic wage would equalize actual
~ages and ha,d to hmn firm profits, both to avoid wage drift and to
increase labors share of the social product. But it should not be allowed
to jeopardize the profitability of new investments. Some of the investment capital that the economy needed in order to grow and develop
would be_ generated. by government through permanent budget surpluses. High profits m the efficient economic sectors and losses in the
weaker areas were acceptable, because they would accelerate structural
change. An active labor market policy would prevent both structural
unemployment and threats to the solidaristic wage by retraining workers
~o mee~ the needs of the labor market and by encouraging worker mobility. This was the model accepted by LO unions, the Social Democratic
party, the government, and in principle also by management at the end
of the 1950s. It shaped Swedish practice in the 1960s and early 1970s
although its individual elements were not all equally well though:
through and were employed with varying success.
During the 1~6os, _the ac~ive labor market proposal was adopted by
many OECD nations, mcludmg the Federal Republic in its Labor Promotio~ Act of 1969, but no other nation relied so heavily on this program to
avoid overt unemployment (Rothstein, 1985; 1985a). Sweden used the
new programs for the first time to cope with the economic downswing of
1957-60, and from then on the number and scope of the measures it
took to implement the active labor market increased from economic low
to economic low. Du~ing upswings they decreased only a little. During
the year ~efore the 011 supply shock, Sweden devoted 1.54 percent of its
~ross national product to these measures-as compared to 0.4 1 percen t
m the Federal Repub_lic. The ~olicy involved 2.82 percent of the paid
work ~orce at that pomt as_ agamst 1.6 percent in the Federal Republic
(Schmid, 1982:56). The active labor market program eventually came to
be the most completely developed of all the elements of the Rehn~eidner model, as it was refined and improved over the years. Its effec~1veness was uncont~st~d whe? the 1970s began; and for that very reason
It was taxed to the hmns durmg the crisis years that followed.
The other elements of the Rehn-Meidner model never achieved the
same re~utation of unchalleng~d success, although the solidaristic wage
was consistently pursued, and 1t successfully reduced wage differences
over th~ years (OECD, 1978:28; Meidner and Hedborg, 1984:66 ff.).
~ut_ durmg t?e 1960s, the government and LO disagreed often about the
tlmmg and intensity of fiscal policy measures, arguing from positions
that reversed t~e pattern !n other countries. The unions charged that
the governments fiscal policy was generally too expansionary or at least
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that its restrictive impulses were too little too late and therefore failed to
avert inflationary price increases and overscale wage increases. In fact
wage drift increased so much during the 1960s that it accounted for
most of the yearly growth in incomes (Flanagan et al., 1983:312ff.). That
incomes nevertheless continued to become more equal was even then
due to compensation rules adjusting the wages of the disadvantaged
groups.
For LO unions, which tried to accommodate central wage agreements
to macroeconomic aggregates, this development was unsatisfactory. Because they did not want to relinquish the goal of income equalization,
they had to take steps in subsequent stages of the bargaining process to
generalize the effects of any wage drift that occurred, which entailed
average wage increases higher than what they wanted. This constant
disavowal of their own wage policy and the resulting inflationary push
could have been avoided, they believed, if the government's economic
policy had been less stimulative and had not made high wage drift possible in the first place. The government for its part pointed out that wages
had risen so much that the restrictive monetary and fiscal policy demanded by the LO would have resulted in unacceptable job losses. The
surprising lesson of this dispute seems to be that the loss of jobs had lost
its terrors for the unions although not for the government, perhaps
because the government-financed active labor market program had evidently eliminated overt unemployment. But if this had been the only
issue dividing them, the government and the labor organization might
have been able to work things out. The difficulties, however, lay deeper.
They resulted from the fact that the system of centralized wage negotiations that SAF and LO had established in the 1950s had already begun
to erode in the late 1960s. The member unions of the LO remained loyal
to the principle, but the white-collar and the public sector unions grew
tired of adjusting their wages based on the decisions of others. Because
their own organizational strength had grown steadily since the 1950s,
they sought to put aside that subservient role. Moreover, the unions
outside the LO were not oriented toward social democracy in a traditional sense, and even those in the umbrella organization TCO were only
loosely linked to one another. Thus whenever circumstances were favorable, they proceeded on their own and pushed wage agreements for
white-collar employees as high as they could, until at the end of the
1960s the TCO unions renounced LO leadership in matters of wages
entirely, by refusing to synchronize their wage periods with those
adopted by LO and SAF. The higher wage agreements for private-sector
white-collar employees then set standards for wage agreements in the
public sector and induced blue-collar unions at the plant level to aim for
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similar settlements in the local wage rounds. The government thus had a
point when it asserted that an expansionary fiscal policy was needed to
accommodate wage increases, and the LO was correct in refusing responsibility for the wage level and blaming instead the high wage drift.
The initiative to control wage competition came, once again, from the
employers' association SAF, which had proposed that wages be based on
objective or even scientific criteria. Subsequently, the chief economists of
the three central organizations, TCO, SAF, and LO, had worked out
what came to be called the EFO model, after its authors, Edgren, Faxen,
and Odhner (1973). The model, which was derived from an earlier
Norwegian study (Aukrust, 1977), aimed at an explicit understanding
about the parameters that should be considered for wage determination.
Its starting point was the distinction between a sector of the Swedish
economy that was exposed to international competition and a protected
sector. The model assumed that prices in the exposed sector would be
dictated by the world market; in the protected sector it assumed marku p
pricing tied to the increase in wage costs. It further assumed that wages
in both sectors would rise at exactly the same rate. Given these assumptions, the international competitive position of the Swedish economy
could be maintained only if the exposed sector assumed wage leadership
and if the increase in nominal wages in that sector did not exceed the
sum of world market inflation (at fixed exchange rates) and domestic
productivity growth. Because productivity growth was lower in the protected sector, the same wage increases would produce a slight inflatio nary push, which was tolerable as long as the exposed sector remained
competitive.
The advantage of the EFO model was that, instead of tying whitecollar pay to the labor organization agreements, which was increasingly
difficult for reasons of organizational policy, it offered an "objective"
formula that would serve as a guideline for everyone. In principle, every
union could now figure out the economically responsible upper limit fo r
its wage demands. For the rest, the model (contrary to the original intentions of the SAF) left enough play for discussions and compromises
across a distributive range with broad outer limits. Thus the model
served to reduce conflicts between the unions and made possible a relatively harmonious wage policy well into the second half of the 1970s.
This organizational policy advantage of the EFO model proved, however, to be a security risk for economic policy as economic conditions,
which the model, with its simplifying assumptions, had presumed constant, changed both at home and abroad.
I should note in passing two other factors that influenced Sweden's
development in the 1970s. Between 1969 and 1971 Sweden switched
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m taxing the income of married couples jointly to taxing each partro, 1·ncome separately. This change contributed to the steep increase in
ners
.
.
the number of married women in the paid w~rk force durmg the_ 197.os.
Second, there were the political controversies about codetermmauon
d the workers' fund, which, employers felt , challenged the foundaa_n s of the postwar Swedish model. Both issues will be discussed in their
~n
.
specific context below. Finally, I note that th~ Sooal Democrats su_ffered
·gnificant losses m the parliamentary elecuons of 1973; even with the
SI
f t h e votes m
. t h e "I ottery
Pport of the Communists they had only hal
SU
·
f
·
arliament." In 1970 the Social Democrats, m the course o a consutu~ nal reform aimed at making political life more democratic or at least
uo
d H
.
more dynamic, did away with the indirectly elected Secon
ouse, in
which they had always had a sure majority. Thus they were now dependent on support from the centrist opposition parties.

FIRST RESPONSES: BRIDGING THE CRISIS

In an attempt to suppress inflation, the government pursued a very
restrictive fiscal policy up to 1973. As a consequence it had to accept
unemployment of 2.5 percent, an unusually high rate for Sweden. At
the onset of the crisis, the government then relaxed its fiscal and monetary policies and raised consumer demand by tem~orar!l~ red~cing the
value-added tax. The unions also were satisfied with minimal increases
in real wages in 1973 and accepted very moderate wage agreem_ents_ for
1974 as well. While this pattern of responses was unplanned, hm_ds1ght
tells us that it was precisely the optimum response. Wage restraint reduced cost-push inflation, and fisca l expansion filled_ the d~mand gap.
Unfortunately, however, the demand gap was not 1mmed1ately rr_ianifest. As in Austria, Swedish exports benefited from the short-hved
boom in 1974 that resulted from the worldwide expansion of raw material stockpiles. Consequently, despit~ its expansiona~y ~olici~s, Swede~'s
cu rrent account deficit stayed within bounds and its inflauon rate increased only a little. Real economic growth also dropped _only fror:1 4
percent in 1974 to 2.2 percent in 1975, rather than becommg negauv~,
as was the case in the other three countries. Indeed, at the end of 1974 It
appeared that the world economic crisis had bypassed Sweden (Table
6. 1).

.

.

Two years of low wage increases and the favorable export s1tuat10n
caused firm profits to climb steeply in both 1973 and 1974. _At the same
time unemployment dropped and the propensity to wage dn~t re_sume?.
According to the EFO model, the unions were thus fully JUSUfied m
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Tabk 6.1 GDP ~rowth (%), u·ade balance(% of GDP), rise in consumer prices, rise in
~ommal wages m industry, nse m real wages m mdustry, and rise in unit labor costs in
mdustry; unemployment(%): Sweden, 1973-1980

1973
GDP growth
Trade balance
Consumer prices
Nominal wages
Real wages
Unit labor costs
Unemployment

3 -9
2.8
6.7
8.4
1.7
4.6
2.5

1974

1975

1976

1977

1978

1979

198o

4-3
- 1.0
9-9

2.2
-0.5
9.8
17.2
7-4
19·3
1.6

1.2
-2.1
10.3
13·5
2.2
16.7
1.6

-2.0
-2.6
I 1.4
8.2
-3.2

1.3
0.0
10.0
10.3
-0.3
8.3
2.2

4 -3
-2.2
7.2
7.8
o.6
-0.1
2. 1

1.9
-3.5
1 3-7
8.8
-4.9
9.3
2.0

I I.I

1.2
12.9
2.0

II.I

1.8

which had been the third largest in the world before the crisis, had
specialized exclusi'_'ely in supertankers_- T~~ supertanker market collapsed completely JUSt after the first 011 cns1s; afterward, it was dominated by South Korea and other newly industrialized nations. Unlike
Austria, Sweden was also affected by stagnation in the automotive industry. Although unemployment did not increase, employment in the industrial sector fell by 8.2 percent between 1976 and 1978, after running
counter to the general trend by climbing until 1976.

CENTRIST CRISIS MANAGEMENT

Sources: OECD Economic Oullook 32 ; OECD H istorical Statistics, 1960-1983; IFO, 19 8 2.

de_manding sig~ificant w~ge _inc~eases for 1975, both to suppress wage
dnft a_nd to adjust the d1stnbut1ve relation between capital and labor.
Foll~wing the trend toward longer contract periods, these settlements
applied ~o 1976 as well. Nominal wages in industry thus increased 17. 2
percent in 1~75 and 13.5 percent in 1976; real wages increased a record
7-4 p~rce_nt in 1975. ~n a~dition, 1975 saw a marked rise in employer
~ontnbut10ns to pension insurance. The initial consequence of these
increases_ was an increase in in_flation. The GNP price index rose 14 .8
pe:cent in 1975, compared with 8.4 percent in 1974, and consumer
pnces rose 9.8 percent. But this was just the beginning of Sweden's
problems.
Like Austria, Sweden joined the "West German-mark bloc" of European ~ard-cur~ency ~ountries after th_e system of fixed rates of exchange
was_ dissolved in spring 1973. But since past discussions of economic
policy models had always assumed stable currency exchange relations,
Swede~ at first hardly noted the upward movement of the mark, which
began in 1975_. -~oreove_r, pr?jections under the EFO model had ignored t~e poss1b1hty that inflauon rates would again decline in the world
ma~ket in 1975 and 1976. As a result, the competitive position of Swedens exposed sector worsened drastically in 1975 and 19 76, both because of above-average domestic wage and price increases and because
of the reva!u~tion of the mark, which Sweden followed. The balance-oftrade ?efic1t increased _steep!~ in ! 976 and 1977, and the exposed sector
expenen~ed a dramatic decline in profits. Business's return on investment, which had averaged 11 percent in 1974, fell to 4 percent in 1977
(OECD Economic Surveys, Sweden, 1984:39).
There were also structural problems. The international inventory
boom was . followed by a deep recession that severely affected Swedish
raw material and steel exports. And the Swedish shipbuilding industry,
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The Social Democrats lost the legislative elections of 1976 more because of the controversy about nuclear energy, forced on them by the
ecologically engaged Farmers' party, than because of political criticism of
their economic policy. The centrist coalition that came into office consisted of conservatives, liberals, and the Farmers' party. Of these, only
the Farmers' party had any experience in government, as an erstwhile
coalition partner of the Social Democrats. The coalition was divided over
many issues, and the battle about nuclear energy soon produced serious
internal tensions. But the coalition members were in accord that the first
centrist government after forty-four years should not have to shoulder
the responsibility for widespread unemployment. Thus one of the few
issues on which the coalition agreed was the continuation of the Social
Democrats' full employment policy. In executing this policy, however, the
coalition stood several social democratic principles on their heads.
The first to be overturned were social democratic principles in currency and fiscal policy. The centrist coalition began its government with a
minor devaluation of the krona in October 1976, followed by two much
larger devaluations in April and August 1977 (by 15 percent in total),
and with Sweden's removal from the European hard-currency bloc. The
goal of these actions was to restore Sweden's international competitive
position by lowering the price of Swedish exports. Sweden usually judges
the effect of a devaluation strategy in terms of its bilateral relationship
with the Federal Republic. According to this measure, the success of the
devaluations was short-lived and was soon consumed by higher prices. A
more accurate evaluation would consider a nation's exchange relations
with all its trading partners, and this measure shows that Sweden was
indeed able to improve its very unfavorable competitive position
through the strategy of devaluation it pursued from 1976 on (Table 6.2).
The price of devaluation was a lasting 10 percent inflation rate (see
Table 6. 1), while nearly all other industrial nations again approached
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Table 6. 2 Effective rates of exchange and relative export prices (both trade weighted) ,

1974- 1983
1974

1975

1976

1977

1978

Effective rates of exchange (first quarter of 1970
108
111
120
Austria
11 4
I 19
FRG
141
123
123
131
149
GB
66
76
83
63
64
Sweden
101
103
98
89
99
Relative export prices ( 1970 = 100)
Austria
101
102
103
104
105
FRG
Ill
IOI
108
109
104
GB
88
go
88
91
96
Sweden
102
111
106
107
99

=

1979

1980

1981

1982

1983

100)
121
155
68
89

125
1 57
75
89

125
152
77
89

128
161
74
80

131
169
70
72

101
107
103
100

98
104
I 14
100

95
97
113
98

96
98
107
92

96
98
105
89

Source: OECD Economic Ou.llook 38 .

price stability in the late 1970s. The Swedish government could not
bring itself to fight inflation with a tight fiscal policy. On the contrary,
while the Social Democrats had been prevented from following their
traditional tight fiscal policy by the "lottery parliament," they had nevertheless held the deficit to 2 percent of GNP in 1976. Under the centrist
coalition, however, it was allowed to rise from 5.2 percent in 1977 to 12.2
percent in 1982. Because the coalition was in no position either to cut
expenditures or to raise taxes, it came to practice, in its own present
judgment, a combination of "socialist spending policy and conservative
taxing policy" (Table 6.3).
The coalition used deficit spending mainly to subsidize jobs, especially
in the industrial sector, and to expand active labor market programs. In
1974, the Social Democrats had established a program of inventory
maintenance subsidies to help out communities in the depressed north.
Under the coalition this program became the most important means of
maintaining industrial jobs. The Swedish shipyards were thus subsidized
to produce their unmarketable supertankers "for inventory," only to
have them scrapped later at government expense. When even this program was unable to save the firms, the government shifted its focus to
nationalizing the steel industry, shipbuilding, and the raw materials industries in order to save endangered jobs or at least to slow down their
elimination.
Critics allege that the inventory maintenance subsidies and the policy
of nationalization were the main reasons that Swedish industry was so
slow to adjust to global economic conditions after 1976. For instance, in
1979 the Volvo factory in Goteborg was unable to take full advantage of
the export boom because it lacked workers, whereas in the nationalized
shipyards next door, thousands of skilled workers were drawing higher
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wages than in the automobile industry for doing nothing or for producing scrap. But the steel industry has now shrunk to a healthy size and is
again competitive ; in 1984 the mining industry made a profit again for
the first time; and the shipyards were largely shut down after 1980 (the
remaining yards were converted to building drilling islands for the high
seas). On its own terms, therefore , the unplanned expedient of nationalization must be considered successful.
The Labor Market Administration (AMS) also tended to focus its efforts on inventory maintenance subsidies during this period . It substantially increased spending to maintain jobs in the private sector and to
create jobs in the public sector, while expenditures for retraining to
encourage regional mobility were stagnating (Schmid, 1982:48). This
shift in focus was due not only to the worsening situation in the labor
market (whose uneven development would have called for more funds
to encourage mobility) but also to the changed composition of the
government.
The Farmers' party, to which the new prime minister belonged, had
increasingly come to criticize the Rehn-Meidner model as practiced by
the AMS. It charged that forced mobility led to the depopulation of the
northern regions (AMS was said to stand for "All Must [Go] South") and
that it-like social democratic policy in general-overtaxed the human
capacity to adjust to changes in the natural, social, and work environment. Even though in the cabinet the AMS was attached to the Liberal
party, which was closely associated with industry, it had to respond to this
change in political priorities. Moreover, worker willingness to move to
new jobs had in fact declined noticeably. The Farmers' party claimed the
decline was due to a stronger emotional attachment to home and locality,
but it was more likely because the participation of married women in the
labor force had grown rapidly since the beginning of the 1970s. Two
attractive new jobs were simply harder to find than one.I
In any case, total expenditures for active labor market policy rose
from 1.8 percent of GNP in the fiscal year 1975-76 to 3.1 percent in
1977-78, and the number of persons absorbed through labor market
policy measures rose from 2.2 percent of the paid work force in 1975 to
3.6 percent in 1978. The net employment effect (including multiplier
effects) was estimated to be 3.9 percent of the work force in 1978 and 4
1 Within the AMS a third argum ent, also suppo rted by th e OECD, is now emphas ized .
It challenges the Rehn-M eidner conce pt fro m yet another angle. Solidaristic wage policy
and the government's egalitarian tax policy are believed to have reduced fin ancial ince ntives fo r changin g j obs o r vocations so much th at the instrumen ts of the labo r market
policy alo ne ca n no longe r guarantee a voca tional and geographical mobility sufficient to
mee t the dem ands of the changing economic structure.
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percent in 1979 (Schmid, 1982 :57). In other words, in the absence of
these measures, registered unemployment in Sweden would not have
been a mere 2.2 percent in 1978 but would have been 6.1 percent, much
higher than the West German rate of 3.8 percent.
Today, even the AMS believes that this development, rather than representing an unqualified success, overtaxed its active labor market policy
and made it deviate from its original goals. In particular, according to
AMS specialists, threatened unemployment made it impossible to maintain the Rehn-Meidner model's focus on the personnel needs of expandin g firms and industries. Instead, the administration had to focus on
proteqing existing jobs and expanding substitute employment in the
worker's place of residence. An additional factor was the political interest
of the Liberal party, which was responsible for the labor market policy.
T his party did not want to see the volume of labor market policy measures reduced during the economic upswing of 1978-79. The inexperienced centrist coalition had grasped the active labor market policy as a
lifesaver._ Because it was unanimously held to be a successful tool, the
coalition saw it as a chance to eliminate unemployment and to prove that
the government had a social conscience. The clarity of this proof was not
to be obscured by fiscal stinginess or technocratic doubts about the efficiency of individual measures of the policy. Thus it was the Social Democrats who instituted a commission to examine the organization of the
Labor Market Administration and the efficiency of the labor market
policy after their victory in 1982.
There was thus little political maneuvering room in the new coalition
fo r the neoliberal or monetarist opinions held by some of its members.
T heir only practical influence was on the monetary policy of the Swedish
Imperial Bank. In the directorate of that bank, a kind of secondary
government appointed anew at the beginning of each parliamentary
term by proportional vote, the government in power always has a majority of the votes, but the formal independence of the bank shields its
decisions from political influence unless the finance minister intervenes
in his oversight function. The finance minister after 1976 was a member
of the Conservative party, which was closely allied with business interests;
he would have preferred a restrictive policy from the outset. Since he
could not prevail in this position in the cabinet, he at least supported the
tight credit policy of the Imperial Bank, which was hardly discussed in
the cabinet. However, the influence of monetary policy was much more
limited than in other countries because housing finance is completely
subject to government plans setting the number of new units to be built
each year and the appropriate interest rates for financing . The government then pays the mortgage bank the difference between those rates
IOJ
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and market rates. Another factor was the large role the pension fund
played in capital formation and the commercial banks' obligation to keep
a certain proportion of their active portfolio in low-interest government
paper, which was in force until 1982. The restrictive monetary policy was
thus significant only for investment loans in the private sector. Even
conservatives believe that the only reason this policy did not do more
damage there was that firms were generally unwilling to invest after
1976 in any case.

THE EXPANSION OF THE PUBLI C SECTOR

In contrast to the relatively negative industrial employment picture,
employment in the public sector virtually exploded during the crisis.
Between 1973 and 1979 the public sector share of the paid work force
rose from 24.1 to 29.9 percent, while the share in the Federal Republic
rose only from 12 .6 to 14.7 percent. However, this development contributed very little to relieving the pressure on the branches of industry
affected by the crisis. Instead, it reflected the expansion of a largely
independent "second labor market," which was generated by two complementary processes: the inclination of married women to work outside
the home and the expansion of municipal services. All my interviews
made clear that both factors were operating before the crisis, and even a
generous interpretation cannot read their effect as part of an employment strategy used to fight industrial unemployment (Sterner and
Mellstrom, 1985).
The work-force participation of Swedish women, which had been
close to the European average in the early 1960s, has far surpassed all
comparable nations (Table 6.4) and has almost reached parity with male
participation, even for middle-aged women (Schmid, 1984: 18). Apparently this was not due to a "feminist" policy of equal opportunity on the
American model (Braun, 1984). Women are not more heavily repreTable 6.4 Participation of 15-to-64-year-old women
in the paid work force( %), 1963- 1983

Austria
FRG
GB
Sweden

1963

1968

1973

1978

1983

n .v.
49·3
47.4
54.6

50.1
47 .7
49.8
56.6

48.5
49.6
53 · 1
62.6

48 .7
49·4
56.7
71.3

49.7
49-5
57.8
76.6

Source: OECD L abour Force Statistics, 1963-1983.
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sented in the upper ranks of business, public administration, politics, or
science in Sweden than elsewhere in Europe (and seemingly less than in
Great Britain or even in "male chauvinist" Austria). What seems to have
brought about the strong work-force presence of women was rather that
Sweden places such a high social value on paid work that working becomes almost a compulsion. ·As a consequence, husbands , unions, employers, municipalities, and the national government were also compelled to take seriously the problems of wives and mothers in the paid
work force . The result was impressive union advances in realizing the
principle of equal pay for equal work (Meidner and Helborg, 1984:68),
the expansion of communal day care, kindergartens in plants, all-day
schools, generous parental leave provisions, and a supply of part-time
jobs that was unique on the international scene. Tax law also provided a
strong incentive. In 1969-70 the law had changed from joint assessment
to individual assessment for married couples. That meant that with the
same family income, the tax burden on two-earner households was
much lower than in households with only one member of the couple
em ployed (Gustafsson, 1984: 139). The more the overall tax obligation
increased, the more such considerations came to determine behavior.
Many factors thus contributed to making a career as a housewife unattractive to Swedish women and to making it easier to take paid workwhich still did not mean that they reached effective parity with men.
Wage differentials for the same work were almost eliminated, it is true,
but professional segregation of women within the work force apparently
increased at the same time (Jonung, 1984; Rein, 1985). With a certain
irony one might thus conclude that the successful social democratic policy helped Swedish women out of the housewife's ghetto and into the
closed society of women's professions and jobs. Kindergarten teachers,
nurses, social workers, and geriatric care givers perform precisely the
same kind of stereotypically female functions as housewives and mothers. The only difference is that women in these professions have the
double burden of household and paid work, because the Swedish world
record of 25 percent part-time employment in practice means part-time
jobs for women (50 percent) rather than for men (5 percent).
But irony or cynicism are poor interpreters of the difficult struggle to
discover new and practicable means of making social progress. The
more interesting question is how public sector employment could have
increased by 26 percent in Sweden between 1973 and 1979, as opposed
to a mere 9 percent in the Federal Republic and in Austria. The answer
seems almost too simple when one considers the ideological and fiscal
resistance to increasing public sector employment elsewhere. In Sweden
there was a coincidence of public needs and fiscal arrangements that
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could be used to satisfy them. The expansion was driven by a perfect
example of social democratic circular reasoning. Married women
wanted to work outside the home and should be helped to enter the paid
work force. As a consequence, they had to be relieved of household
duties, which implied the need to expand community services to care fo r
children, old people, the sick, and the otherwise needy. Meeting this
need required more jobs for women in the public sector. So far, so
good-but how was one to pay for this expansion of community
services?
In Sweden, as in the Federal Republic, municipalities have primary
responsibility for the provision of community and social services for
children, the aged, and other needy persons, while the county governments are responsible for medical and psychiatric care. Both levels of
government have independent tax bases in Sweden, a proportional income tax whose rates they are free to set as they please. But subsidies
from the national government were critical to the expansion of community services. These covered a fixed percentage of the operating costs of
the community service facilities: about half for day-care centers (Gustafsson, 1984:141) and up to 80 or go percent for psychiatric clinics
(which had been passed from the national government to the counties in
the 1960s). In addition, the federal health insurance program paid for
ambulatory care and subsidized parents' contributions to day-care centers. Thus the subnational governments financed only part of the overall
cost of expanding community services, and this part could be increased
by increasing local income taxes. Unlike the situation in the Federal
Republic, therefore, municipal revenue constraints were not an argument against increasing public sector employment. The Swedish situation thus presented social democratic municipal politicians with the ideal
conditions for meeting service sector needs. It also inspired a certain
amount of competition among municipalities and counties to offer better services. The resulting inequalities of local tax burdens gave rise to
tax oases, but these seem to have generated few controversies or further
problems.
Women were chief beneficiaries of the expansion of community services. Most of the new jobs paid low wages and required few qualifications. They were filled by younger women, many with small children,
who were interested in part-time work, a preference the public sector
employers were happy to accommodate. Although unions generally opposed the expansion of part-time work as an instrument of employment
policy in Sweden as elsewhere, they raised no objections in this instance,
as long as jobs met the minimum of eighteen hours per week, the level at
which workers are required to contribute to social security. More re106

cently public sector employment in Sweden has stopped expanding. The
young mothers of the 1970s are now interested in increasing their number of working hours. Given that the total volume of work in the public
sector is stagnant, this means that overall community service employment is decreasing again.

THE NEED FOR CONSOLIDATION

Conflict over economic and fiscal policy and nuclear energy resulted
in the fall of the first centrist coalition in early 1979. Afterward the
Liberals formed a minority government, tolerated by the Social Democrats, and pursued an expansionary course on their own. The large
gains by the Conservatives, who emerged as the strongest force on the
center-right in the autumn elections that followed, marked a shift to
monetary and fiscal consolidation, which, however, coincided with the
second oil price crisis, as in Great Britain.
But as the new coalition cautiously curbed expenditures for industrial
subsidies and the labor market program and attempted to check wage
increases in the public sector, it ran into a confrontation with the unions
that had been unimaginable since the peace agreement of Saltsjobaden
more than forty years earlier. Strikes in the public sector extended into
the private sector and the government and private employers responded
with lockouts. As a result, in spring 1980 strikes brought economic and
public life in Sweden to the same kind of impasse as had occurred in the
British "winter of discontent" (1978-79). As in Great Britain, the government gave in and largely met the demands of the strikers in the
public sector. It also persuaded private employers to come around, although they had wanted to remain firm. As a consequence the inflation
rate, which had been falling until 1979, accelerated again; Sweden's
international competitive position declined once more; and in spring
1981 the Swedish krona was devalued by 10 percent against the West
German mark, which in turn contributed to inflation. The current account deficit, which had dropped for a short time after reaching an alltime high in 1980, increased sharply again in 1982.
Under such conditions, consolidation was generally beyond reach. On
the contrary, the deficit of the national budget, which during the first
centrist coalition had climbed from 2 percent of GNP in 1976 to g.6
percent in 1979, now continued to increase until it reached a record high
of 12.3 percent of GNP in 1982 (Table 6.5). Even more remarkable,
perhaps, was the budget's composition. By 1982, central government
borrowing mounted to almost half of its regular revenues, and at 16.2
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Table 6.5 National budget deficit (% of GNP)

Austria
FRG
GB
Sweden

1973

1974

1975

1976

1977

1978

1979

1980

1981

1982

+0.3
0.2
2.9
2.8

+0.1
1.0
4.3
4.1

4.5
3.3
6 .1
4.0

4.7
2.5
6.6
2.0

3.8
1.8
5.2
5.2

4.2
2.1
5.1
8-4

3.5
1.8
4.2
9.6

3.0
1.9
6.1
10.2

2.6
2.5
3.5
10.6

4.1
2.4
4.0
12.3

Source: BMF Finanzberichte.

percent of expenditures, debt service was already then the largest single
component of public spending, larger than social security expenditures
and twice as much as expenditures for defense. All this happened, it
should be noted, in the country that raised more revenue than any other
in the Western world, with taxes and social security contributions
amounting to more than 50 percent of GNP in 1982. But, at 67 percent
of GNP, public expenditures were still higher.
The one area in which the policy of consolidation proved to be more
than rhetoric was local government employment. Here, the center-right
government was not only able to replace the open-ended commitment to
match county and local government outlays for community services with
cash-limited appropriations, but it was also able to reach a general understanding with the subnational governments to hold the line on public
employment. Consequently, county and local governments did not raise
local income taxes to compensate for the lower increases in national
support, something the national government could not have prohibited.
Growth in public employment thus slowed considerably in the early
1980s and did not accelerate again under the new social democratic
government.
The center-right coalition lacked the political power to bring about a
major shift in economic and fiscal policy. Still, it managed to halt the
further expansion of the public service sector. It also dramatized the need
for consolidation. Thus when the Social Democrats returned to the government in autumn 1982 they were able to use center-right claims to
justify a strategy to promote private-sector economic growth, to an extent
that would not have been politically acceptable in Sweden previously.

SOCIAL DEMOCRATIC GROWTH POLICY

The most important element of the growth policy of the Social Democrats was a further 16 percent devaluation of the Swedish krona , carried
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out immediately after the election in October 1982. The rate of devaluation was surprisingly high; compared to purchasing power parity, it was
objectively too high. Its purpose was to stimulate Swedish exports, to
eliminate the current account deficit, and to stop all speculation about
further devaluation, which had begun to matter for the krona as well.
The strategy was successful in both respects. Exports increased and the
balance of trade improved markedly. Profits for export firms grew disproportionately, since they had passed on only part of the devaluation in
lower prices. Then, after a considerable lag, investment started to increase as well in 1984.
At the same time, the Social Democrats undertook to close the gap
between public sector income and expenditure, an attempt that the
centrist coalition had talked about but not begun (Table 6.6). In principle
the LO unions supported this attempt, even if they did not support all
details of the policy. From their point of view, the escalating national
debt was less an expression of progressive economic policy than a dangerous increase in the power of private capital, and they longed for the
time when private investment had had to be financed from public savings instead of the other way around. Since there was near unanimity
that the tax rate could not be raised again for a time, it was necessary to
exhaust all socially responsible avenues for trimming expenditures (for
instance, by eliminating subsidies for industries that were once more
profitable) and to check further increases in national expenditures.
Therefore, the Social Democrats retained the cash limits placed by the
coalition on subsidies to the localities and initiated a review of the active
labor market policy with the goal of limiting it to the functions foreseen
by the Rehn-Meidner model. Nevertheless, debt service, which was
largely owed abroad and in foreign currencies, increased as a result of
the devaluation .
Table 6.6 Expenditures, revenue, and deficits of the public sector and the
national government (% of GNP); debt service of the national government
(% of expenditures): Sweden, 1982-1985

Public sector
Expenditures in % of GNP
Taxes + social security contributions
Deficit
National government
Deficit
Interest as % of expenditures

1982

1983

1984

1985

63.4
5 1.4
12.0

58.1
48.0
10.1

57.9
48 .0
9.9

55.8
49·3
6.5

12 .2
15.6

IO .I

17·9

9.7
19.0

6.3
23.0

Sources: BMF Finanzberichte, 1985 ; 1986 ; 1987; author's own calcu lations.
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Table 6.7 Exchange rates (trade weighted) and relative export prices (1982
balance of trade and current accounts: Sweden, 1982-1986

Effective rate of exchange (index)
Relative export prices (index)
Trade balance (billions of U.S. $)
Current accounts (% of GDP)

=

100),

Table 6.8 Indicators of Swedish economic performance, 198 1-1984
(changes from the previous year in % unless otherwise indicated)

1982

1983

1984

1985

1986

100
100
1.0
-3.3

89.7
97
3.1
-1.1

93· 1
99
4.7
0.1

93·9
99
3·3
- 1.5

93-7
100
5.8
-0.5

Source: OECD Economic Outlook 38. Values for 1985 and 1986 are OECD prognoses.

Since the budget could no longer be used in the offensive against
unemployment, increased economic growth became the most important
factor in stabilizing employment. The government counted on achieving
this growth almost exclusively by revitalizing Sweden's export industry.
The overly high devaluation, the effect of which was intensified by the
rise in the dollar's exchange rate and the American boom, provided a
much more substantial boost than any subsidy programs by the previous
government. But the government's plans could be realized only if the
competitive advantages produced by the devaluation led to an increase
in export quantity and hence in production and employment at home.
These expectations were fulfilled only in part (Table 6.7).
It seems that the huge devaluation did not significantly reduce the
prices of Swedish exports, so that the subsequent improvement in the
balance of trade must have owed more to the improvement in worldwide
economic conditions than to the price competitiveness of Swedish exports. Still, the devaluation was not without effect, but its success derived
more from the lessons of neoclassical supply-side economics, about
which the Social Democrats and the unions were skeptical, than from the
Keynesian logic on which the government had counted (Faxen and Normann, 1984). When, as the EFO model had assumed, firms set their
prices by the world market, without taking the effects of devaluation into
account, and when unions are ready and able to tolerate the consequent
rise in import prices without demanding offsetting wage compensation,
then profits should rise, as they did in the Swedish case. And as soon as
profits exceeded the yield on investment in Swedish or foreign government loans, businesses began to reinvest them within Sweden. This is the
simple logic of supply-side economics, which was confirmed rather than
contradicted by the Swedish data (Table 6.8). After 1982 wages were
somewhat below the inflation rate, real unit labor costs fell , profits increased, and when they surpassed the interest rate on loans, investment,
production, and employment all increased. The only question is how this
turn to the supply side came about.
IIO

Consumer prices
Industrial wages
Unit labor costs
Profits (% of capital stock)
Interest on government loans (%)
Gross capital investment
Industrial production
Employment

1981

1982

1983

1984

12.1
10.5
9.6
7.0
13·5
-5 .3
-2.0
-0.2

8.6
7.5
4.9
8.7
13.0
-1.1
-1.0
-0.1

8.9
8.o
5.4
I 1.5
12.3

8.o
9.6
12.9
12.0
3.6
6.5
0.7

I.I

6.2
0.1

Sources: OECD Economic Outlook 38; OECD Economic Surveys: Sweden, 1985.

The Social Democrats had linked devaluation to the promise that
wage increases would be sufficiently restrained to quash inflation and to
provide a competitive advantage for Sweden's exports. They took it for
granted that the unions would support them, believing that the failure
of incomes policy under previous governments had resulted from political tensions and conflicts that no longer existed. Objectively speaking,
higher economic growth coupled with reduced inflation was in the interest of the workers, and it was now the joint task of the government and
the unions to realize that interest. But as the following years showed,
Prime Minister Olof Palme and his finance minister, Feldt, had great
difficulties in translating their economically plausible strategy into practice. The Swedish unions of the 1980s no longer resembled those of the
1950s and 1960s, as government politicians had known them. Then it
had been possible for Prime Minister Erlander to agree on wages in
informal conversations with the LO leader, but now the LO leadership
was no longer able to enter into such arrangements on its own.
The structural changes in the union movement that emerged in the
late 1960s were suppressed by agreement on the EFO model but became
almost irresistible in the 1970s. The organizational strength of the whitecollar unions had continued to increase. After both of the umbrella
organizations, the TCO and the SACO, failed to prevail in their competition to represent all of them, the white-collar unions organized a bargaining cartel, the PTK, in 1973. This organization represented all
white-collar unions in peak (centralized) negotiations with the association of private employers (SAF) and with nationalized industry (SFO).
Similar cartels represented the individual public sector unions in their
negotiations with national and local governments. In both sectors there
were thus organizations that could legitimately claim to define the workers' interest and to develop appropriate bargaining strategies of their
Ill
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own that directly challenged LO's traditional claim of leadership. From
the outset there had been conflicts of interest over wage differentials.
While the LO had made it a high priority to abolish them, the PTK
unions found this increasingly problematic as they succeeded in organizing more qualified and highly placed employees. In addition, there were
political tensions between the social democratic unions in the LO and the
politically neutral white-collar and government workers' unions, whose
members tended to sympathize with the Conservatives, the Liberals, or
the Communists (who in Sweden correspond in many respects to the
West German Green party [Micheletti, 19851).
Union rivalry also reflected the intense controversy about the workers'
fund, whose issues can only be touched on here (Meidner, 1978; Ohman, 1982). The controversy had its roots in the leftist or radical democratic criticism of the compromises accepted by the Social Democrats
during the postwar era. These criticisms increased in scope and intensity
after the mid-196os (Martin, 1984; Esping-Andersen, 1985). Within the
LO unions they were initially manifested in demands for codetermination at the firm or plant level, which were shared by the white-collar
unions and were enacted into law by a wide majority in the "lottery
parliament" between 1973 and 1976. When codetermination proved to
be something of a disappointment, the unions pinned their hopes on a
plan developed by Rudolf Meidner to give workers a greater share in the
ownership of capital assets. This plan, which was developed under the
auspices of the LO, was influenced by similar proposals in the Federal
Republic in the 1960s, but it opted clearly for a "collective solution" that
would transfer capital shares to workers' funds organized by regions.
Although the white-collar unions and the Liberal party were initially
sympathetic to the plan, the proposal led to ideological polarization in
the second half of the 1970s such as Swedish politics had not seen since
the 1940s.
Radicals within the LO unions and left-wing Social Democrats saw the
workers' fund as a means of promoting socialism through the "socialization of the investment function." On the other hand , conservatives, soon
followed by most of the self-employed, skilled workers, and professionals, interpreted it as a unilateral abrogation of the postwar "Swedish
model," which had been based on a pragmatic combination of capitalist
production and social democratic distribution. The Social Democrats
won the election in 1982 and, with the help of the Communists, enacted
a watered-down version of the fund proposal, despite the lack of consensus that Swedish governments usually seek in matters of structural reform (Elder and Thomas, 1982; Anton, 1980). This act confirmed the
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worst fears of the centrist camp and was taken as proof that the Left was
playing power politics plain and simple._ .
.
It did not matter that the finance mm1ster explamed over and over
again that the regional funds (financed by a tax on windfall profits and
limited in their acquisition of shares) were not the first step toward
socialism but the first and last step toward the workers' funds and nothing else. In October 1983, to their own surprise, private employers succeeded in organizing their first mass demonstration in Stockholm:
75 ,ooo entrepreneurs and white-collar employees marched to protest
against the funds. For the Social Democrats and the unions, this demonstration also symbolized the end of the Left's ideological hegemony in
Sweden. From now on, neoliberal and neoconservative notions enjoyed a
degree of attention and respectability that was incompatible with the
monopoly position that the Social Democrats and LO had achieved in
the late 1950s and 1960s. In the 1980s, at any rate, their definitions of
political and moral goals and their interpretation of the economic situation would no longer be accepted without challenge by the centrist parties and the other unions. This was also true for wage policy. The desirability of greater income equality was no longer accepted as a moral
given, and a new generation of neoclassical or monetarist economists
hardly even understood the economic policy functions attributed to a
solidaristic wage policy in the Rehn-Meidner model.
Moreover, the structural conditions that permitted wage settlements
oriented toward the condition of the economy as a whole have deteriorated considerably. Within the LO unions themselves the movement toward democratization in the early 1970s has strengthened the rank and
file in the plants and made them more independent of the central leadership. Union leaders can no longer prevent wage drift and local strikes
by ordering the rank and file to support government policy. The "compensation clauses" that had governed the structure of wage negotiations
since the 1970s have become even more critical. They were particularly
important in the public sector, where there were no negotiations at the
individual plant level and no inherent tendency to wage drift. Thus
public sector wage agreements generally include compensation for wage
drift in the private sector. Similar clauses are included in PTK contracts
linking white-collar wages to blue-collar wage increases, and they are
even used by blue-collar unions in branches that would otherwise be
immune to wage drift. Compensation is now nearly universal , so that
everyone is compensated whenever anyone else receives an increase in
wages or benefits. Thus, when piece rates increase in the export industry, pastors' salaries must also increase. Such circumstances are surely not
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conducive to the implementation of a program to generate high profits
in export industries while keeping general wage increases down .
Finally, the employers' association (SAF) had temporarily abandoned
centralized wage negotiations under the pressure of employers in the
metal industry, and in 1984 wages were negotiated by branch in all
industries. One reason for this change was the growing irritation of large
firms at the increasing detail of central bargaining agreements. These
firms hoped that in negotiations with branch unions they would be able
to achieve greater wage differentiation and more flexible wage structures. Moreover, employers were still under the impression of the general strike of 1980 and its consequences, feeling that centralization could
no longer guarantee industrial peace and moderate wage increases. But
if the employers had hoped that decentralization would lead to wage
settlements that were distinguished between various industrial branches
on the basis of their ability to pay, they were disappointed . On the contrary, in 1984 the wage push generated by the ubiquitous compensation
clauses was accelerated by wage competition among blue-collar unions,
which were no longer guided by the average increase specified by the LO
but by the highest settlements obtained in individual branches. Even
though the LO was not strong enough to prevent the decentralization
that many of its member unions supported, solidarity among LO unions
was still sufficiently high to reinforce the bargaining power of unions in
the weaker branches through officially approved sympathy strikes. In
the light of these experiences, the SAF once again returned to centralized negotiations in the bargaining rounds of 1985-86.
The institutional conditions were thus anything but favorable when
the government announced explicit guidelines for an incomes policy in
late 1983, for the first time in several decades. The inflation rate (which
was 8.9 percent in 1983 and had eaten into the competitive advantage
gained by the devaluation) was projected to be 5 percent in 1984 and 3
percent in 1985. The government wanted wage increases to be limited to
6 percent in 1984 and 5 percent in 1985. The bargaining rounds for
1984 were already concluded, however, with an average wage increase of
over 9 percent. The 1985 round of wage talks began in March 1984 with
a public sector wage agreement that was nominally within the upper
limit of the guidelines. But since the agreement also contained a clause
guaranteeing full compensation for wage drift in the private sector, real
wages in the public sector were well above the guidelines. For unions in
the industrial sector, whose members had suffered real wage losses nearly every year since 1977, this was a provocation . They set out to obtain
even higher wages for their members than public sector unions had
obtained for theirs. Had they abided by government guidelines, they
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would have had to accept no wage increase, owing to the effect of previous compensation clauses and wage drift. In fact the wage increase in
the metal industry was over 9 percent, and the PTK won an additional
increase for its members of over 6 percent during supplemental negotiations in June 1984.
T he government was alarmed and reacted in spring 1984 by imposing
a short-term wage and price freeze to dramatize the seriousness of the
situation. At the same time it invited the unions and employers in the
private sector to summit discussions on an incomes policy. The public
sector employers and unions were not invited , since they had complied ,
at least nominally, with the guidelines. The result was predictable, despite sympathy with government goals on the part of the LO, PTK, and
SAF. either employers nor the unions felt able to hold wage increases
down effectively. The unions had old scores to settle, and the export
boom gave employers every incentive to avoid strikes. Both sides criticized the government for its economically irresponsible accommodation
of the public sector unions (where the government had merely anticipated high agreements in industry). In short, the guidelines were obeyed
neither in 1984 nor in 1985. Instead of the desired inflation rates of 5
and 3 percent, price increases were 8 percent in 1984 and 7 .4 percent in
1985 (OECD Economic Ouilook 39, May 1986).
T he government thus did not reach its ambitious goals of stabilization,
but neither was its economic policy a complete failure. Swedish inflation
rates did fall, helped by the decreasing oil prices, and the strong revaluation of the West German mark against the dollar gave a further boost to
Sweden's export industry. Moreover, after the shock of Olof Palme's
assassination, the wage rounds of 1986 were closer to the government
guidelines than in previous years. Unlike events under the centrist governments, the competitive advantage gained by devaluation was thus not
immediately undercut by wage and price increases. Unemployment,
wh ich had reached a high of 3.5 percent in 1983 , again fell well below 3
percent.
Nevertheless, basic problems remain . The solidaristic wage policy of
the LO is unpopular with white-collar a nd public employee unions. Appro priate coordination could perhaps overcome the structural problems
this creates for organized labor. But the more important underlying
conflict of interest cannot be so easily papered over. On the one hand,
rapid technological development has increased the demand for highly
qualified skilled workers: technicians, engineers, information science
specialists, marketing specialists, and managers. On the other, the success of the solidaristic wage policy has apparently diminished the willingness of workers to obtain the qualifications needed to fill these positions.
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In any case, the export boom has created skill shortages that strengthen
the bargaining power of precisely those groups whose interests are most
inimical to the LO goal of leveling incomes (Micheletti, 1985; De Geer et
al., 1986).
The Swedish Social Democrats and the LO unions face different dilemmas. The Social Democrats can maintain their majority only if they
win the support of the highly qualified specialists and technicians
(Esping-Andersen, 1985). Moreover, structural modernization, which is
increasingly at the forefront of economic policy discussions, depends on
the qualifications and productivity of this group of workers. Thus the
Social Democrats have good political and economic reasons for meeting
their demands, but the Social Democrats dare not jeopardize their alliance with the blue-collar labor unions. The unions in the LO for their
part cannot prevent the white-collar employees from gaining salary increases, but they are strong enough to push through compensation
clauses for their memberships. The end result of this conflict could be a
wage spiral that threatens full employment. Under current conditions,
an economically efficient incomes policy is not consistent with increased
distributive equality. So far, the LO has been unwilling to accept this fact.
Therefore, although the "Swedish model" has met the challenges of
the 1980s, its partial successes now owe more to favorable special circumstances than to the pursuit of a coherent social democratic strategy
as in the 1970s. The Swedish Social Democrats and unions see clearly
that they must find a new path, but they are less agreed than ever about
the direction to travel: "forward" to egalitarian democratic socialism or
"backward" to the Western European norm of crisis managementmitigated by a commitment to the welfare state and an active employment policy, but nevertheless compelled to respect the requirements of
international capitalism with no ifs, ands, or buts.

II6

CHAPTER SEVEN

The Federal Republic of Germany:
The Limits of Antagonistic Cooperation

Keynesian theory and practice came later and under more dramatic
conditions to the Federal Republic than to other comparable nations.
The "economic miracle" of the postwar years was generally interpreted,
when it was attributed to government policy at all, as a success of supplyside economics rather than of demand management. As a consequence
of the wartime destruction, domestic demand for consumer and investment goods was almost unlimited , as long as consumers and investors
had enough faith in the future to borrow. Based on the spectacular
successes of currency reform and decontrol of the economy, Ludwig
Erhard's economic policy generated precisely this faith in the future.
Moreover, the worldwide boom caused by the Korean War brought German exports back onto the world market and rapidly eliminated a current account deficit that had once seemed immutable. Given these conditions, the economic miracle depended on only two further factors:
German prices had to remain internationally competitive under fixed
rates of exchange, and domestic production had to remain profitable for
investors. The economic policy of the 1950s and early 1960s saw to it that
both conditions were met (Hennings, 1982).
The Bank Deutscher Lander, which later became the Deutsche Bundesbank (German Federal Bank), pursued a consistent policy of limiting
the scope for price increases in the domestic market after the inflationary phase immediately following the currency reform , which had forced
a massive devaluation of the mark. Government fiscal policy offered
large tax incentives for private investment but held domestic consumer
demand in check by collecting substantial surpluses to finance future
rearmament. Then, at the end of the actual reconstruction period in the
late 1950s, the legislature liquidated the fund, thereby stimulating ag-
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gregate demand. Thus the fiscal policy of the federal government had a
countercyclical, stabilizing effect on aggregate demand , although neither Economics Minister Erhard nor Finance Minister Fritz Schaffer
planned things that way-nor would they have approved of such a
design .
The unions in the early 1950s were still haunted by the impression of
wartime destruction and postwar dismantling of plant and equipment,
widespread unemployment, and the undiminished stream of refugees
from the east. For them,jobs were all-important-much more important
than wage increases. While they prevented wages from falling (Lutz,
1984), their reluctance to ask for wage increases permitted investments
to be financed from profits during the early reconstruction period that
was characterized by extreme capital shortages.
When the German unions reorganized on an industry basis after the
war, they pinned their hopes on the development of codetermination
within firms and industries and throughout the whole economy. They
hoped to participate fully and equally with management and government in the formulation and execution of decisions in enterprises and of
public economic policy. Their goal was to transform their members from
economic subjects to economic citizens. These hopes were disappointed.
The Adenauer government, despite a national protest strike, refused to
extend the coal and steel model of equal codetermination to all firms
covered by the business constitution act of 195 1. The coal and steel
model dated from the early postwar years and owed its existence to
Allied distrust of German heavy industry, but now times had changed. At
the same time, the neoliberal hostility to planning that characterized
Erhard's economic policy also gave little purchase for union demands for
macroeconomic codetermination.
It was only after the consolidation of capitalism had buried the hopes
for codetermination of the early postwar years that the German unions
became more interested in distributional issues. Victor Agartz, the leftist
theorist of the union movement, developed the concept of an active wage
policy to redistribute income between capital and labor (Agartz, 1953;
Markovits and Allen, 1984). Nonetheless, actual wage increases remained moderate, and wages did not become a concern of government
economic policy makers until the early 1960s, with the onset of the labor
shortage that followed the erection of the Berlin Wall. Even then government reaction was limited to moral suasion directed at the negotiating
parties to moderate their demands. Erhard rejected any kind of interventionism as a matter of principle; he even opposed establishing a
council of economic advisers. The German central bank finally lost patience with Erhard's continued passivity despite an overheated economy
I
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and used its monetary authority to bring the postwar economic boom to
a screeching halt in 1965. The end was so abrupt that it caused the
f ederal Republic's first recession, with more than half a million unemployed . This brought the Social Democrats into the federal g~v_ernm~nt
fo r the first time in autumn 1966, as part of the Grand Coahuon (with
the moderate Keynesian Karl Schiller as minister of economics).
Erhard's fall discredited neoliberal economics in the Federal Republic
fo r the time being and opened the gates to the active management of
aggregate demand as practiced in the United States and nearly all other
Western nations. The German approach to macroeconomic control was
enacted by the Stability and Growth Act of 1967, which largely reflected
the Keynesian ideas of the Social Democratic party (SPD). The act committed the federal and state governments to countercyclical fiscal policy,
but contrary to Keynesian logic it left the autonomy of the central bank
entirely unimpaired. The only way the federal government could influence the bank was through the "Concerted Action" program, whereby
the bank would be morally but not legally bound by a broad consensus
(Adam, 1972; Hardes, 1974). Schiller made good use of the possibilities
of informal understandings in the first years of the act but did not take
advantage of the chance for institutional consolidation.
As a result, the recession was quickly overcome by an almost ideal
coordination of macroeconomic control instruments. The central bank,
surprised by the effectiveness of its tight money policy, returned to a less
restrictive monetary policy; the federal government enacted a series of
supplementary budgets authorizing increased outlays for public investment at all levels of government; and the unions accepted agreements
that were even below the targets in Schiller's annual economic report.
From today's perspective it seems evident that the rapid success of these
measures (Table 7. 1) was primarily due to the looser monetary policy
and secondarily to the unions' restraint in their wage demands. Given
fixed exchange rates and the Vietnam War boom, these factors made
possible robust growth in German exports. The public works program,
on the other hand, received a great deal of attention at the time, but
circumstances prevented it from getting under way until after the recover y had started . Direct fiscal stimulus in the form of outlays for public
investment, therefore , had procyclical rather than countercyclical effects
(Kock, 1975; Reissert, 1984).
Despite this success, Concerted Action did not lead to stable and viable
corporatist institutions in the Federal Republic (BonB, 1980). From the
beginning it was not conceived as a decision-making body but as a forum
fo r discussion, where the Ministry of Economics, the central bank, the
top employer organizations, and the unions could meet and exchange
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Table 7.1 Unemployment (as % of dependent work force members},
GDP growth , consumer prices, standard hourl y wages, gross wages per
worker, and unit la bor costs in industry (changes from previous yea r
in %): Federal Rep ublic, 1965- 1970

Unemployment
GDP growth
Consumer prices
Standard wages
Effective wages
Unit labor costs

1965

1966

1967

1968

1969

1970

0.7
5.5
3.4
7.2
8.8
2.8

0.7
2.9
3.5
10.7
6.9
4.9

2.1
-0.1
1.4
4.6
3.0
-o.6

1.5
5.6
2.9
4.3
6.4
-o.8

o.8
7.5
1.9
6.6
8.9
3.9

0.7
5.1
3.4
I 1.2
15.0
10.4

Sources: OECD H istorical Statistics, 1960-1983 ; SVR, 197 1-72; 1977-78.

their views of the macroeconomic situation. The attitude of employers
and the central bank toward Concerted Action was one of benign skepticism from the outset: it could not hurt, and it might be useful to keep the
unions in line. The unions' reaction to the federal government's invitation to join the forum was more ambivalent. They could not turn it down
after having tried for so long to convince Erhard that economic policy
making should be more public. Moreover, the invitation reawakened the
hope that they might yet achieve macroeconomic codetermination and
play an active role in economic and social planning. On the other hand,
they saw serious risks for the autonomy of collective bargaining agreements and hence for their own function.
Even before Concerted Action, the unions had favored a formula
according to which wage increases should be approximately governed by
the growth in productivity plus the expected rate of inflation (Markovits
and Allen, 1984: 126ff.). But that was not the same as respecting government guidelines or bargaining over future wages within the constraints
of Concerted Action . The reasons for this reservation about any form of
explicit incomes policy are the same in principle as in the other three
nations, but in the Federal Republic they were more compelling than
elsewhere.
In international comparison, the German labor unions are relatively
weak (Table 7.2). Germany's constitution and its labor law outlaw the
closed shop and the union shop, which are taken for granted in other
countries. Unions cannot seek special consideration for their members
in wage negotiations. Their officers are not even permitted to represent
their members to management within individual plants , except where
they win elections for works council seats-and are willing to stick to the
union line thereafter (Streeck, 1981; 1984). Thus the German unions
are much closer to voluntary organizations than a re unions in Austria,
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Table 7.2 Degree of o rga nization in national umbrella associatio ns of
unions , ea rl y 1970s

Austria

FRG

GB

Sweden

Degree of organization in %
Source: von Beyme, 1977 .

Sweden, or Great Britain. Their authority over their members and their
ability to regulate wage levels through collective bargaining thus depend
en tirely on the ability of union leadership to gauge the mood of its
members, management's bargaining strength, and the current economic
situation and to react tactically to all of these factors in setting realistic
goals. Any commitment in advance would impair the unions' capacity to
react and would thus undermine their ability to control wages and working conditions altogether.
The unions had an additional internal problem. Wage policy was and
is the responsibility of the individual unions. As early as the 1950s the
central committee of the German Labor Union Federation (DGB) had
been unable to fulfill its statutory function of coordination because of
the dominance of the large individual unions, especially the metalworkers, and it even avoided the internal consultations about a wage
policy line that might still have been possible. The DGB thus would not
have been in a position to speak for the unions as a whole in Concerted
Action meetings. On the other hand, the presidents of the large individual unions represented there could have determined the union line for
any bargaining round through their sheer "weight," but the niceties of
interunion diplomacy precluded recognition of this influence in negotiations with the employers and with the government. On the employers'
side the situation was similar. Negotiations about wage policy or binding
agreements with the government on the pattern of the British Social
Contract were simply not possible for the German unions within the
framework of the Concerted Action program.
Nevertheless, informal and open discussions between the presidents
of the major unions and the employer organizations on the one side and
the responsible federal ministers and the president of the central bank
on the other served a purpose in the early years . They increased each
side's understanding of the other's perspective on the economic situation, as well as of the constraints that it faced and its goals. Each participant knew where the others stood and what could be expected of them .
T his benefit, which Schiller probably underestimated , was reduced as
the number of participants was increased. Not wishing to be excluded ,
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the farmers, the private banks, the retail trades, their individual unions,
and so on wanted to take part. At the same time powerful political
figures like the minister of finance and the minister of labor tired of
their role as extras in Schiller's show and sent officials to represent them.
Discussions in the original small group setting had been serious and
controversial but were still aimed at mutual understanding. This was no
longer the case after meetings of Concerted Action became media events
where leaders read prepared statements and negotiations about the closing statement were conducted two weeks in advance at the staff level.
The unions had hoped to participate in social planning. But that had
never been the purpose of Concerted Action. Instead, from 1969 on, the
meetings turned more and more into a concerted criticism by other
participants of "excessive wage demands." In short, participation in
Concerted Action had become increasingly unpleasant for the union
leaders, and after Schiller's resignation in summer 1972 and his replacement by Hanns Friedrichs of the Liberal Democratic party (FDP) that
fall, even the government no longer seemed to know what to do with the
institution. Nonetheless, it dragged along for several more years before
employers launched a constitutional challenge to the codetermination
compromise of 1977, which finally gave the unions the pretext to end
their participation. But I anticipate later events.
In the first years of Concerted Action the elements needed to ensure
success were present to a certain degree. Moreover, the unions, which
had expected pressure to reduce wages, were relieved that Schiller's
macroeconomic picture included real wage increases and envisioned the
future reestablishment of "social symmetry." Wage agreements in 1967
and 1968 were close to or even below Schiller's projections on average
(Adam, 1972 :54). The central bank was thus able to retain its expansionary monetary policy without jeopardizing price stability, and after 1968
government investment programs began to take effect. At the same time
moderate domestic price increases and the worldwide Vietnam War
boom caused German exports to grow so fast that the revaluation of the
German mark demanded by Schiller and refused by the Christian Democratic Union (CDU) and the Christian Socialist Union (CSU) became
the dominant issue during the parliamentary campaign of 1969. In sum,
1969 was a dream year for economic policy. Inflation was 1.9 percent,
real economic growth rose to a high of 7.5 percent, and unemployment
was down to o .8 percent.
For the unions , however, 1969 became a year of crisis. They had
accepted wage settlements that were in keeping with the overl y cautious
forecasts of the Ministry of Economics. Now the legal obligation to abide
by agreements and keep the peace prohibited them from demanding
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supplemental negouauons, while firm profits exploded and effective
wages, with labor in short supply, left standard wages far behind. Then
in the "hot autumn" of that year wildcat strikes broke out all over West
Germany, forcing employers to grant wage concessions they had previously denied the unions. At this point the unions had only one priority.
T hey needed to wipe out the distributive setback they had suffered and
to reinstate their seriously damaged authority in the plants. Wage increases in industry for 1970 and 1971 were thus far above the rates of
increase of the past years, and even the increase in unit labor costs was
clearly above the inflation rate. After this show of strength, however, the
u nions were willing to return to a policy of moderate wage increases
guided by productivity growth and expected inflation (Table 7.3).
But in the meantime prospects for macroeconomic control had worsened considerably in the Federal Republic. Because the American government financed the Vietnam War with bank notes instead of through
higher taxes, the dollar supply available worldwide increased and with it
the average inflation rate in the Western industrial nations. Countries
with above-average price stability were expected to revalue their currencies and thus attracted speculative capital streams, especially when , like
the Federal Republic, they were enjoying high trade surpluses. When the
Bundesbank tried to neutralize the influx of capital through a tight
money policy, it only made the German mark more attractive to international speculators. Only massive revaluation would have helped the situation, but during the Grand Coalition such a move was blocked by the
CDU and CSU. In the following years revaluations, pushed through
over the loud protests of trade associations, were always too little and too
late to staunch the inflow of speculative capital.
Since demand pull from abroad could not be stopped, the government
and the central bank were all the more interested in restricting the
d omestic cost push. The unions were thus placed under considerable
pressure in the Concerted Action meetings. From their point of view,
Table 7.3 Consumer prices, standard hourly wages, _real hourly wages,
and unit labor costs in industry (changes from previous year m %):
Federal Republic, 1970- 197 5

Consumer prices
Industrial wages
Real wages
Unit labor costs

1970

1971

1972

1973

1974

1975

3.4
12 -4
8. 7
10-4

5-3
13·3
7.7
8.9

5.5
8.5
2.8
5.7

6.9
9.8
2.6
7-9

7.0
12.0
4. 7
9.4

6.o
9. 1
2.9
6.9

Sources: OECD Historical Statistics, 1960- 1983; SVR , 1977- 78.
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however, such criticism showed not only a complete lack of understanding of the internal problems with which they had been contending since
1969 but also a denial of the "social symmetry" in Keynesian economic
policy that Schiller had promised earlier. If wage restraint was the key to
overcoming the recession and to fighting inflation, when would the distribut_ive claims of _the workers finally be met? The only economically
plausible answer might have been some form of wealth sharing. But this
answer could not be proposed as long as the German unions remained
deeply divided about the way in which wealth was to be shared. The
metalworkers' union in particular was adamant in its refusal to accept the
one model that could have won political consensus: individual stock
ownership, which in their view would have turned the workers into "little
capitalists."
At any rate, the unions had to make up foregone wages in 1970 and
1971 and were, for internal reasons, unable to respond to appeals for
wage moderation issued by the federal government and the central
bank. But apparently they still accepted their joint responsibility for the
climbing rate of inflation. Wage agreements in 1972 were lower again
and unit labor costs were stabilized. Nevertheless, inflation continued to
increase. The social-liberal coalition's majority in the legislature was waning, and it lacked the strength to push through Schiller's recommended
revaluation. The central bank's attempts to stabilize the money supply
were defeated by the influx of foreign funds. Thus from the union point
of view, the sacrifices they had made on behalf of stabilization were
worthless. They had merely increased firm profits and accelerated wage
drift. Because the government seemed unable to protect the Federal
Republic from the worldwide tendency to inflation, the unions now had
to adjust to inflationary expectations as well. The wage negotiations of
1973 reflected this change of mind, with demands aiming at a substantial
redistribution of incomes and anticipating further increases in the rate
of inflation.
From the central bank's perspective, committed as it was to stable
prices over any other economic policy goal, the unions' wage demands
were a catastrophe, especially since the bank no longer considered the
federal government a reliable ally. Alex Moller stepped down as finance
minister in 1971 because he could no longer hold his own in the cabinet
against the spending plans of the departments. Willy Brandt gave workers in the Ruhr region an unconditional guarantee of full employment
without mentioning wage restraint as a necessary precondition. Karl
Schiller's resignation in summer 1972 gave the public a further signal.
Finally, during the 1972 elections even Helmut Schmidt declared that 5
percent inflation was preferable to 5 percent unemployment. Thus after
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Willy Brandt's election landslide in autumn 1972, the Bundesbank
feared that social democratic reform and expenditure programs would
no longer be constrained by voluntary moderation.
It was no wonder that the central bank deployed all possible administrative means to contain at least the foreign risks to economic stability
and accepted direct exchange controls as part of the bargain. But its
ultimate goal remained a changeover to flexible exchange rates. This
goal was finally achieved in spring 1973, after a series of crises over the
dollar and revaluations of the mark and a number of failed attempts to
save the Bretton Woods regime of fixed exchange rates (Black, 1977).
Most economists, especially those of a neoclassical or monetarist bent,
had for some time recommended floating exchange rates, which would
con tinuously adjust the external value of a currency to its internal purchasing power. With the demise of fixed exchange rates, every country
was free to decouple itself from the international "inflation alliance" and
to pursue its own goal of stability undisturbed by speculative influxes of
foreign currency. Because rates of exchange were continuously adjusted
by the market, theorists also expected no extreme fluctuations in exchange rates that could attract currency speculation. These theoretical
expectations were thoroughly disappointed , however. Speculators
seemed to consider many factors more important than the differences in
national inflation rates, and when exchange rates were no longer set by
governmental policy, there was no fixed point of orientation for the
cu rrency trade, and hence no plausible upper and lower limits for future
rates. As a consequence, it was only now that currency speculation could
really take off.
Nevertheless, the transition to floating exchange rates markedly improved conditions for the Bundesbank's policy of stability. According to
the Federal Bank Act, monetary policy was the bank's responsibility, but
setting the rates of exchange had been a government matter. And it was
precisely the politically motivated delay in adjusting the exchange rate
that had not only attracted inflationary money inflows from abroad but
also caused import prices to rise. But with flexible rates of exchange, the
gove rnment's responsibility for currency rates lost its practical significance. It was replaced by currency markets and the factors influencing
them. Among these factors were direct interventions in the currency
markets, which continued to be dependent on government approval.
Much more important in practice, however, are the regular operations
of interest and money supply policy.
If a currency is attractive to international investors, as the German
mark was in the 1970s, then tight money and high interest rates will
attract international capital, improve the balance of payments, and thus
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raise the rate of exchange. Import prices will fall , and the pressure on
export prices will restrain domestic price levels. However, the influx of
foreign currency must be "sterilized," for instance by increasing the
minimum reserves in the banks and also by additional tightening of
credit for households and firms , which have no access to the international capital market. Revaluation can thus substantially increase the effectiveness of a national stabilization policy, but only if it is conducted as
part of a consistently tight monetary policy. To be sure, it also intensifies
the undesirable effects of a restrictive policy on domestic production and
employment by making imports more competitive and by depressing
profits in the exposed sector. But the politically decisive factor is that
with flexible exchange rates this effective weapon of revaluation passed
from the hand of government into that of the independent central bank.
The economic policy consequences of transferring responsibility for
the exchange rate to the central bank, whose priority is price stability,
were not noticed at the time, or at least they were not addressed in
political and technical discussions. From today's perspective the importance of the move becomes clear as soon as one raises the hypothetical
question whether any national government would have been able to
shoulder political responsibility for the extreme revaluation of the German mark against the U.S. dollar and to a lesser extent against the
currencies of its other trade partners in 1973. Still , one can guess that
Helmut Schmidt, who negotiated the transition fro m the Bretton Woods
system to flexible exchange rates during his time as finance minister, saw
these implications sooner than other political figures. As chancellor, at
any rate, he worked hard to build the European Monetary System,
which limited the fluctuations of exchange rates between participating
countries. The central bank was highly skeptical about these efforts, in
part because they removed exchange rates between West Germany and
its important European trading partners from the direct control of monetary policy and placed then again within the government's sphere of
responsibility. But I am again anticipating historical developments.
Speculation against the dollar reached a new high in 1973. It did not
diminish despite a renewed devaluation of the dollar in February and
extreme discrimination against foreign investment under the Bundesbank's minimum reserve policy. In early March currency exchanges
were closed for two weeks. When they reopened , the transition to floating rates was complete. Central banks were no lon ger obliged to intervene in support of the U.S. dollar, and at the same time six Common
Market countries (the Federal Republic, France , the Benelux countries,
and Denmark) as well as Norway and Sweden (a nd Austria too, in a
practical sense) agreed to fl oat their currencies jointly. By limiting fluctuations within this "snake" of floating currencies, it was possible to
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calculate the rates of exchange at least between the Federal Republic and
its close trading partners with some certainty. However, in the following
years, not all of these countries were ready or willing to imitate the
German stabilization policy. Sweden and France left the European Monetary System permanently or temporarily in order to protect their competitive position, while new countries joined the_ "s~ake" under co~ditions that allowed their currency to fluctuate w1thm greater margms.
Initially, dollar outflows pushed the German mark to the bottom of the
European "snake," which finall y gave the Bundesbank the chance to
pursue price stabilization undisturbed by foreign economic events. By
April 1973 consumer prices were up 7 percent, and the ba~k saw every
reason to take drastic measures. It more than doubled the discount rate,
from 3 percent in autumn 1972 to 7 percent in July 1973, where it
remained until October 1974. It also retained the restrictions on the
money supply that had been introduced to neutralize foreign money and
red uced the rediscount quota of banks still further. The federal government also contributed to the bank's tight money policy by raising a
forced loan whose proceeds were neutralized by the central bank. As a
consequence, the free liquidity reserves of the banks sank to zero in May
(Bundesbank, 6/73: 7ff.). But because the inflation rate kept rising, the
gove rnment decided to introduce a second stabilization prog:am in May,
which taxed private investment and added a surcharge to mcome and
corporate taxes . At the same time public expenditures were reduced or
stretched out over longer periods of time.
Thus, following the shift to floating exchange rates , the central bank
and the federal government acted in concert to slam on the brakes. The
money supply (M 1) actually fell and at year's ~nd was s_till 2 .9 percent
below what it had been in March. At the same ume the discount rate for
ban k loans increased rapidly, from 5.38 percent in August 1972 to 12 .37
percent in August 1973 (Bundesbank, 2/74). These measures ~ere highly e ffective in transforming the boo~ into a_ homemade reces_s10n ._Ev~n
the inflation rate for consumer pnces, which had reached Its high m
June with 7.6 percent, receded to 6.2 percent by September. But a~terward , it rose again until the end of the year. The goals of ~he _d eflauonary policy were thus not yet achieved; they were not even m sight when
the oil crisis began in autumn 1973.

FIRST RESPO NSES TO THE CRISIS

In the Federal Republic as elsewhere, the oil crisis was first understood
as a problem of oil scarcity, which was symbolically ?ramatized
"carless Sundays. " The limits to growth , which had prev10usly been ignored
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by most, now seemed to manifest themselves as the real limits of the
energy supply and were seen as direct threats to full employment and
affluence in the industrialized nations. The planning bureau of the Finance Ministry, however, staffed with economists whom Helmut Schmidt
had brought along from the Ministry of Economics, had a different view.
From the beginning it emphasized not supply shortages but the consequences of increased energy prices for macroeconomic demand. According to its interpretation, withdrawal effects would be felt at least
until the OPEC nations were able to channel their surplus income back
into the world market as additional buying power. In the meantime the
gap could and should be filled by increased domestic demand. These
considerations were taken into account at the last minute during the
federal budget discussions for 1974; the budget was thus much more
expansionary than originally planned. At the same time in December the
measures that had been taken to discourage investment were repealed,
and in February 1974 measures were taken to promote private and
public investment. The first response of government policy makers to
the crisis was thus perfectly congruent with a Keynesian analysis, the
perspective that had also determined policy in Austria, Great Britain,
and Sweden. Because subnational jurisdictions also initially maintained
their spending programs despite reduced tax revenue, the overall fiscal
effect was clearly expansionary in 1974.
But the reaction of the central bank was different. Its first interpretation of the oil crisis also emphasized the problem of supply. When shortages proved not to be a problem, however, the bank saw no reason to fill
any demand gaps. In its view, the real economy could absorb the income
transfer effected by the OPEC cartel only by reducing real incomes in
the industrial nations. Artificially induced domestic demand could not
substitute for the reduction (Bundesbank, 2f74:8). For the bank the
main problem caused by the oil crisis was an increase in the pressure on
prices, and it was unwilling to give up its battle for stability, which had
just begun in earnest, before it saw any real victories. Thus its restrictive
monetary policy continued for the time being, because otherwise the
increase in oil prices was likely to be followed by accelerated wage-cost
inflation. As the Bundesbank saw it, all signs pointed in that direction.

MONETARY POLICY

vs.

WAGE POLICY

The stabilization policy mounted by the government and the central
bank was unable to influence wage levels for 1973 or to halt inflation.
The unions' direct contacts with the central bank and the Ministry of
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Economics, which had passed to the FDP after the election in autumn
1972 , had worsened considerably ; it was therefore not obvious to them
that appeals to stabilization were now more serious. For the rest, conditions at the beginning of the wage rounds of 1974 were highly uneven.
The construction industry was in the midst of a deep depression, and
sales in the automobile industry were so impaired by the oil crisis that
shorter work weeks and finally widespread layoffs became necessary.
Otherwise, however, the feared consequences of the oil shock remained
in abeyance. Domestic demand receded perceptibly, but exports rose,
against all expectations. Keynesian responses to the crisis in the other
industrial nations had their effect, and domestic monetary constraint
improved German competitiveness at least vis-a-vis the other members
of the currency "snake." In this unclear situation negotiations in the
public sector, which opened the wage round this time, sent a special
signal to the other unions-and to the central bank as well.
The major union representing public sector employees (all except the
railroad and postal workers) in the Federal Republic is the Public Service, Transportation, and Traffic Union (OTV). This union set high
goals for the wage round of 1974 and prepared its campaign long_beforehand . In the previous decade its main concerns had been questions
of social security, structural improvements, and vacation time; now it was
concerned with catching up with wages in the private secto_r (where the
high wage drift of recent years had widened the gap). The OTV initially
sought identical raises favoring low wage groups in the public sector.
Because that was unacceptable to the federal government, where Liberal
Minister of the Interior Genscher was charged with conducting negotiations, the union shifted its emphasis to high percentage increases.
The government for its part wanted a demonstration of wage moderation in the public sector. Chancellor Brandt therefore declared early on
that wage agreements with dol:'ble-digit percentage increases were out of
the question. This provoked OTV leader Heinz Kluncker to do battle.
Brandt's statement was interpreted as an attack on the principle of autonomous collective bargaining, obliging other unions, which had been
somewhat critical of OTV claims and negotiating tactics, to rally to its
cause . The basic situation was as follows.
The OTV negotiates with the federal government and the collective
bargaining associations of the states and communities in a single collective bargaining round (in which the postal and railroad workers' _unions
participate as observers). Although several legally separate collective bargaining agreements are concluded , all the participants are committed to
the results reached in the single collective bargaining round. Different
terms are unusual and would be contrary to OTV interests, since its
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capacity to secure benefits for all its members derives primarily from its
ability to threaten municipal governments with strikes. That strike threat
is used on behalf of white-collar employees in the federal government
and the states as well (and it also determines the salaries of civil servants
ministers, and deputies). Brandt's preliminary commitment-if inter~
preted as an exercise of the chancellor's responsibility to set guidelineswould have limited Genscher's ability to negotiate for the federal govern°:ent. Such a limitation would have either split the negotiations or prejudiced the result for the states and communities. Either outcome was
unacceptable to Kluncker. In the wage battle that followed, which was
carried on primarily by the municipal garbage workers, in local utilities,
and in public passenger service, both sides were fighting for a principle.
The federal government was fighting for the credibility of its stabilization policy and for the authority of the chancellor; the OTV was fighting
for the public sector's claim to equal pay with the private sector and for
the autonomy of collective bargaining. Ultimately, the communities and
states caved in under the pressure of the extremely effective and unpopular strikes, and the federal government, which had never sought a
separate agreement, agreed to wage and salary increases of more than
12 percent.
For the other unions, unless they had reasons to be moderate because
of the branches they represented, the OTV agreement guided the 1974
bargaining round. They also had initially feared the worst from an oil
shortage. When the worst did not occur, they did not expect any additional impairment of the world economy, and they "certainly saw no
reason to expect unfavorable developments on the labor market front"
(Wirtschafts- und Sozialwissenschaftliches lnstitut der Gewerkschaften
[WSI], 1974:79ff.). On the other hand, they thought they had learned in
1973 that the brakes applied by the central bank and the federal government hardly affected the inflation rate. From this, union economists
concluded that because of the increasing concentration of markets, macroeconomic control had lost its effectiveness. When aggregate demand
was limited, quantity effects appeared earlier and more markedly than
the price effects. Thus, in their view, "macroeconomics has only these
alternatives left: either to throttle a boom so hard that a price effect
appears (while accepting the grave risks for growth and employment), or
to tolerate inflation " (WSI, 1974:78). Since the first alternative seemed
~olitically impossible, union economists anticipated even higher inflation rates and greater real economic growth in 1974 than the federal
government's optimistic annual economic report had projected in
February.
The wage policy of most unions followed these assumptions. Wage
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scales in industry rose by 12 percent in the crisis year of 1974, even more
than in the previous boom year (9.8 percent). In fact, however, the 7
percent rise in consumer prices and 0.5 percent rise were both well
below the government's forecasts. Unemployment averaged 600,000 in
1 974, well above the projected 450,000 (which WSI had criticized as too
high an estimate). By year's end the number of unemployed exceeded a
million, and the number has not been significantly below that ever since.
How could this have happened?
The government's capitulation in the face of the OTV strike damaged
Willy Brandt's authority, although one cannot prove the often-asserted
connection between the wage battle and his resignation in May. In any
case, for the Schmidt/Genscher government that came to power in May,
the goal of stabilization had a very high political priority from the outset.
Helmut Schmidt was a Keynesian when it came to filling temporary
demand gaps. But like Dennis Healey in Great Britain, as finance minister he had become increasingly skeptical about the pressure from social
democratic legislators to increase public expenditures without also taking political responsibility for higher taxes. From his perspective, which
was shared by his secretary of state and other officials who had moved
from the Finance Ministry to the chancellor's office, the federal budget
had been in structural deficit even before the oil price crisis began, and
that deficit had to be corrected as soon as possible. This situation explains the subdued tenor of Schmidt's official address on May 17, 1974.
He did not rule out the possibility of new programs, but they were
accepted with resistance and as unavoidable impediments in the way of
the necessary consolidation.
The necessity for additional spending programs was not apparent at
first. The demand gap in the world market projected by the economists
in the Finance Ministry in late autumn did not occur, and firms were able
for a time to compensate for the central bank's restrictive policy by
increasing their export efforts-although with much lower profit margins. The Ministry of Economics thus was more optimistic about economic developments in June than it had been in its February annual
report. It warned about the danger of a new inflationary overheating in
view of tax cuts and increases in family allowances already planned for
1975. In terms of fiscal policy, therefore, budgetary restraint seemed
more urgent than new, countercyclical spending programs. The major
part of the federal deficit of 10.3 billion marks in 1974 and 33.1 billion
in 1975 was thus due not to programs inspired by economic or employment policy but to the "automatic stabilizers" of lower revenues and
increased expenditures caused by the downswing in the economic cycle.
Still, the federal government and the states accepted these deficits, and
I] I
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according to calculations by the Deutsches Institut for Wirtschaftsforschung (DIW), they generated additional demand of about 2.5 percent
of the GNP in 1974 and more than 4 percent in 1975 (Teschner and
Vesper, 1983).
Government financial policy may not have plunged joyously into deficit, as in Austria, but it did toe the Keynesian line. The Bundesbank,
however, became all the more determined in its own conversion to monetarism. The wage agreements in the public sector and then in all economic branches had confirmed the bank's doubts about the macroeconomic good sense of the unions as well as the government's
reliability. The OPEC nations' higher income had to be absorbed by
decreases in domestic income, but now it seemed out of the question that
this could be achieved with the agreement of the unions. An intensification of the domestic distributive battle was unavoidable, but the bank
wanted at least to avoid fighting it out in an inflationary race between
wages and prices.
It is thus not fair to suggest that the Bundesbank was trying, against all
economic reason, to neutralize the inflationary effect of oil price increases by its restrictive policy. It had displayed that inflationary effect
separately in its monthly reports and it measured the distance from the
goal of stabilization against the inflation rate corrected for the effect of
oil prices. But in contrast to the national banks in Austria, Great Britain,
and Sweden (and in nearly all other Western industrial nations, except
Switzerland), the Bundesbank central committee was not prepared to
resign itself to the wage-price inflation that was a secondary effect of the
oil crisis, letting it take its course in the short run and creating price
stability as a medium-term goal. It was not enough that German inflation
rates were at the very low end of the international rates; they had to be
lowered markedly and for good, even if that impaired other goals of
economic policy.
This, I believe, is the heart of the Bundesbank's conversion to monetarism. It had made this turn as early as spring 1973, when the transition to floating exchange rates freed it from the obligation to exchange
foreign currency supplies in the banks into German marks at any time.
The central bank took advantage of this chance to reduce the increase of
the money supply to zero in summer 1973, and it maintained this policy
of extremely tight money (and extremely high interest rates) until the
Federal Republic's economy slid into the deepest recession of the postwar years in the winter of 1974-75.
The monthly and annual reports of the central bank from those years
and the reports of the Council of Economic Advisers (SVR) supporting
and explaining its policy show that government policy makers and the
I ]2
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social partners were clearly warned about the disastrous consequences of
the threatening collision between tight money and expansionary wage
and fiscal policy. Two questions are thus of interest. Why did the unions
not take these warnings seriously? And why did the government not
intervene to stop a deflationary monetary policy after it was clear that
the wage increases of 1974 were well above the level tolerated by the
central bank? As with all questions about unrealized historical options,
the answers must be speculative, but they seem to me plausible in view of
the perspectives of that time.
In direct contrast to the completely different responses of monetary
policy in the three other nations, there is an almost conventional "institutional" answer to the second question. Its greater legal and organizational autonomy allowed the Bundesbank to pursue the goal of stabilization
in opposition to the government's full employment policy. This would
have been institutionally impossible in Austria, Sweden, or Great Britain.
That argument is not incorrect, and I will investigate it in greater detail
later. In conversations with active participants, however, this argument
gets less and less support the closer the actors were to the center of
government policy in those years. Even if we take into account the human inclination to harmonize cognitive dissonance, the recurring emphasis on excellent relations and close contacts between government and
central bank is remarkable. Even more remarkable, it is said that Helmut
Schmidt had described the monetary restraint as his own idea.
In any case, after what he considered to be disastrous public sector
wage agreements, Schmidt announced that he and the president of the
Bundesbank had decided to combat inflation jointly (Bundesbank, press
release 17/74: 1). And as in Great Britain, there was a group of politicians
and top officials not only in the Ministry of Economics (led by the FDP)
but also in the Finance Ministry and the chancellor's office whose view
coincided with that of the central bank in many respects. They thought
the expenditure policy of the SPD faction was as dangerous as the inflationary redistribution policy of the unions, and they favored a dramatic
change of course. Since the legislature and the government were not
politically able to bring that about, they welcomed an increase in the
Bundesbank's capability for autonomous action, at least as long as personal relations with the leading members of the directorate were as good
as they were at that time.
Of course, that does not mean that the Social Democrats in the federal
gove rnment intentionally brought about persistent mass unemployment
or even that they anticipated it as part of the bargain . The worst that
they expected was a short recession, which could easily be corrected
according to the pattern of 1967-68. At the same time , there are indica-
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tions that economic policy makers underestimated the importance of the
monetary supply for economic and employment policy. Even the Bundesbank often spoke of a division of roles according to which monetary
policy was charged with "keeping the money supply tight," while fiscal
policy was to "compensate for the reduced domestic demand due to the
higher oil prices by moving to a cautiously expansionary course" (Schlesinger, 1975: 1; Bundesbank, 1974: 18). Such a (theoretically nonsensical)
description probably satisfied the "fiscal" Keynesians in the federal government. Furthermore, while the government would probably have
been able to win an open political battle with the central bank, the loss of
confidence in the financial press and in national and international capital markets could have had results like those in Great Britain in 1976. In
short, the leading people in the federal government probably agreed
more or less with the Bundesbank's policy in 1974, and they would have
incurred a high political cost had they tried to change it.
Thus the search for an explanation for the Federal Republic's path
into its employment crisis reduces to the question why the unions did
not, at the last moment, avoid a collision with the central bank's deflationary policy. I consider it crucial that the unions in 1974 did not yet
believe in the economic effectiveness of monetary constraint. Their
doubts derived not only from the bitter experiences of 1969 and 1972,
when their goodwill in reaching low wage agreements was punished by
climbing profits, rising inflation rates, and a rising wage drift, but also,
and to an even greater extent, from the insidious coincidence of theoretical models of interpretation with atypical real events.
In the "bastard Keynesianism" (the phrase is Joan Robinson's) of
American provenance, which was adopted in the Federal Republic and
implemented by the Stabilization and Growth Act of 1967, fiscal policy
was considered by far the most important instrument of countercyclical
macroeconomic control. But that theory still assumed that monetary
policy would follow fiscal policy and assigned it a subordinate and supporting role. German Keynesians, in their enthusiasm about the "Keynesian" solution to the recession, initially ignored the fact that under the
institutional conditions of the Federal Republic , the leading role of fiscal
policy was not a foregone conclusion, just as they lost sight of the fact
that the restrictive policy of the central bank had caused the recession of
1966. Moreover, German monetary policy had actually lost its domestic
effectiveness during the decline of the Bretton Woods system. At this
point, therefore , it was still possible to conduct the theoretical battle
against monetarism and the concept of a "control of money supply oriented toward potential growth" as it was recommended by the Council of
Economic Advisers (SVR, 1970-7 1:359) with plausible empirical and
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pragmatic arguments (Kohler, 1973). The transition to a floating exchange rate and the more effective control of the central bank money
supply had changed the underlying ~onditions an~ endangered. the
goals of the unions, as a few experts m the Keynesian camp realized
(Simmert, 1974 ; Pohl, 1974), but such insights came too late to influence
the 1974 wage negotiations.
Moreover, union economists had become convinced that control of
macroeconomic aggregates had become largely ineffective. In order to
reduce the inflation rate perceptibly in concentrated markets, one would
have had to curtail macroeconomic demand so rigorously that high unemployment became inevitable (WSI , 1974). According to the unions'
theoretical evaluation of the instruments of economic policy, however,
that was possible only if both monetary policy and government fiscal
policy had continued to follow a very restrictive course. But government
fi scal policy had been expansionary since autumn 1973, so the unions
saw no reason to count on a major recession in 1974. Unhappily, the facts
seemed to support this interpretation. When both monetary and fiscal
policy were restrictive, the boom seemed to collapse and eve~ the inflation rate began to fall in summer 1973. But when fiscal policy became
expansionary in late autumn, despite monetary restraint, prices and new
orders increased again.
The worldview of the unions in spring 1974 was thus not shaped by an
acute consciousness of crisis. The unions counted instead on continued
inflation and on relatively stable employment. Given that point of view, it
was understandable that the wage round of 1974 was still determined by
the distributive offensive that had begun in 1970. Since that time, the
adjusted wage share had risen clearly above the long-term average of
about 62 percent of national income, and in 1974 there was another leap,
to a high of 66 percent (SVR, 1978-79: 129). Because unemployment
did not increase dramatically at first, the unions considered 1974 a successful year even in hindsight (WSI , 1975). Monetary policy and wage
policy were thus on a collision course in 1974. F~om the ~nions' poi~t of
view the central bank's warnings were not credible and its exhortations
were apparently motivated not by macroeconomic concerns but by distributive preferences. The bank, however, was no longer prepared to
permit cost increases to be passed through into prices after what it considered the disastrous wage round of 1974. The unions had been
warned; now let them take the consequences. The crash thus had become inevitable.
Predictably, the first victims were profits and investments. Gross incomes from employment rose 10 percent in 1974, but incomes from
entrepreneurial activities and capital fell by 0.5 percent. In keeping with
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Table 7.4 GDP growth , consumer prices, incomes from dependent employment, rents,
profits, interest, and proprietors' income (changes from previo us yea rs in % ); adjusted
wage share, investment rate, and unemployment rate (%): Fede ral Republic, 1972-197 9

GDP growth
Consumer prices
Income from
employment
Rents, profits, interest,
and proprietors'
income
Adjusted wage share
Investment rate
Unemployment rate

1972

1973

1974

1975

1976

19 77

1978

1979

4.2
5·5
IO.I

4 .7
6 .9
13·5

0.3
7.0
10.2

- 1.6
6.o
4.2

5.4
4.5
7. 5

3.0
3.7
7.0

2.9
2.7
6.7

4.2
4.1
7.7

8.9

8.1

-0.5

3.0

14.8

5.0

10.8

7.6

63 .6
25·4

64.2
23·9
1.2

66.o
21.6
2.5

66.1
20.4
4.7

64.6
20. 1
4.6

64.6
20.2
4.5

63.6
20.7
4.3

63.4
21.8
3.7

I.I

Sources: OECD Economic Outlook 38; SVR, 1982-83.

those figures, gross investment fell from 23 .9 percent of GNP in 1972 to
21.6 percent in 1974 (Table 7.4), and real investment by firms in plant
and new equipment decreased by 10.9 percent from 1973 (the year of
the investment tax) to 1974. At the same time private consumption stagnated as a consequence of tighter credit and nervous saving. Real domestic demand decreased by 2 percent in 1974 (SVR, 1978-79: Appendix,
Tables 16, 20, 22).
Because of the remarkably long export boom, the symptoms of the
developing crisis were not felt immediately in the labor market (which
might have awakened the unions from their false sense of security in
time to correct the situation). While new orders in industry from domestic sources were stagnating or decreasing from summer 1973 on, orders
from abroad increased at extremely high rates up to late summer 1974
(Bundesbank, 2/75:66). The export surplus grew from 29 billion marks
in 1973 to a high of 43 billion marks in 1974, which was almost obscene
in the context of the balance-of-trade problems of other industrial nations. Employment remained relatively stable until the second half of the
year, largely because of the successful flight of German firms to foreign
markets. But in autumn 1974 the long-predicted decline of world market demand finally occurred , because expansionary policy in other industrial nations was becoming constrained by increasing trade deficits
(due in great part to the overwhelming success of the German export
offensive). In the Federal Republic there now was no stable domestic
demand to act as a safety net to mitigate the steep plunge of exports.
The restrictive policy of the central bank finall y took effect, but the
consequences for employment were more severe than in other compar13 6

able nations. The number of employed persons fell from 26.9 million in
1 973 to 25.8 million, while the number of unemployed jumped from a
yearly average of 273 ,000 in 1973 to 1.1 million in 1975. The inflation
rate , however, contrary to the unions' expectation, did not climb in 1974,
and it began to fall markedly in 1975.
The central bank had thus won the showdown of 1974. Now, regardless of all theoretical controversies (Neumann, 1973 ; Pohl, 1973), there
could be no doubt that a restrictive monetary policy could neutralize
expansionary fiscal stimuli (Trapp, 1976; Neumann, 1978; 1981) and
produce unemployment on its own. But the very visibility of its success
(which was a necessary condition for the future credibility of monetary
policy) also meant a political risk for the Bundesbank. The unions used it
to support their demand that monetary policy be explicitly obligated to
pursue all four goals of the Stabilization and Growth Act of 1967 (Simmert, 1974:56), and SPD members in the federal legislature began to
draft the appropriate changes in the federal bank act. In this situation,
the Bundesbank's concept of how the money supply was to be controlled
gained a strategic importance quite independent of its economic plausibility and practical effectiveness. This concept, which had originally
been proposed by the SVR, suggested that the growth of the money
supply should be strictly tied to the expected growth of real productive
potential, including unavoidable inflation (Bundesbank, 12/ 1974; SVR,
1974-75:316). The importance of this idea becomes clear when it is
interpreted in coordination and game-theoretical terms.
In the Keynesian spirit of the Stabilization and Growth Act of 1967
and of Concerted Action, the Bundesbank had allowed itself to be made
part of the attempt to pursue all four macroeconomic goals simultaneously by coordinating fiscal policy, monetary policy, and wage policy. But
when its first legal priority, price stabilization, was impaired by the behavior of other actors, the bank faced a dilemma. Either it had to accept
inflation rates higher than it found acceptable or it had to reject the
demand for coordination in order to pursue price stability without consideration of its consequences for employment. Such a course of action
would probably have brought it into conflict with its own statute (Kohler,
1985); in any case it would have taken a highly vulnerable position that
would have challenged the legislature to revise the federal bank act. The
concept of potential-oriented control of the money supply offered a
brilliant escape from this dilemma, permitting the bank to act unilaterally while rhetorically honoring the demand for coordination, and
to burden the government, and especially the unions , with making the
adjustments necessary for a successful coordination.
The solution was for the Bundesbank to commit itself publicly by
I
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announcing its money supply goal a year in advance, before the beginning of the new wage round . In game-theoretical terms, the bank had
won the advantage of the first move. From now on it was able to advocate
better coordination in economic policy from a position of authority, because the social partners and the government had been put on notice
about the available monetary supply for the coming year. It was now
their responsibility to take account of this parameter in their own decisions. If the sum of all demands on GNP did not exceed the monetary
supply made available by the bank, the nation could fully exploit its
economic growth potential and could realize the maximum employment
possible under the given circumstances. If not, then output and employment would be constrained by the money supply-but that would no
longer be the bank's responsibility. If this situation arose , one would have
to extend the argument, even deficit-financed government employment
programs would not help. On the contrary, such measures could only
continue to overtax the already short money supply, resulting in higher
job losses in the private sector.
Thus union economists were right when they criticized the Bundesbank's new concept as reprivatizing the risk of unemployment (Pohl,
1974:467). That was its whole point. And they were also right when they
noted that if the concept were applied systematically, every kind of price
increase (and not only those occasioned by wage increases) would always
be punished by rising unemployment (Simmert, 1974). The same result
would arise if market prices did not yield flexibly enough when the
money supply was reduced in order to lower the inflation rate. One need
not even assume concentrated markets to reach this conclusion, an assumption that was somewhat overworked by the union economists at
that time. Even under effective competition, price reductions are a rational microeconomic reaction only when quantity is already constrained
(Spahn, 1986: 2 12-13).
Moreover, we know today that too tight a money supply also constrains
the possible growth of real productive potential, so that any mistake in
potential-oriented monetary policy must entail cumulative losses in future growth (Flassbeck, 1982; Maier-Rigaud, 1982 ; 1983). In short, even
if the unions had been prepared to subject their wage policy to the
money supply dictates of the Bundesbank, that would not have been
enough to neutralize the negative employment consequences of a monetary policy oriented exclusively toward the goal of price stability. Even
the SVR has since conceded this point (SVR, 1984-85:326).
But in the political situation of 1975, even strong theoretical arguments would no longer have made a difference. Public opinion blamed
the economic misdevelopment on the unions (along with the "oil
I
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sheiks"), while there was widespread public approval for the Bundesbank as the defender of stability. Thus the rather hesitantly espoused
demand for a "new organizational form for monetary policy" (WSI,
1975a:447) was not even considered in parliament; it failed at the level
of the federal government. The government was now dependent on the
bank's support to overcome the acute economic crisis. And once its point
was made, the bank began to loosen its monetary restrictions in autumn
1974 so that even the unions had no more cause for further demands by
summer 1975 (Pohl, 1975:460). The acute conflict was defused, and the
government had more urgent concerns than staging a highly risky political battle of principle about the Bundesbank's mandate.
Thus the political conditions for pushing through the concept of
potential-oriented money supply could hardly have been more favorable
(Kloten et al., 1985 :390-95). Unlike the shift in responsibility for the
exchange rate that had accompanied the transition to a floating rate, the
strategic positional gain of the central bank did not remain unnoticed.
Nevertheless, the bank was able to consolidate its strategic gains because
neither the unions nor the federal government were prepared to expend
their limited potential for battle on an institutional issue that no longer
seemed critical. It was this fact, rather than the formal provisions of the
Federal Bank Act, that allowed the Bundesbank to win a dominant role
in German economic policy. The full price for this development, in
economic policy terms, was to be paid only after 1980, when monetary
policy for the first time conflicted directly with the priorities of government policy.

1975-1977'. VOTE FOR RECOVERY
CONSOLIDATE THE BUDGET

BITT

Late 1974 introduced the most severe economic crisis in the history of
the Federal Republic. Real GNP fell by 1.6 percent, the volume of work
by 4.8 percent, and the number of registered unemployed workers rose
to 1.074 million on average for 1975. Under the shock of the crisis, the
Federal Republic now also found a way to coordinate its economic policy.
In the fourth quarter of 1974 the central bank began to reduce its
discount and lending rates very gradually, until in autumn 1975 they
were almost at the low level of 1972. Its monetary supply goal for 1975
was also rather generous. Interest rates for discountable loans fell from
their high point of 13 percent in early 1974 to just 5 percent by the end
of 1975. But this drop in interest rates did not produce a wave of consumption or investment; instead , it was a sign that the economy was not
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prepared to take on more debt despite the much more plentiful mone
supply. As Karl Schiller had often said, you can lead a horse to water, bJ
you can't make it drink. The experience also demonstrated the funda~
mental asymmetry of monetary policy. While it is extremely effectiv
when used restrictively, when used for expansionary purposes it is a~
most powerless to overcome the reluctance of firms to invest and the
fears of private households about higher debts. To quote another mac.
roeconomic homily, you can't push with a string.
For their part the unions, for good or ill, had learned the lesson of the
Bundesbank. Under the pressure of widespread unemployment, standard hourly wages, which had increased by 13 percent in 1974, rose by
only _9_-3 ~ercent in 1975, and in 1976 by only 6 percent. Because product1v1ty mcreased at the same time, the rise in unit labor costs, which at
9.4 percent had been well above the inflation rate of 7 percent in 1974,
decreased to 1.2 percent in 1976, well below the 1976 inflation rate <jf
4.3 percent (SVR, 1978-79: Table 4). The unions thus made a substantial cost-side contribution to reestablishing price stability, while the tax
and family allowance reform of 1975 averted the drop in workers' incomes to be expected with low wage agreements and rising unemployment (Bundesbank, 2/1981: Tables VII, 7, and 8).
Monetary policy no longer prevented a rise in effective domestic demand but was powerless to effect such a rise. Unlike the situation in
Austria, Sweden, and Great Britain, however, wages did not function as
a support for demand in 1975. Thus it was up to fiscal policy alone to
overcome the employment crisis. At first, the impulses emanating from
the public budgets were clearly expansionary. Net borrowing for all levels of government reached an all-time high of 53.6 billion marks in 1975,
which was, at 5.2 percent of the GNP, even higher than in Austria. And
unlike Austrian subnational governments, in West Germany the states
were involved in the attempt as well, although the federal government
bore the main brunt with 30 billion marks (Simmert and Wagner,
1981:483).
The tax and family allowance reform of 1975 played a large role in the
high deficit. It had been decided on before the crisis and burdened
~ederal and state budgets with increased expenditures and foregone
mcome to the tune of 18 billion marks. In light of uncertain economic
prospects, however, the increase in disposable private income was only
partly converted into effective demand. Instead, the already high savmgs rate rose again and reached an all-time high of 16 percent in 1975.
Like an expansionary monetary policy, an expansionary fiscal policy
aimed at increasing private income cannot make the horse drink. A large
part of the fiscal impulses of 1975 were thus lost to fear-induced savings.
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The remaining fiscal impulses of 1975 _were due to automatic stabilizers. Outlays from the additional spendmg programs authorized by
h federal government in December 1974 and August 1975 were hardly
~o:iceable in fiscal 1975; most of the outlays (4.5 billion marks) actually
did not occur until fiscal 1976, when the government was once more
·ng to put the brakes on the economy (SVR, 1976-77 :221, Table 31).
try1
.
.h
1·
But more was probably not intended. In conversauons wit po icy
makers one gets the impression that the f~deral government had not
expected the crisis to last. As with the recess10n of 1966-67, people were
waiting for a quick, self-propelled recovery-where the most one could
do was hurry it along a bit. Since mid- 1975 marked the bottom of the
cycle (SV R, 1976-76:255), federal financial planners approved the Auust program only reluctantly and under political pressure from the
forthcoming state elections in Nordrhein-Westfalen. They assigned
much more urgency to reducing what they considered to be a horrendous budget deficit.
Even during the election campaign, which the government conducted
and won with the slogan "Vote for Recovery!", meetings were held to
discuss expenditure cuts and tax increases design:d to reduce the
federal deficit by 23 billion marks in 1976-78. Followmg the motto that
one must plug financial holes where they occur, the measures w:re
chiefly directed at the unemployment insurance fund. That fund, which
is financed by insurance contributions of employers and workers: h~d
run a deficit of 8.6 billion marks in 1975 because of the steep nse m
unemployment and short-time compensation. By law, this deficit had to
be covered by the federal government, a huge budget outlay that fiscal
planners had not counted on. In response, the Budget Str~ctu~e Act of
January 1, 1976, introduced higher unemployment c?ntnbuuons _and
lower unemployment benefits that succeeded in reducmg the defiot so
rapidly that the fund was again in surplus by 1977-even though the
number of registered unemployed workers had barely decreased at all.
Further targets of the austerity campaign were student support and
doctoral stipends, savings promotion and public sector employment and
pay. In addition, the value-added tax and several consumer taxes were
raised in 1977.
The success of the consolidation campaign was impressive in terms of
fiscal economies realized. The rise in expenditures was slowed markedly;
reven ue , which had stagnated in 1975, rose again; and the deficit ?f_ all
levels of government went from 63.8 billion marks in 1975 to 31.2 b1lhon
in 1977 (Table 7.5). Economically, how_ever, the succ:ss of the budget
consolidation was problematic. Accordmg to calculauons of the DIW,
based on comparisons with the prior year, public budgets generated
I
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strongly negative demand impulses in 1976 (Teschner and Vesper,
19 83:74). But even according to the SVR concept of a cyclically neutral
budget, the expansionary impulses were weak in 1976 and had disappeared altogether in 1977. 'Since foreign demand was stagnating at a
level well below its high of 1974, the economic recovery that began in late
19 75 was fed exclusively by the massive fiscal stimulus of 1975 and by
increasing household demand. These were sufficient to allow the GNP,
which had fallen by 1.8 percent in 1975, to rise the next year by a
spectacular 5.4 percent, but in 1977 the growth slow~d again to 3
percent.
At the same time it became clear that the recovery was insufficient to
overcome unemployment quickly, as it had done in 1967-68. Between
1973 and 1975 the Federal Republic lost 1.1 million of its 26.9 million
jobs, and despite increased production it lost an additional 0.3 million in
1977, reducing the total to 25.5 million. Despite a substantial reduction
in the work force due to early retirement and the forced repatriation of
foreign workers, 1.03 million workers were still unemployed in 1977,
only fifty thousand less than in 1975. Obviously the government had
throttled the recovery prematurely. Even the Council of Economic Advisers, looking at the fiscal policy of 1976 and 1977, agreed: "After the
fact it was evident that restraint was excessive" (SVR, 1978-79:173). By
that time, however, the government had once again switched to fiscal
expans10n.

-st- I

1977-1980:

"MODEL GERMANY" AS THE

LOCOMOTIVE OF RECOVERY

In the federal elections of 1976, the social-liberal coalition had campaigned on its success in overcoming the global economic crisis with
proud reference to "Model Germany." While the coalition was returned
to power, however, the Social Democrats lost to the CDU/CSU the position Willy Brandt had gained for them in 1972 as the strongest party in
the country. The union wing of the party, with which Helmut Schmidt
had very good relations, blamed this loss on the coalition's willingness to
consolidate the budget at the expense of full employment. Since even
according to the calculations of the SVR, the structural budget deficit
had been almost eliminated by early 1977, such ideas found attentive
ears again in the chancellor's office. The planning department under
Albrecht Muller, which otherwise was responsible for "progressive" public relations, took the opportunity to propose a "Program of Investment
in the Future" (Zukunftsinvestitionenprogramm [ZIP]) that deviated in sev-
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era! respects from earlier economic and employment programs. To be
sure, public investment was focused on tangible construction projects, as
it always had been. It concentrated especially on improving transportation infrastructure, developing environmentally acceptable sources of
energy, building sewage treatment plants, renovating inner cities, and
constructing professional training centers. But the planned duration of
the program, four years, was much longer than usual, and its cost, 13.8
billion marks-roughly equal to the total savings produced by the Budget Restraint Act-was greater than that of earlier economic and employment p~ograms. The program, which was approved in March 1977
and begun m 1978, gave everyone enough time to identify and implement cost-effective projects. Thus, in terms of both employment policy
and environmental policy, the program was indeed highly successful
(Vesper and Zwiener, 1982).
In addition, 1977 saw the enactment of additional tax benefits for
housing construction and for commercial investment, increased family
allowances, and reduction of wage, income, and business taxes. Moreover, a 2 percent increase of turnover tax originally planned for 1977
was postponed. Even the central bank was willing to lend a hand. In view
of the rising exchange rate, moderate wage agreements, and falling
inflation, the bank lowered the discount rate from 3.5 percent to its
earlier low of 3 percent and revised its goal for the 1978 money supply
upward. With that, however, financial planners, the central bank, and
the Council of Economic Advisers believed that the economy had received all the stimulus that was reasonable.
But when, in spring 1978, the recovery had not yet materialized, political pressure increased again. In June the ZIP was supplemented by a
new long-term program to subsidize energy-saving investments in buildings. Nor was that enough. In the meantime foreign criticism of West
Germany had come to a head. The Federal Republic's current account
surplus remained very high despite a substantial revaluation of the mark
against the dollar and other currencies. In the United States and elsewhere these surpluses were attributed to a selfish deflationary policy that
excluded imports from the German market and exported unemployment to countries with more expansionary policies. Because the United
States (the object of Helmut Schmidt's criticism because of its high inflation rate and trade deficit) had exhausted its capacity to promote worldwide prosperity, the Federal Republic (together with Japan) was now
expected to become the locomotive of growth that would pull the Western world to recovery (Putnam and Bayne, 1984).
At the Bonn economic summit meeting on July 16 and 17, 1978, the
Federal Republic finally ended its tenacious resistance to this role and
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com mitted itself to an immediate increase in aggregate demand of at
least 1 percent of GNP. It was agreed that the measures necessary to
fulfill this commitment would be introduced in the legislature by August. This startling announcement caused furious activity in the ministries. T he new minister of finance, Hans Matthofer, had hoped at first
that he could develop a program to modernize the economy along the
lines o f the ZIP, but before work could begin on designing such a program , the loc?motiv~ wa~ stoked by v~rious projects that happened to be
ava ilable for 1mmed1ate 1mplementat1on.
T he details of the resolutions passed in cabinet on July 28 included
uncontroversial measures like raising the family allowance once more
and increasing the personal income tax exemption, as well as controversial ones like eliminating the payroll tax accruing to local governments (a
measure that worked to the disadvantage of social democratic cities in
the Ruhr region: Furst, Hesse, and Richter, 1984:265-90). In the long
run the most costly of these measures was the increase in maternity leave
from two to six months, combined with a new federal maternity allowance of 750 marks per month. Minister of Labor Ehrenberg pushed
this project through in the heat of the moment. The unanimous opinion
at that time was that he would not have had a chance of succeeding in the
regular budget process. The net effect of these measures was to increase
the budget deficit by about 27 billion marks in 1979 and 1980. The
deficit of all levels of government thus climbed from 31. 2 billion marks
in 1977 to 46.6 billion in 1979, providing as much economic stimulus as
in 1975 (SVR, 1982-83: Table 28).
T he initial resistance to foreign pressure, the haphazard way in which
the package was put together, and the flaws of some of the specific
measures tarnished the reputation of the locomotive strategy among
policy professionals in the Federal Republic and prevented them from
taking the offensive in presenting the new strategy to the public. Thus it
became common, after 1979, to attribute the negative effects of the
seco nd oil shock on West Germany's current account balance to the "fall
fro m grace" at the Bonn summit. This perspective has largely obscured
the real successes of ZIP and the locomotive strategy.
For the first time since the onset of the crisis, the Germans succeeded
in coordinating their macroeconomic control instruments according to
the Austrian model. An expansionary fiscal policy was supported by a
moderately expansionary monetary policy, which in turn was facilitated
by constant revaluation of the German mark and moderate wage settlements , which limited the increase of unit labor costs to the inflation rate,
less than 3 percent in 1978. Profits increased faster than income from
employment, and the adjusted wage share receded from a high o f 66 .1
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percent of national income in 1975 to 63.4 percent in 1979. At the sarn
time new orders in manufacturing firms, which had stagnated in 1976c
rose by 16 percent between 1977 and 1979. U oder these favorable con:
ditions, business investment in plant and new equipment rose by 2
percent (by 18.7 percent in real terms) between 1977 and 19795
markedly more than the increase in output (SVR, 1982-83: Table 14 '
and Appendix, Tables 19, 21, 27, 39).
'
Re~! economic growth accelerated from 3 percent in 1977 to 4.2 percent m 1979. And finally there were improvements in the labor market.
Total employment actually increased by 729,000 between 1977 and
1980. However, because 588,000 people joined (or rejoined) the labor
force, official unemployment fell by only 141,000-from 1.03 million
in 1977 to 889,000 in 1980 (SVR, 1982-83: Appendix, Table 16). Thus
even respectable economic growth failed to eliminate unemployment
quickly. ~r?m an economic perspective, however, the locomotive strategy
w~s a bnlhant success that has not been repeated since. Unfortunately,
this fact was soon obscured by the second oil crisis and has now evidently
been forgotten in economic-policy debates.

1979-1982: FROM THE SECOND OIL CRISIS TO
OPERATION 83
After the revolution in Iran the dollar price of oil began to rise, from
$ 13 to $33 per barrel between late 1978 and autumn 1980. As in the
period from 1973 to 1975, the result was an inflationary cost push in the
industrial nations and a growth-inhibiting transfer of buying power to
the OPEC nations. Their trade surplus had shrunk after the first oil
crisis, but it was back to $60 billion by 1979 and $ 1 10 billion by 1980.
However, despite these parallels to the crisis of 1974-75, the basic factors influencing economic policy were considerably changed from the
first crisis.
First, the Federal Republic started the second crisis with a currency
that was clearly overvalued in comparison to its buying power. Moreover,
Japan, Germany's supposed partner in the locomotive policy, responded
to the second oil crisis by immediately devaluing the yen, lowering its
dollar exchange rate by a fourth between October 1978 and March
1980. Japanese exports became much cheaper and it became even more
difficult to export to Japan. During the same period the foreign value of
the mark increased further by 8 percent (Bundesbank, 2/1981: Tables
10, 11). Thus West Germany was unable to export its unemployment as it
had during the first crisis (Table 7.6).
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Table 7.6 Trade-weighted effective rates of exchange and relative export prices
( 1970 = 100) and trade balance(% of GDP): Federal Republic and Japan , 1975-1982

1975

1976

1977

1978

Effective exchange rate (first quarter of 1970 = 100)
federal Republic
123
131
141
149
128
114
109
157
Japan
Relative export prices (1970 = 100)
108
IOI
Federal Republic
104
109
100
104
114
103
Japan
Trade surplus (deficit) (% of GDP)
I.I
o.8
Federal Republic
o.9
1.4
-0.1
1.6
0.7
1.7
Japan
Source:

1979

1980

1981

1982

155
146

157
141

152
157

161
147

107
104

104
99

97
104

98
95

-o.8
-0.9

- 1.8
-1.1

-o.8
0.5

0.5
-0.7

0ECD Economic Outlook 38 .

Second, West Germany was unable to free ride on expansionary policies in the other industrial nations and the Third World. On the contrary. In autumn 1978 the new chairman of the American Federal Reserve Bank, Paul Volcker, responded to the steadily climbing inflation
rate under the Carter administration with a sharply restrictive monetary
policy, and the Fed held to this deflationary course until autumn 1982.
The consequence was a deep recession in the United States, beginning in
1979 and lasting until 1982. After 1980 there was also a steep increase in
real interest rates in the United States and a steady climb of the dollar
exchange rate. For similar reasons and with the same effect, Great Britain also pursued a highly restrictive policy after the Conservative victory
in May 1979. Moreover, the rise in real interest rates and the stagnation
of demand for their products that followed the second oil crisis pushed
many of the developing and threshold nations and Eastern bloc countries to the brink of insolvency. This further impaired world trade and
caused international interest levels to rise even higher. Consequently,
other countries that had responded to the first crisis with an expansionary program were forced to practice at least monetary restraint this time
around. In short, the preponderant response to the second oil crisis,
both in the Western industrial nations and in the Third World, was
deflationary. Everywhere policy makers sought to restrain aggregate demand in order to fight inflation and to manage their trade deficits.
The third and most significant distinction between the two crises was
that the Federal Republic was not among the deflationary leaders this
time. In keeping with the obligations it had undertaken at the Bonn
sum mit, German monetary and fiscal policy was not restrictive on the
eve of the second crisis. The federal government continued to stimulate
aggregate demand even after the new crisis broke out. The unions were
1
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satisfied with a mere 4.9 percent increase in nominal hourly wages in
1979, despite the rise in prices triggered by the oil crisis. The increase in
unit labor costs was well below the inflation rate. Hence, in contrast to
1974, the Bundesbank had no reason to restrain the money supply in
order to quash a rapidly escalating domestic wage-price spiral. At the
beginning of the second oil crisis, the Germans had apparently assembled the optimal combination of macroeconomic instruments which, if it
had been in place in 1974, could have avoided the deep recession of
1975. Nevertheless, just as it had done in 1974, the central bank ultimately caused an even deeper recession in 1981 and 1982-but this is
not to say that the bank could easily have avoided this result.
The change in economic conditions abroad limited the options for
German monetary policy in comparison to 1974. Earlier the Bundesbank had decided on a high interest policy for Germany more or less
on its own, which put some pressure on the other members of the European "snake," whose currencies were linked to the mark. Now the German bank found itself, together with other countries that had liberalized
their capital markets, under pressure from the rising interest rates on
the dollar-the currency in which most international financial transactions were and are carried out. Leaving aside the possibility of exchange
controls (which would have been impracticable for the German mark, a
secondary reserve currency compared to the dollar but still an important
one), a "flight from the mark" could have been forestalled only if the
interest advantage of the U.S. dollar had been offset by expectations of a
continuous revaluation. But after 1979 this was not the case. On the
other hand, because of its obsession with price stability the Bundesbank
wanted to avoid devaluation of the German mark. It therefore had to
match the American increase in nominal interest rates. Because of lower
inflation in West Germany, this caused a very substantial increase in
German real interest rates (Table 7 .7).
Doubly burdened by an overvalued mark and increased energy prices,
West Germany had a current accounts deficit in the second quarter of
1979, its first in nearly thirty years (see Table 7.6). Thanks to the success
of the locomotive strategy, domestic demand was stronger on average
than in other industrial nations. Thus imports continued to increase
faster than exports, and the current accounts deficit rose from 6 billion
marks in 1979 to a record high of 16 billion in 1980. In itself, even a
deficit of this magnitude was not an economic catastrophe. After 1973
many countries had to live with trade deficits for long periods. But the
deficit did limit the options for monetary and currency policy. In principle there were three possible responses, all of which entailed negative
consequences.

The Federal Republic of Germany
Table 7.7 Lo ng-term n o minal a nd real interest rates: Federa l Republic a nd United
States, 1975- 1982 (%)
19 75

19 76

19 77

1978

1979

1980

1981

1982

6. 2
7. 1

5- 7
7-9

7-4
8. 7

8 .5
10 .8

10.4
12. 9

8.9
12. 2

2.4
1.2

1.4
0.4

3-3
0. 2

3-9

5-9
3.7

4.1
4·9

Long- te rm n o minal inte rest rates
fe d eral Re public
8 .5
7.8
6.8
USA
7.0
Long-te rm real interest rates
fed e ra l Republic
2.3
4- 3
-2.0
o.9
USA

I.I

Sou.-ce: OECD Historical Statistics, , 960- 1983.

1. The Bundesbank could have passively accepted the currency drain
caused by the trade deficit, and the concomitant fall in the mark's exchange rate. This strategy, practiced by Japan, would have reduced German imports and led to an increase in German exports, and thus would
have helped to balance current accounts. In the meantime, however,
climbing import prices would have increased price levels and perhaps
restarted the inflationary spiral.
2. The bank could have tried to finance the trade deficit by selling
currency reserves, which would temporarily stabilize the mark. But this
entailed the risk of speculation against the mark and the consequent
waste of reserves in defense of an untenable rate of exchange.
3. Finally, the bank could finance the trade deficit by capital imports,
which would also stabilize the rate of exchange. This was the path Austria had chosen to follow with its hard currency policy, despite chronic
trade deficits. But after the worldwide increase in dollar interest rates,
capital could be imported only at competitive rates of interest. Thus this
third response demanded a policy of domestic monetary restraint that
was contrary to fiscal expans ion and the goal of full employment.
The Bundesbank ultimately chose the third response: an extreme
strategy of domestic deflation. But one must give the bank its due; it
chose this path reluctantly and without the monetarist cheer it had
shown in 1973-74. Initially, monetary restraint was applied with caution.
T he discount rate was not raised until spring 1979, and then only by a
percentage point, from its previous low of 3 percent. However, it then
rose from quarter to quarter to a high of 7.5 percent in summer 1980,
where it remained until summer 1982. Other interest rates also increased over the course of the year. This sufficed at first to guarantee
that capital imports would offset the trade deficit in 1979 and stabilize
the exchange rate.
But when American monetary and fiscal policy tightened still further
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between late 1979 and early 1980, this response was no longer adequate.
The Bundesbank now turned to the second of the above strategies,
supporting the mark by intervening in the currency market, with initial
success. But as an earlier central bank president had said, reserves that
have to be used soon stop being reserves. Between October 1979 and
April 1980 the central bank lost nearly a quarter of its currency reserves,
and when it finally had to reduce interventions in summer 1980, the
German mark began to fall rapidly not only against the dollar but against
other currencies as well (Bundesbank, 2/ 1981 :7, 36ff., Appendix, Tables
IX , 10, 11).
The Bundesbank now had to choose between accepting the mark's fall
or countering it with even higher monetary restraint. It chose the second
option. The volume of money (M 1) was reduced and interest rates escalated in the first months of 1981, reaching the exotic highs of over 11
percent for loans and over 15 percent for consumer credit (SVR, 198283: 143-46)-with an inflation rate that was under 6 percent, one of the
world's lowest in 1981. It was not plausible this time, as it had been in
1974, to speak of a division of labor between fiscal policy and monetary
policy after the Bonn summit set public finances on an expansionary
course for the budget years 1979 and 1980, and the extremely cumbersome fiscal provisions of the German constitution did not allow shortterm revisions of fiscal plans. Moreover, 1980 was an election year. Thus
the Tax Relief Act of 1981, for instance, would have reduced tax revenues by 17.5 billion marks in 1981 and 1982 in the form in which it was
presented by the government on February 20. By the time the bill was
passed out of committee on July 3, it had been changed to provide tax
relief measures and family and housing allowances of more than 27
billion marks for 1981-82. Moreover, the economic decline that had
begun in 1980 naturally brought with it decreased income and government revenues and increased outlays. In short, the total public sector
deficit, which had been reduced from 63 .8 billion marks in 1975 to 31.2
billion in 1977, rose in 1981 to 75.7 billion marks and remained almost at
that level in 1982 (BMF Finanzbericht 1986:66).
Fiscal policy was thus in an even more exposed position in 1980-81
than it had been in 1975-76. Starting in early 1975, the government's
fiscal policies had been accommodated by a moderately expansionary
monetary policy; now the situation was reversed. The increasingly restrictive policy of the central bank neutralized the expansionary impulses
of fiscal policy, and the steep rise in interest rates caused debt service on
the (higher) public debt to increase from 25 billion marks in 1979 to 45
billion in 1982 (SVR, 1982-83: Table 25). At 8 percent of total government outlays, debt service constituted a serious political concern, even
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though the warnings of an impending government bankruptcy du~ing
the election campaign of 1980 were not serious. The extremely ught
money policy of 1980 and 1981 ran exactly counter not only to the
economic and employment policy goals of the federal government but
also to its interest in political survival. Nevertheless, in my interviews I
gained the impression that during its last two years the soc_ial-li_beral
government accepted the central bank's policy either as an mev1table
necessity or as an unavoidable misfortune.
One could, however, question the compelling necessity for such a restrictive policy. In a minority opinion in the 1982-83 annual report of
the Council of Economic Advisers (SVR, 1982-83: 150), Hans-Jurgen
Krupp correctly pointed out that the Bundesbank could also h~ve
chosen the "Japanese option." It could have accelerated the devaluau~n
of the mark instead of trying to prevent it with all the means at Its
disposal. Then, from the position of an undervalued currency (which
observers expected would be revalued), West Germany coul~ have managed to stay below the American interest rates for the duration. Domestic expansion could have continued and the__unden'.a_lued currency
would have improved the international competitive pos1t10n of the German economy and soon eliminated the trade deficit, as in Japan. From a
social democratic and union point of view, this was a much more attractive scenario than what actually happened, and this was also the path
chosen by the Swedish Social Democrats in autumn 1982.
But in West Germany in 1975 responsibility for currency had passed
from the federal government to the federal bank, and the devaluation
strategy never had a chance in the central bank coun~il. It wo~ld h~ve
allowed import prices to climb and thus would have,ra1sed the_mflauon
rate at least temporarily. Moreover, from the bank~ perspect~ve t~ere
was no guarantee that things would stop with the imported mflauon.
The rise of standard hourly wages had increased throughout 1980, and
unit labor costs had taken a jump upward; they were now above the
inflation rate again. At the same time profits had receded sharply, es~ecially because of the world economic d~wnswing, so that the relative
distributive position of the workers had improved although real wages
were stagnant (Table 7 .8).
.
.
As in 1973-74, the oil price inflation resulted m dom_e~uc wage and
price increases, and once again the Bundesbank was unw1llmg to accommodate these increases. In its explanation of the projected money supply
target for 1981 it warned that even the very modest increase of 4 to 7
percent could be tolerated only "if 'homemade' P:ice_ a~~ cost ,,rush
diminished, the mark stabilized, and the trade deficit d1mm1shed , and
at the same time it cautioned that these conditions had not been met at
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Table 7.8 GDP g rowth , consum er prices, stand ard ho url y
wages, real wages, and unit la bo r costs in industry
(changes from previo us yea r in %) ; adjusted wage share
and unemployment( %): Federal Republic, 1979-198 2

GDP growth
Consumer prices
Industria l wages
Real wages
Unit labor costs
Adjusted wage share
Unemployment

1979

1980

1981

1982

4. 2
4. 1
5. 2

1.8
5-5
6.o
0.5
7-3
64.7
3-7

o.o
6.3
5-5
-o.8
5.2
65.4
3-7

-1.0
5-3
4- 5
-o. 8
4.1
64.9
5-3

I.I

2.4
63.4
4 -3

Sources: OECD H islorical Slalislics, 1960-1 983; SVR ,
1984-85.

the ~eginning of 1981 (Bundesbank, 2/ 1981:9). And even before its
~arnings could have been heard or acted upon, credit was drastically
ughtened. In February 1981 , the Bundesbank increased the Lombard
rate at wh_ich it accepted commercial paper to an astronomical 12 percent. The increase triggered a general escalation of interest rates in 198 1
(Bundesbank, 1/1983:14-26).
. Unli~e in 1973-74, the unions immediately responded to the restrictive pohcy of the ce~tral bank_, although they criticized it. In both 19 8 1
and ~982 not only increases in unit labor costs but also hourly wages
remained below the inflation rate. Nevertheless, the bank lending rate
was kept at record levels through autumn 1981. Not until the following
summer, :Vhen the current account had once again moved back into
balan_ce, did the Bundesbank appreciably lower bank lending rates and
the discount rate. As a result all_gov~rnment attempts to use fiscal policy
to combat unemployment, whteh increased rapidly after 198 1 were
doomed to failu:e. Consequently, after some delay, the second re~ession
of the decade htt the Federal Republic as well.
For political reasons, the federal government would have been unable
to con~inue its expansionary ~seal policy in any case, although on the
wh?le It had been successful in maintaining employment. Though the
s?c1al-liberal coalition had been returned to office by the legislative elections of autumn 1980, the opposition warnings about an impending
govern°'.ent bankruptcy and the currency reform necessary to combat it
had their effect. ~lection year polemics predictably focused on the
federal budget, which had to bear the burden of increased payments to
the European Community and of most of the new tax reforms. The
federal debt t~us increased 252 percent between 1973 and 1979 , more
than the states debt, at 197 percent, and much more than the municipal

governments', at 40 percent (Simmert and Wagner, 1981:451). Even the
SPD's budget analysts considered this development to be unhealthy and
saw the need to trim back some excesses of the locomotive strategy. To
reduce outlays, the chancellor also proposed the elimination of a variety
of programs that were jointly financed by the federal government and
the states (H. Schmidt, 1980a).
The FDP, however, did not only want to reduce the deficit, which it
could have achieved by means of higher taxes and social security contributions. The party wanted to reduce the size of the public sector, and
es pecially the taxes on business and property incomes. The FDP
emerged stronger from the legislative election in 1980, and after FranzJosef Straul3 lost the race for leadership of the CDU /CSU , it once again
had the option of changing coalition partners . Thus the FDP held the
balance of power in the legislature and was able to impose its fiscal
policies on the SPD. But even more important tha~ the marginal s~ifts in
the legislative balance of power was the change in the constellauon of
economic and political interests supporting the coalition, a change that
was hardly recognized at first but that nevertheless had an effect.
The FDP had joined the social-liberal coalition in 1969 on the basis of
shared foreign policy goals. In addition, its program had emphasized
"idealistic" reform goals in the fields of criminal law, educational and
university reform, and environmental policy. Although the party had
lost much of the support of its traditional middle-class constituency
when it switched coalition partners, in the coalition it consistently played
the role of brakeman with respect to the expansion of social welfare and
codetermination programs (Baring, 1982: 183ff). While this role was not
much emphasized initially, the FDP became ever more clearly the representative of business interests within the coalition after it took over the
ministry of economics in the fall of 197 2, and especially after the onset of
the economic crisis. Even in this more realistic allocation of roles, however, the interest profile of the FOP was compatible with the primary
orientation of the SPO toward worker interests-at least as long as both
could be satisfied only by an economic policy aiming at higher rates of
growth. This underlying harmony of interests became strained when
interest rates began to rise worldwide after 1979.
At that point, economic growth _had become much more difficult to
achieve. Worse yet, the income interests of capital owners could not be
directly satisfied on the national and international financial markets,
whereas previously, despite all conflicts over distribution, capital interests and worker interests could only be satisfied jointly. As a consequence , policies promoting economic growth had become less importa~t
to the FOP clientele than distributive and tax policies. In the last analysis,
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after all, it was tax policy that would determine how much one could
retain of capital incomes achieved in the market. It was this change in the
payoffs of the capital side that transformed the political economy of the
social-liberal coalition from a mixed-motive game to a zero-sum game.
The new conflict of interests within the social-liberal coalition found
its ideological expression in the debate between Keynesian demand management and supply-side economics, which rose to prominence in the
1970s among academic economists, in the Council of Economic Advisers, and finally in the economic policy of the FDP (Buttler, Kuhl , and
Rahmann , 1985; Giersch, 1983 ; Flassbeck, 1982 ; Mei/3ner, 1980). Suppl y siders started with the correct premise that internationally high interest rates meant that the investment necessary to combat unemployment had to come from higher profits. They then drew the one-sided
conclusion that expected profits had to be increased by lowering wages,
taxes, and social security contributions, and not by raising macroeconomic demand , as advocated by Keynesian economists, the unions,
and the Social Democrats. The Social Democrats probably would have
accepted the distributive consequences of the supply-side policy demanded by the FDP if they had been sure that higher capital income
would lead to investment and finall y to increased employment. But since
German tax law did not systematically favor reinvested over distributed
profits and had not done so since the 1960s, there was every reason to
believe that the tax relief and business subsidies demanded by the supply
siders would merely accelerate capital transfers from firms into the internal money markets and high-interest government loans (Hankel,
1984:121-32; Hickel, 1985 :342-52).
Following the 1980 elections, the FDP's new concerns were reflected in
what now seems to have been an incompetent and economically counterproductive government austerity program. The budget draft for
198 1 passed by the cabinet in December was highly deflationary, with
expenditures growing only 4. 1 percent, which was well below the inflation rate, and net borrowing limited to 27.4 billion marks. But owing to
the worldwide recession, whose effects were accentuated at home by the
central bank's tight money policy, tax revenues continued to fall while
expenditures for unemployment benefits increased rapidly. Hence, the
f~d_eral budget passed in June provided for net borrowing of 33 .76
btlhon marks, and fiscal year 198 1 closed with expenditures increased by
8 percent and a deficit of 37.4 billion marks. The same discrepancy
occurred in the following year. The budget law passed in January for
1982 had limited net borrowing to 26.8 billion marks, but the actual
deficit ran to 37.7 billion (BMF Finanz.bericht 1986: Table 1).
For the governmen t of Helmut Schmidt, who depended heavily on a
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reputation for professional competence, this was an extremely painful
process. Unrealistic budgets had to be co~rected over and_ over again
under the unforgiving scrutiny of the media. At the same ttme, economists, including the Council of Economic Advisers (SVR, 1982-83: 167),
criticized the self-defeating attempt to reduce deficits resulting from the
economic downswing by reducing expenditures, according to the motto
"Save, whatever it may cost." But, while the government's austeri_ty program drove the economic policy makers of th~ SPD to despair ~and
caused Labor Minister H erbert Ehrenberg to resign}, the FDP remamed
implacable. With the threat to switch coalition partners, which remained
unmentioned but was on everyone's mind, it was able to put almost
unlim ited pressure on the SPD. And for the FDP and its consti~uen~s,
the austerity program was not nonsensical at all but extraordmanly
attractive.
T he austerity program was pushed through in a simple tactic against
which the SPD never found an effective defense. The outlay reductions
and tax increases needed to reduce the budget deficit had to come at the
expense of social consumption and mass incomes if they were to make a
quantitative difference. When the SPD, over the FDP's resistance, asked
for new initiatives to combat increasing unemployment, then the compromise solution was inevitably a reduction of business taxes and increased capital subsidies. And since the opposition was able to block
unpopular tax increases in the state cha1!1ber of the ~~ndesrat, the selfimposed obligation to reduce the defint m~de add1u~nal bu~get cuts
necessary. Of course, these cuts were again directed agamst the mterests
re presented by the SPD. o wonder that ev~n the DGB unio~s, which
were loyal almost to the point of self-abnegauon, finally orgamzed massive protests against the governing Social Democrats.
_
It is hardly worthwhile to detail the process of declme. The 1981
budget included cuts in areas that _wer~ particularly dear to the _SPD,
such as federal contributions to pens10n msurance. Moreover, the 011 and
gasoline tax and some other consumption taxes were raised . When it
became clear that the previous consolidation efforts would be overwhelmed by rising unemployment (and also by extremely high military
procurement overruns), the government adopted "Operation 82" in the
sum mer of 1981. This operation followed the model of the Budget
Structure Act of 1975 by plugging holes where they existed . Its most
important goal was again to close the gap in the unemployment insurance fund by raising contributions, cutting unemplo_yment benefits, a_nd
eliminating job creation programs. Cuts in the family allowance_(w~1ch
had just been raised ) and workers' savings allowances followed suit. Smee
something still had to be done about unemployment, the government
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also shortened depreciation schedules for plant and equipment and increased subsidies for the steel industry.
When the number of unemployed reached almost two million at the
beginning of 1982 , the government could no longer resist the pressure
for new employment initiatives. In February, the cabinet proposed a
''.joint initiative for jobs, growth, and stability" whose main element was a
temporary investment subsidy-which, after the experiences of 197 5,
no one expected would have much effect. In return for this "concession"
by the FDP, the Social Democrats had to accept a deregulation of rental
housing that was supposed to stimulate private investment in apartment
construction. An increase in the value-added tax that was proposed at
the same time failed to pass the Bundesrat in May. Therefore, and
because unemployment continued to rise and tax estimates had to be
corrected downward once more, the government was again forced to cut
expenditures and raise more revenue. The cabinet decided to further
increase contributions to the unemployment insurance fund, to cut the
contributions of the unemployment fund to the pension insurance for
unemployed workers, to require pensioners to contribute to their own
health insurance, and to charge a certain share of health costs directly to
health insurance patients. However, all of these cabinet decisions went
into effect only after the social-liberal coalition fell and was replaced by
the new conservative-liberal government in October of 1982.
With this "Operation 83," the Social Democrats and the unions finally
reached the end of their patience. When, in late summer of 1982, FDP
Minister of Economics Count Otto Lambsdorff presented the chancellor
with a position paper making even more extreme demands, even the
most loyal Social Democrats had to realize that this was a game they
could not win. Given the Bundesbank's monetary constraint, the FDP's
distributive goals, and the CDU /CSU's veto in the Bundesrat, there simply was no way to achieve social democratic goals. But before it reached
that conclusion, the SPD had agreed to extreme cuts in the "social safety
net" and had taken responsibility for increasing unemployment to the
two million mark.
Unlike the Swedish Social Democrats in 1976, the German SPD did
not leave to its successors in office the legacy of a policy of "full employment at any price," which may have been too expensive but was nevertheless successful. On the contrary, they were politically responsible
for the rise of mass unemployment, so that the new conservative-liberal
government was able to concentrate on fighting inflation and balancing
the budget without political risk. For the great majority of employed
workers it meant a great deal that the situation on the labor market at
least did not worsen after 1983. Thus the new government had little to

The Federal R epublic of Germany

f r from social democratic criticism of their neglect of persistent mass
ue:employment as long as the memory of the obvi~us ~neffectiv~ness of
employment initiatives in the last years of the sooal-hberal regime remained alive.
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CHAPTER EIGHT

Economic Problems and Strategic Options,

1973- 1979
The foregoing s etches of economic develo
and reactions of the four nations describe how
~ -o ment and stable_2_rices du~ing__ the decade_of c_risis and.J!ow,je~
entical social democratic-Keynesian goals and analyses, the pol=1nes qf the four produced quite different results_ Of course, these accounts are historically incomplete. My aims were not detailed description
but "narrative explanations" of how distinct policy mechanisms worked.
Thus even in these case studies I relied on comparisons among the four
coun tries to clarify developments by distinguishing the economic or institutional conditions that made one country different from the others.
In the following chapters I review the material presented from an explicitly comparative and theoretical perspective in order to explain similarities and differences. My aim is not greater historical precision, but
theoretical simplification. In other woi;-qs I am tryin to derive satisfactory explanations for the olic resul tbSJ
usin the smallest number o variables possible.
For this purpose, in the second chapter I introduced the analytical
distinction between (1) a given economic situation, (2) strategies appropriate to that situation (given certain goals), and (3) institutional arrangemen ts constraining the choice of strategie
o be successful a~eco_Eof-~-<::Q
i
te must s~tisf two re _uireme~~s. t must be a wropri~te._ta_t
~~ ~ '{
(constantly chan m ) economte cond1uons that actu ly_ohtam,....an
11=1-ust also be feasib!.t._under existing (but equally changeable) i~stitutiona~
J
arran ements. Abstract analysis cou an s oul go no further t a
this. Now, on the basis of the historical experiences of the four countries,
it is possible to outline a set of concrete propositions about the effects of
various configurations of economic and institutional conditions. My in-

tt,1,l\·U?~.ip
~0
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tention is not to propose universal, quasi-scientific laws of social, ec •
n_omic, ~n? political development, but to formulate explanatory "the:
nes of limited application" that are not necessarily valid everywhere but
that should hold where situations of the specified type exist. One cannot
ask more of the social sciences (Scharpf, 1983: 11; 1986).

CRISIS SITUATIONS AND STRATEGIC
OPTIONS, 1973-1979
Delimiting the situation to be interpreted is of course crucial for the
development of "theories of limited application ." If the boundaries are
. dra"".n incorrectly, one ~~ds up with comparisons that are not subject to
',_,,,j rec1s~ly the same_cond1t1ons, and one i:nay not ~is~over be~avioral rela~ -. .J 10nsh1ps that are m fact present. That 1s wh ,,.I limited my mvesti atio
'"'{:-~ , ~ to Western European social democratic industrial nations duri
·.,._: K'..s--1... : r~od o o a : risis after 1973. In this way, I hoped to assure a sim, rY·0~C, 'f!'"i nty of eco1:om1C con 1t1~ms an of political priorities that would facili-~f ,.,Y'- tate comp~nsons accordmg to the "most similar systems" method
~~ -~Y
(Przeworsk1 and Teu?e,. 19~0). For present purposes, it is further neces• ,._ 1 iv" ,
s~ry to make the penod1zat1?n ?f ~lob~! economic conditions more pre~ 0 -Prf-, Q. - 1 nse. I_ touch_e d on th~t _pen~d1zat1on m some of the case studies, but
..., ,<;;X-·,J·'
there It was m compet1t10n with other ways of grouping the data.
( ;.f""
There are several ways to define the historical divide-by the turn to
m~netarism of the American Federal Reserve Bank, by the second oil
pnce shock, or by the culmination of the international debt crisis. In any
event, the world economic problems during the first half of the 1980s
were so different from those of the 1970s that the (accurate) reference to
~ global economic crisis that has persisted since the early 1970s is more
hk~ly to confound than to help analysis. For that reason, I will distin~ ~etween 1973 and 1979 from the sit~ation betw.e.en_
1 80 and 1984. The first period includes roughly the time from the first
to the s~con_ oi_l pri_ce increase ; the second runs up to the beginning of
the declme m 011 pnces and dollar exchange rates. A crucial difference
between both periods is defined by the extreme rise of dollar interest
rates a~d the dollar exchange rate after 1980, a nd by the worldwide rise
of real mterest rates that was linked to both these factors.
,,__).
~ My present coi:icern is _with the period _between 1973 a. nd 1979. For all
\ _,.c;, the differences m detail,
four nations faced essentially identical
prob_Iems t~~t ~r~se from fundamental changes ·n ii:,iternatwna ec _
·~ ;- ~
-rw_
_cond1 ons _(McCrac ken et al. , 1~77). All _four had benefited from
bemg mtegrated m the postwar years mto an mternational economy in

J~

;,c;::;.,
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+1

which the political and economic hegemony of the United States guaran- 1 IA ~
teed the reduction of trade barriers, stable rates of exchange, and a f:.l-0
'VI::
su fficient, but not inflationary, supply of American dollars, which func- -~
"'f
tioned as a "world currency" (Keohane, 1982 ; 1984). All four suffered ·/'-A..l. ¥-"
under the erosion of the world economic order after the United States
exploited its position as the "world 's banker" in the second half of the
1 960s to finance the Vietnam War by creating money rather than by
raisi ng taxes. Up to the end of the Bretton Woods regime of fixed
exchange rates in spring 1973, all European nations were thus exposed
to worldwide dollar inflation, repeated waves of currency speculation,
an d the turbulence of frequent changes in rates of exchange. As a consequence, even relatively stable wage-price relations at home became unstuck, and this "homemade" variety intensified the inflation on the
world market.
Just when the transition to flexible rates of exchange seemed to offer
new opportunities for domestic stabilization, the industrial nations were
caught by the first ·1 rice shock. It generated two problems at once.
T he jump in crude oil prices raised the production costs for firms and
energy costs for private households, and the rapidly increasing payments to the OPEC nations reduced private demand in the industrial
nations. Thus most industrial countries entered an acute crisis during
1974 with very high inflation rates, drops in production, rising unemployment, and high trade deficits. The crisis peaked in 1975.
Soon, however, the hoarded "petrodollars" flowed back into international financial markets (especially the Eurodollar markets), where they
made possible an unparalleled expansion of the volume of international
credit with initially very low interest rates (Gerhardt, 1984; Hankel,
1984; Pecchioli, 1983). It also made it easier for the Western industrial
nations to bridge the first crisis years through a credit-financed expansionary policy. In the following years, up to the second oil price shock,
the trade deficits of the West European nations receded again, because
of reduced use of oil, because of rapidly increasing imports by the OPEC
nations , and because of drops in the dollar's value (in which oil prices
were to be paid). For the rest, the negative real interest rates on the
international capital markets and the devaluation of the dollar promoted
increased indebtedness on the part of the developing nations and the
Eastern bloc nations, and their demand promoted a further expansion
of world trade that was favorable to the industrial nations. Toward the
end of the 1970s the inflation rates in the industrial nations were still
quite high but were receding gradually; growth rates were markedly
lower than before the crisis , but at least they were again positive; and
even if unemployment persisted , employment was increasing almost ev-
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Table 8. 1 OECD na tio ns as a who le: Current account balance(% of GDP), GDP growth
consum er prices, and em plo yment (c hanges from pre vious yea r in %)
'

Current account
balance
GDP growth
Consumer prices
Employment

1973

1974

1975

1976

1977

1978

1979

1980

0.3

-0.7

0. 1

-0.4

-0.4

0.2

-0.5

-0.9

6.1
7.8
2.2

0.5
13·4
1.0

-0.2
I 1. 3
-0.7

4.8
8.6
1.2

3.9
8 .8
1.6

4.0
7.9
1.7

3.2
9.8
1.6

1.0
12.9
o.6

Sources: OECD Economic Outlook 38; OECD Historical Statistirs, 1960- 1983.

erywhere (Table 8.1 ). Still, the development of the European Monetary
System and the agreements at the "economic summit meetings" inspired
the hope that the Western industrial nations might achieve a form of
economic policy coordination that was capable of assuming the role that
American hegemonic power had once played (Keohane, 1984; Putnam
and Bayne, 1984).
The above will suffice to characterize the international economic conditions and the average development of the Western industrial nations
during the first crisis period. But I am less concerned with similarities
among the nations than with their differences, and less with the efforts
to restore a functioning international economic order, however important they were, than with domestic opportunities to cope with the crisis. I
therefore focus on the factors that allowed Austria and Sweden to avoid
unemployment and even to increase employment during the 1970s, contrary to the general trend , and in Austria even with an inflation rate well
under the international average.
These two countries used very different strategies to pursue the social
_ democratic priority of full employment after the crisis began, Al!StfiL
~e n~sian olicy ~ - g_!:~wth and_~ bilitr t9 Jjg.b,t
0 .?",)successfull
.!:!.!_1employment and mflat.J.Q.1+-.aLt.he..same_time, whereas Swedish ecol~
i f ·...:~"-, nomic po_licy faile~ in this undertaking. Nevertheless,. Sweden did nor
V
lf ·___v .abandon Its commitment to full em lo ment but successfull
ued i
'-v
·
..
L . ,,
,
~
b
ke.t
·
ef_.~ ,.,
.
~ t means....o an acu
a or mar _pohc and
' ,C • S D ~:x.pan~!Q~_
2f1:mb~~ ~e~~fl!.P-lo~it w~s, however, less successful
'! ,...,.u ~ in combati ngmflauon. The Federal Republic, on the other hand , did
-~" :>""':~ est in the battle against inflation and worst in maintaining employment,
½Jwhereas the Labour government in Great Britain failed at both goals.
"~-,i"
Pre~isely because of the differences in _the strategies they adopted ,
9
---°J
Austna
and Sweden demonstrat~ that w1desp~ead une~_rloyment in
~
1
i~"
ees. tern Europe was not an unavoidable fate durmg the cns1s. The social
._--Y
democratic governments were equally committed to full employment. I
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.some were n~eythel~ss.u_nable-l~-~v{')i~~!2l2Y.ment . e ~ s
ust he less in ~QDOffiIC condiuons- tha11--1n- the varyrng mstJtntwo al_
arran ements of the individual count:!e~:. The analyses that follow concentrate on these conditions. First, however, let us recapitulate briefly
the economic factors that assured the success of the "Aust7a n .strat_~ gf'. _

Q......,l/W-l it.-u St·s vt ~ ~ L ~ V I
ll/':sk~~
~ i'fi·~ }l~ ~ - k ) g>-o _lAe-/e_g ..l-Lca)..

THE ECONOMIC LOGI C OF KEYNESIAN COORDINATION

Q...>(,(0--1.. e,Le..J

T he success of the
strian strateg.y, as. w ba¥e-Seer.i.,...x.esl.Ul.c.u.....u..w.!LJ
~
t e -;: onab effectiv~ CQ.mbina!JQ!L_Q[ an__e:x.pansiQnar overnmeEt _ > s ~
• wit
. h a re Jauve
. 1y restr.~1.ne
. d_wage...p.o~
,J;ru n
5, 1
monetary and fiscal po licy
n th e.... 1s\,L~
02-J u..t·f- o~
r-art of the unions , at le as ta fter 1975. This success was not unique.
Whenever one of the four countries succeeded in achieving a simila
f
t t ~,;
combination of monetary, fiscal, and wage impulses in the period be- ' A.Jr>-f!- t-'2 - " •,
tween the first and the second oil crises, it was able to stabilize employment or at least to raise it significantly while lowering or even stabilizing
the inflation rate. Such conditions were met not only in Austria after
1975 but also in Great Britain during the time of the Social Contract, in
the Federal Republic during the "locomotive" period, and in Sweden in
1974-75. T~ _ ! s e is also tr_u e. Whe;:~t~~s r-.artic 1 . co_mj)inati.Q_n of ~
government ex ansion and umon restramt was not ach~eved, ~he_results
unsatis.fac.tru:y~ restncrive,nonetary and fiscal pohcy typICally produced rising unemployment, and aggressive union wage policy typically
produced increased inflation.
Nor was there anything original in the theoretical foundation of Austria's strategy, which for the most part reflected the enlightened ~eynesianism that was widely, if not universally, accepted by economists and
policy maker~ during the 1960s and early 1970s. I call this posit!on
"enlightened" because it reflects Kalecki 's ( 1943) insight that a Keynesian
full-employment policy driven wholly by government fiscal and monetary policy would run into fundamental difficulties as a country approached full employment. The unions would then be tempted to
launch a wage offensive aimed at changing the distribution of income
and wealth between capital and labor. When this happened , one of two
co nsequences would follow. If prices remained stable, firm profits would
fall and unemployment would rise again. If fu~l employment _was to be
maintained , the government would have to continue its expansive monetary policy in order to permit higher wage costs to_be passed through
into continuously rising prices (Cassel and Thieme, 1977:37-48 ;
Weintraub, 1978).
But if neither high unemployment nor high rates of inflation is ac-

~!-'i1'l

wm

165
~

-t .A.>

+---bl.~

L '1"'-k'.A/\..-\....f,
dL,c...vi ·L ~

ULA()~ :

COMPARATIVE ANALYSIS

ceptable, government demand management is condemned to a stopand-go policy, braking recoveries too soon in order to prevent rising
inflation and switching to stimulation too soon in order to avoid rising
unemployment. Under such conditions, economic policy can neither
exploit the full growth potential of the economy nor keep prices stable in
,, the long run.~he British experience during th~~-fr~ostwar de.x;--~ 0:\~"":-c':~es illustrates this funda~ntaLw_ea~Q_f a_purely statist Keyne~
v·,Ad";p" ~>~~!filll. In contrast, the Austnan s-tF-ategy-was based on the concept .of.
, c,~ ts,)!,~~
'SQ!lill-U!J.i Ke nesianis " that is, on the explicit recognition of the
need to coordinate overnment monetary_an_d fiscal Q2li<;:y_and ~i:lop
.Q: ,.)\ wage_p.Q.Jjq.. That strategy presupposed that the unions, even under
.$..- og-t''. e~f" conditions of full employment, would refrain from exploiting their bar''1)-- -'--;
gaining power to the utmost, and that instead of attempting to achieve
~-:/(.,'->
redistribution through an aggressive wage offensive (a strategy that is
always threatened by inflation or unemployment), they would pursue a
"growth-oriented wage policy." Such a policy would respect the need for
sufficient profits even in periods of full employment and leave room for
government demand expansion during periods of recession (Lang,
1978:79-83).
In the 1973 crisis, however, smoothing the business cycle and avoiding
inefficient stop-and-go policies was no longer sufficient. The crisis was
-~haracterized by the twin threats of galloping inflation and mass unemu ,.,_,J<-""ployment, a combination which, according to Keynesian dogma, should
. -"~, \A. ~ v-"'~¥
not have occurred at all. One threat was triggered (or accelerated) by the
i._, J' ~increase in crude oil and other raw materials prices, the other by the
~"s \~ \-- sudden tra~sfe~ o~ purchasing power ~rom ~he industrial countries to
e_~
0--\..\ • OPEC. This comc1dence of cost-push mflauon and demand-deficient
~~ 0-) unemployment confronted governments not merely with the usual
e,,\J"~'
trade-off on the Phillips curve but with a veritable dilemma. Left to their
own devices, governments could either combat unemployment through
expansionary fiscal and monetary measures or fight inflation with a
l-~
restrictive fiscal and monetary policy-but they could not do both at
once. If a government chose full employment, however, it was not mere-~M ,' t~' '" ly compelled to let energy prices run their course but it also had to accept
1
~ - ~~ • an acceleration of the domestic wage-price spiral if the unions, protected
· ~v
against the threat of unemployment, tried to make up for the higher oil
bill through higher wage increases. In this way, the inflationary expectations of all parties to the economic process could become so hardened
that it would be difficult for a later anti-inflation policy to break them
agam.
. , Jf the government instead gave priority to the fight against inflation, it
v'~-1.- ·i\,'1.-¼elu ld have to prevent firms from passing through their increased costs
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of production into prices. To this end it was necessary to reduce already
insufficient macroeconomic demand still further. The unavoidable consequence was that more jobs would be lost. And if wages did not yield
quickly, one could expect secondary effects through which profits and
investment, and hence production and employment, would be still further reduced, possibly resulting in a structural jobs deficit that could not ~
easily be corrected, even by subsequent increases in aggregate demand. e ~
In oth cases, therefore, the ~xclusiv~ reliance on demand m~~a ement ~
would not m~r~~y ~<1ve_Eequ!red policy makers to acce t ~hucall un- 11-J.h,r i:..i;,
1
121ea2_nt tradeoffs between inflation an unem lo ment which could e ~
correcte mt e nex round of stop-and-go policy ma~ing. Worse yet, ~h«:_Ovt..e.~
decision t nu.sue..one..goaLwmtlcLprodHEtH1-fleepenm.g andhard.emng.,i,~ ~
of the ne lected p!:_o_blerp. _tlJ,at coulg la_ter be corref!_ed only-E!..Y.er hi h ~ ~
ecQ_T.J.Q!!!_ic an~ __sQ_ci_al.....cost. Under such conditions_, the claim that social
D-<
democratic Keynesianism was capable of managmg the economy and
/
avoiding both inflation and mass unemployment necessarily loses all
credibility.
p os ects were fundamentall im _roved, however, when union wa e ~
l ~1
olic was able to act in_P-a~tnership _~it_h_~_Keynesian govern~ent. Even ~'-'f u'-ilb,.,.
if the unions merely reframed from demanding compensation for the lvt-if-t.ohigher oil bill, the freedom of action of government policy was increased. ~ ~~
Governments could then have chosen to let the oil price inflation run its
r,11.
course and use their own policy instruments for the short-term stabilization of aggregate demand to avoid rising unemployment. In hindsight,
this was probably the least painful way to cope with the crisis.
In 1974, Sweden had started down this path and was thus able initially
to avoid a deep recession. In the other three countries, however, wage
increases in 1974-75 were later judged to have been much too high.
Even whe~ Keynesian coordination was missed at the outset of the crisis,
however, countries did have a second chance, although its implementation was somewhat more difficult. To achieve overall price stability despite the oil price push while avoiding mass unemployme~t, busi~es~es
had to be relieved of other costs to compensate for the higher 011 bill.
This called for a reduction of business taxes and for noticeably lower real
unit labor costs. In order to assure full employment, however, government demand expansion would have to be more vigorous than would
have been necessary in the first case.
This was the strategy Austria and Great Britain were forced to adopt
in 1975, after excessive wage settlements in 1974 and 1975 had pushed
inflation rates to politically unacceptable levels (although these lev~ls
were quite different in the two countries). Austria was successful ~n
maintaining this strategy until the end of the 1970s, whereas Great Bnt-

w.t:::1

167

COMPARATI VE ANAL YSIS

ain achieved impressive initial successes and then failed dramatically. In
the Federal Republic, and also in Sweden before 1982 , governments and
unions acted like their counterparts in Austria from time to time, but
since neither country had explicitly defined the coordination of monetary, fiscal, and wage policy as a common strategy during the 1970s,
neither pursued it with the same persistence.
In the second part of this study I described the full range of countryspecific reasons for the failure to achieve the promise of social
democratic-Keynesian concertation. The following chapters focus more
narrowly on the institutional arrangements that facilitated or prevented
strategic concertation between the government's monetary and fiscal
olicy and the unions' wage policy. Institutional conditions on the gov~ fl~
~ ment and the union side are obv10usly important l}e.r~..and so istii'e
~o'.,v~~--o sys~em o co ective bargaining betwee~
ployer~- associati~ns and
~-,-"'~,\---if . m
eyond that, however, msutut10ns on the side of capital and
:~
~ usiness are not part of our investigation, for reasons that need to be
'>(J,JP- ~ explained.
e . ~ j;~ Obviously, the allocation of financial assets by banks and other finan~ '< ~
_,, cial i~stitu~ions ~nd by ~arge ~rms is a~ lea.st as imp~rtant from an eco~·
nom1c pohcy pomt of view as 1s the umons wage pohcy, and the same is
true of the aggregate investment, pricing, and employment decisions of
the individual firms. It is doubtful, however, whether the concept of
"policy" can be used in the same sense in all spheres . Economic theory, at
any rate, would interpret all business decisions about capital allocation,
investment, production, employment, and price formation as parametric adjustments of microeconomic subjects to given conditions of the
economic environment rather than as "policy" choices guided by a collective rationality. Anything else would be suspect from the point of view
of normative economic theory, and perhaps illegal as a violation of antitrust and competition law. In this view, capital investors and firms are, or
at least should be, incapable as a matter of principle of collectively pursuing rational strategies. Unlike the unions (and the employers' associations in the context of collective bargaining), they are objects, not subjects, of economic policy.
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CHAPTER NINE

Voluntary Wage Restraint

To appreciate the achievement of the Austrian strategy and the diffi- culty of imitating it, we must specify the interests of its participants more
carefully than we have done so far. Let us start with the perspectives of
social democratic governments when confronted with a combination of
cost-push inflation and demand-deficient unemployment (Figure g. 1).
If the government's first priority is full employment but it will be in
political trouble if inflation rates climb steeply, the optimal outcome is
clearly the "cooperative" solution of cell 1-expansionary fiscal and
mo netary policy and voluntary wage restraint on the part of the unions.
If the unions fail to cooperate and the government nevertheless pursues
expansionary fiscal and monetary policies, full employment can be
maintained, but rising wage costs and increasing demand will accelerate
inflation (cell-2). If the government then moves to a restrictive policy, the
inflation rate will fall but unemployment will increase. The worst case
fro m a social democratic point of view is the "noncooperative" solution
shown in cell 4 , where the unions persist in their aggressive demand for
higher wages while the government reduces aggregate demand via budget cuts and tight money. In that case the collision between demand
constraint and continued cost push would necessarily result in very high
levels of unemployment. . nee from the stand oint of a social demo- ~
cratic govern~.:_11t, the _"c?,opera~ive"_solution !n c~ll 1 is cl~arl)' optimalt r ~ ~-t.1
~n- t e ....'.'.uoncooper<!_ttve s?l~tton m cell 4 1s ~o b~i'ae
t a
JJ/. ;N:y_1SJ.!S
p ~ while the two. r_emammg o~~comes are mt~rmediate_-each as-c-{14- , q__(_sociated with both pos1ttve and pohttcally. unat~r~cttve negattv~ effects.0-414-c..~ .
The failure to coordinate macro_econom1c pohc1es c n be attnb~ted to
7!...(J 1.,,-q
he fact that there a re im portant d1fferences..b.e.lli.eJJ1 lhe per.s.pecuv~s o f_
-"-'
·
nd th~ of the overnment. In the first place the unions use
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Mon etary and
fi scal policy
E x pansionary

Unemployment
Inflation
Restrictive

Unemployment
Inflation

Wage policy
Restrained

Aggressive

(1)
Low
Low

(2)
Low
Very high

(3)
High
Low

(4)
Very high
Very hi g h

Figure 9.I . Coordination from the perspective of the social democratic government

a different set of criteria when evaluating outcomes (Figure 9.2). Insofar
as the government wished to remain in office, it could not ignore inflation entirely, even if full employment remained its most important goal.
.
For the unions, however, given the interests of their members, only
,.(~ unemployment (or at least the threat of job losses) was a problem of high
salience. Inflation, however, need not directly concern union leaders.
'fY._.. ~ What mattered instead was the increase in workers' real incomes. Of
/iJrJ' course, since wage negotiations determine nominal rather than real
0- I'
wages, unanticipated inflation may impair workers' real incomes. But the
_ ·/J-,3.,;;;_r_"'v'\__ most plausible union reaction to unanticipated inflation is not wage reQ./ straint, which would be best for reestablishing price stability, but more
"~~,So 'K · aggressive wage d~~ands that wo~ld ~ompensate workers for inflationr,..8"'v ·,_ c"'f ,
ry losses and anticipate future pnce increases.
,'\: r0 ,.,lJ
.
. partners in
. the game of social
\J..s,,-r
f' J-•''1 Th at ma kes umons
uncertain
.:./ ,.~')< , .,
democratic-Keynesian p~Iicy co~certatiof!:_.As__lo~g as the...
em~
c." 1 ~ '-9,.,. mgru;tar-y- and-frscal -pohc1es are m.fact..able to ay.oid_une plo_)'Ill.eru,..1he-.
Y:?., . ;--'>-~'x _.JJJ].ions are always tempted to defect from their "cooperative" strategy qf
~ 1 X:.::_l'•'
~oluntary Wj!ge restraint (cell 1) and to improve the distributive P?.~ition
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Mon etary and
fi scal policy

Wage policy
Res trained

A ggressive

(1)
Low
Stagnant

(2)
Lo w
Increasing

of workers by fully exploiting their bargaining power, which is quite hi h
1-:! nc!_~ ulLemploymen.t (cell 2).
-- ~~
I f, however, the government could switch to monetary and fiscal re) 0¥ c.. lL i
straint despite the effect of such a policy on employment, self-interest (~~
would lead the unions to behave differently, since job security is even .
\_;_\_l.!
more important to workers than higher real incomes. In the face of \<; ~ At.,a.)
rising unemployment, rational self-interested unions would try to avoid ,'__V'-"-\"""the loss of additional jobs (cell 4); self-interest would persuade them to
practice wage restraint in order to stabilize firm profits and (in the best
case) employment as well (cell 3). Consequently the government could
once more pursue full employment by stimulating aggregate demand, 1
and as soon as it succeeded, the cycle could begin anew.
"(he model sketched here, a cycle of fu_ll employment, inflation, unemplo}'illen.t, stabilization, apd full employment, is politically improbable,
however, although it was approximated by developments in the Federal
Re public. Its implausibility is obvious from a common payoff matrix
representing the rank orders of preferences of the unions and of a social
democratic government (Figure 9.3) . .'.:~.ooper.a.ti.\le'.' s trate ie~ a-~~ defi_!!~d- for the government to stimulate aggregat~ <!er~.1~ind and for the
unions to practice voluntary wage restraint.
- · - - -This figure shows that a social democratic government committed to
the pursuit of full employment is fundamentally defenseless against uncooperative unions. As long as the government is unwilling to increase
unemployment intentionally, it cannot respond to aggressive wage claims
(cell 2) with deflation, because the result (cell 4) would be as unacceptable to a social democratic government as it would be to the unions. But
if a social democratic government is forced by its own priorities to maintain a coopera,!ive strategy, the unions are free to defect to a noncooperative strategy serving their own short-term interests. The result is high
rates of inflation (Brittan and Lilley, 1977; Calmfors, 1982).
Voters usually hold the government in power responsible for economic performance. If, however, inflation forces a social democratic governUnions

Expansio nary

Unemplo yment
Real wages
Res trictive

Unemployment
Real wages

(3)
Hig h
Stag nant

C ooperative
Coo perative

(1)
2, 1

(2)
1,2

U ncooperative

(3)
0,0

(4)
-1 , -1

(4)
Very hi g h
Increasing

Figure 9 .2. Coordin ation from the perspecti ve of the unions

Un cooperati ve

Social democratic governm ent

Figure 9 .3. Joint payoff matrix fo r unions and social democratic govern me nts
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V~ ment to reorder its priorities to stay in power or the Social Democrats are
( replaced by a government with conservative-monetarist preferences, the
nature of the game with the unions changes (Figure 9-4). A government
that is willing to accept high unemployment and to concentrate instead
~
:~
n _price stability (and other political i~sues) cannot be "exploited" by the
~ .::r, ,7
.,_\\;"' mons. Instead, ~nder pr~ss~~e of high unempl~yment the unions will
•' j§}'-J.' ~ v''be forced b~ their o"'.n. pnonues to coop~rate with government policy.
·, ,
, t:l By voluntarily restrammg wages, the umons can at least reach their
_,r:._y '-ri ~
second-worst payoff (cell 3), whereas noncooperation would lead to their
-¥'i.,C
worst-case outcome (cell 4). Since a conservative-monetarist government
~ t.
would have no incentive to move from cell 3, which would be its op'
timum, the full employment-inflation-unemployment-stabilization cycle
would thus end here.
e-w:iions'--vulne.rability tG--Cons€rvative-monetarist policies, which
the payoff matrix makes apparent, is often overlooked in the literature
on corporatism. For instance, Lange and Garrett (1985), in analyzing the
strategic interaction between unions and government, assert that unions
can be expected to practice wage restraint only where a "leftist" government will reward them for their cooperation with full employment pol·cies. In truth the situation is the exact reverse. Onl a social democrati , ,'<P~ ,.y- ·, Key_nesian full_em loyment policy can tempt unions to pursue aggres·;J--· 'lJ · sive wage demands, whereas a restrictive policy executed by a govern.:
/ / . . ,r .~ a t is rel~~ively in~ifferent to rising unemployment will forc~_even
_.J •1..,>-- ~rJ-V: id5olo__g_.§1Jym1htant umons to moderate their wage demands. -_
"',-V:fhe difficulty of realizing social democratic-Keynesian concertation
?rt':- j-', h~s results from a paradoxical asymmetry of interests between the
Y ·O< ~-<: umons and the government. As long as the government undertakes to
..J-,'>t~ ~':? e_n sure the. unions' primary interest in job security through its expan. s10nary pohcy, voluntary wage restraint seems an unattractive and hence
precarious concession by the unions to the government. But as soon as
the government switches to conservative-monetarist policies, wage restraint ceases to be a concession and becomes a self-interested union
esponse-albeit under much less attractive conditions.

.c) \

X

·•r-

~y-:_) .

2~
V

Moreover, as long as the government can live with the high unemployment resulting from its tight money policies, the unions cannot escape
fro m cell 3 on their own . Aggressive wage demands will be punished by
higher unemployment (cell 4), and, as long as the government restricts
aggregate demand, further wage restraint will not produce full employment. In contrast to the voluntary but unstable union cooperation under
expansionary monetary and fiscal policies, the union response to mooprism is involuntary but lasting and reliabl
other words, a socia
I democratic-Keynesian full employment policy is the prisoner of the
um12i:is age policy, but the union~ a!:e prisoners of a conservativemonetarist stabilization policy.
- ~ unions had a motive to cooperate with social democratic
economic policy in the 1970s, that motive was not economic in the narrow sense, but political. As long as the government guaranteed full employment, the unions had no direct interest in playing their assigned role
as inflation fighters, but they had every reason to avoid the trap of a
conservative-monetarist regime that would drastically reduce their own
range of options.
In the absence of this political risk, however, an egoistically rational
union will pursue aggressive wage demands-even in a recession. Thus
in 1976-82 the centrist coalition governments in Sweden never had a
chance of coming to terms with the unions over an incomes policy. The
fall of that coalition would have implied not a switch to monetarism but a
more effective full employment policy. But since the election victory of
the Social Democrats in autumn 1982, the centrist opposition has increasingly turned to a conservative-monetarist position in economic policy. This has strengthened the bargaining position of the politically weak
Social Democrats vis-a-vis the unions so much that, despite all the difficulties within the unions, the government was able to persuade them to
moderate their wage demands in the election year 1985.
Ll.
• ~ 7 ,\' '

Unions

Uncooperative

Cooperative

(1)
1,1

(2)
-1 ,2

Uncooperative

(3)
2,0

(4)
0, -1

Conservative-monetarist government

Figure 9-4- J o int payo ff matrix for unions and conservati ve-mo ne ta rist governme nts
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he searc or exp1anauons ot eco om1c pohcy su cess r fa, ure m
the four countries can thus be narrowed to the following questio\£.:.:_,..i.u~-,
er whi h institutional conditions were unions able to pur_s!!_e !_he~ longterm and common interest in preserving a politically precarious full
e J ment policy at the expense of their short-term interest in higher
real-wa e ains ?
Analytically, t 1 issue has two aspects. In the temporal dimension,
wage restraint involves sacrificing short-term advantage for the sake of
1
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longer-term gains. In the interorganizational dimension, it involves orienting the individual unions and their subdivisions toward the common
interest of the union movement as a whole. Both aspects of strategic
competence are difficult to attain (i.e., they are not simply a matter of
acting upon intellectual insight) because the interests in play may have
G"~ ifferent meanings from the point of view of different organizational
'if-...'- ".y unit . Institutional structure is thus a verµmp.m:tant element of the
,J'i.. 'Cv_<' difficulties unions have to overcome in pursuing their long-term a!ld
·~')0X:, "' common interest in a social democratic-Keynesian coordination b_e-_
'-.F -;!'~ ..,rj)-· tween wage policy and government ~onet,!ry and fiscal policy.
:Y.
tlv
The neocorporatist literature has with good reason emphasized the
-J"--l}l,>C' problem of interorganizational strategic competence. Oriented toward
•~ ~
the paradigm of collective goods, external effects, and the prisoners'
~ ,_
~
dilemma, the neocorporatist literature stresses the fundamental discrep,-.. _
ancy between a pluralistically fragmented organizational and decisionmaking structure and the pursuit of joint or macroeconomic goals. According to this thinking, small unions that compete with one another
and decentralized negotiation systems would be incapable of collectively
mounting rational strategies, whereas a corporatist structure with large,
monopolistic, or "encompassing" (Olson, 1982:47-53) union organizations and centralized collective bargaining would be able to adopt a wage
strategy that effectively promoted the common welfare of all workers
.J"~ and hence of the economy as a whole (Blaas, 1984; Cameron, 1984;
)(;5-:-:◊..:..--;'l( Tarantelli and Willke, 1981; Streeck, 1978). In theory, this argument is
-,t-,._ P>-,
correct.
v-- cir( \
Its practical significance is sometimes exaggerated, however. Not all
~ ~ .-\
union goals are collective goods and not all interactions between individy.,Sual unions are governed by the destructive logic of the prisoners' dilemma. Moreover, monolithic, centralized organizations are not the only
means to overcome these problems. To be sure, wage competition
among individual unions has a dynamic of its own that drives wages up
and contributes to inflation. And organizational boundaries certainly
play an important role in this dynamic. Industrial unions that negotiate
on an industry-wide basis generate less competitive pressure than do
craft unions that negotiate independently of each other within the same
. '-y-- plant.
'r:'- 't-,
So far, so good. Bu1_the Qriso
ma is not Jtn unavoidable fate,
" >- ;/" , as Axelrod demonstrated ( 1984), if the participants are engaged in a
. ~~,p ..,_, long-term relationship with one another or if they otherwise have the
-::i, ~✓ -..:-'chance to come to terms about common and enforceable norms of dis~· , ✓__...
tributivejust_ic~:
regulation o~wage diff~~ential~ is a prime example
of such poss1b1hues, and the Swedish and Bnt1sh umons have frequently

J-· .
;y: ,.
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developed rules for comparability and compensation designed to regulate and contain wage competition. Under relatively stable economic
conditions they usually succeeded in doing so. Thus even with a fragmented union structure, the Hobbesian war of all against all is not an
inevitable state of affairs.
The$-C,O.nd limita1iQn of the corporatist ~y~otp.~sis seems ~ven more ~ ~
important to me. Not_all forms of coo~!at1ve _ um.9n strategies. (as seen -R::;'-1,f __ (
from the state's point of view) h.ID:.e.1he..nat-t1-re-Qf--a_collective goo.Ji for the C..C0 -y- o{__
unions . ..Discussion seems to have focused too exclusively on the fight
agai~inflation, in which it is indeed not worthwhile for small, com pet- ~ c_·f 1,:u,/...."
ing unions to exercise restraint in "".age demands unles~ others go along.
And if many others go along, then It becomes worthwhile to defect from
·t:
the alliance and push aggressively for higher wages. But is this also true
when the aim is to avoid unemployment-which is different from reestablishing full employment? Full employment may be a public good,
but unemployment also has the character of a "private bad" that affects
individ ual regions, branches, plants, or job groups to varying degrees
and which, to the extent that job loss can be traced back to inadequate
profits, also can be combated within the individual plant by particularized wage restraint.
In any case many workers during a recession see the threat to their
jobs in that way and behave accordingly. This is one of the most important reasons for the unions' vulnerability to a conservative-monetarist
economic policy. The low wage demands that are desirable from the
government's point of view coincide with the voluntary behavior of the
rank and file when jqb losses are perceived as a real threat. Such responses are almost independent of the differing structures of union
organization. Indeed, it is reasonable to p resume that small unions
would be even quicker to make concessions in negotiations at the firm
level, hoping thereby to save their jobs at someone else's expense, while
large and centralized unions might be able to avoid such a competitive
race to cut wages, which would be ruinous from both a distributive and a
macroeconomic point of view. Consequently, a conservative-monetarist
policy does not depend on the organizational power, solidarity, and discipline of the large unions and can even afford to undermine them
through legislative action (Streeck, 1984a) .
The social democratic-Keynesian program is different. Because it
guarantees full employment, it socializes the otherwise private or individual risk of unemployment. Thus it foregoes the possibility of exposing workers to the pressure of threatened job loss to force them to
moderate their wage demands. S~emo.cra.tic_.poli ·s thu
pktel):' dependent on voluntary union rest-raint in wage demands, and in

o___,ft (./·

8o[;J°J-&cl .

I

75

COMPARATIVE ANALYSIS

'- this case restraint is indeed a collective good from the perspective of
~ individual workers and small, egoistically rational unions, realized at the
~'>< 9-pense of their own immediate self-interest. Thus if social democratic'1keynesian coordina~ion is to have a chance o success, it must rely on
'(;J_.:> _
l mstitutlonal mechan~ms__!. _at replace the particu!arized_calculus o mter_-;J- '/...
ests w1tnan_ ori~ntation tow~rd ~terests that are common to all unions.
't .J ,.,~-.,.
But that 1s still not enough. Even a completely unified union movei;J i9"'11'- "ily ment would have an objective short-term interest in exploiting
'1> Jz ._;~ ~ overnment-assured full employment in their wage negotiations. The
{J"f-'v'
soc_ial de~ocratic-Keynesian coordination can thus succeed only if the
umons onent themselves not only toward common as opposed to indi~Q)I"-~ vidual interests but also toward future as opposed to present interests.
0:(_X:''X:' ) Thi~ requirem_ent incre~ses t?e difficulties of strategy as well as of the~x--<Y'
oret1cal analysis. An onentat1on toward the future and the sacrifice of
.J:-' ·
present advantages for the sake of deferred gratification are highly pre,Y , \J-C!,J.;''<>carious capabilities even at the level of individual action, although they
"~ x ~,.) ,ce,n be sup_ported by measures t~at _discipline the. freedom of sponi ,-<"i'-i-,._Q..~-/lf'taneous actlo~ (El~te~, 1979) ..Jnsuu~uons have precisely that ~uncti?n~
\v'-'-..\ \ ~r r~nd they are m pnnople able _to achieve a degree...o.Lfi1tll"e on('._~_t_atron t~e2(tends_ be~on? the individual horizons of their members. On the
~>-~"' _J other hand, mst1tut1ons can act ?nl~ th~o_ugh representati_ve_s, ~nd so they
·v-,.10:'
lack the freedom of the sovereign md1v1dual to toss egoistic mterests to
~
the winds. If institutions are to act in a future-oriented way, then their
, ~~
actions must be based on their institutional self-interest rather than on
r--0-'~, -~ , ._ altruistic motives.
~ ~v
Under what conditions then could it be worthwhile for an egoistically
v,-~,_v'rational union to subordinate its present wage demands to concern for
~
the future stability of a social democratic-Keynesian full employment
policy? We can approximate a provisional answer with the help of a
thoughtful but highly abstract essay on "political exchange" by Alessandro Pizzorno (1978). Pizzorno emphasizes that unions' intertemporal
strategic competence depends on their ability to see themselves as actors
exercising a critical influence on future economic development. Indeed,
actors who see themselves as impotent are not only relieved of moral
responsibility, as expressed by the ethical maxim "duty implies capability," but would also have every egoistically rational motive to exploit all
short-term advantages and to respond to the future only when it has
become the present.
On what does mastery of the future then depend? It is not the same as
the always-possible ex post attribution of economic effects to wage policy
impulses. What is crucial is rather the ex ante estimate of those effects
that can be brought about by one's own purposeful action. One's own
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intentions can be crossed by two kinds of events: by the strategic actions
of other actors on the national economic policy scene and by unexpected
changes in the international economic environment. The boundary between the two kinds of events is of course variable. Otherwise uncontrollable framing conditions can be influenced by shifts in the power relations between the actors, and shifts in the economic environment may
change the power relations between the actors. Nevertheless, the distinction is analytically useful.
In the relatively stable economic environment of the 1950s and 1960s,
even actors with little power, while unable to realize all desired goals,
were able to anticipate the effects of their own actions with fair accuracy
and orient their choices accordingly. That enabled actors to achieve a
kind of "ecological coordination" or "spontaneous field control" (Dahl
and Lindblom, 1953:99-105), made possible by mutual anticipation and
adjustment, which largely prevented the uncontrolled escalation of
negative developments. Even under the unfavorable conditions in Great
Britain, with its fragmented industrial relations, wage-cost inflation in
the 1950s and 1960s remained within narrow limits, despite near full
employment.
As the world economic environment became more turbulent in the
late 1960s, it became more difficult to anticipate not only economic c:i!. ~
conditions but also the reactions of other actors. Thus as the future i.'i 1 /C,~'-r,
became more uncertain, the temporal horizon of union wage policy had ,;.r. 1 ·/.J..{
to become shorter, everything else being equal, unless a higher degree of ~
,J~€..
explicit coordin~tion, with other actors co~ld con:ipensate for _the in- ~ '-k_,_
creased uncertamty. Several authors consider this compensation for e.<-t -{.s 1 • t.,
uncertainty to be the real secret of the "Austro-Keynesian" success (Ost- d,
1.-,. .Q(
leitner, 1982; Tichy, 1982)_. T~~ theoretical f~u??~tion for this ~onnec)½)5tion is obvious.
c md1v1dual the oss~b1ht1es of contr0lmg the
lj
environment are limited by the possible actio]lLof....o_th_ers ,__However, to
the extent that several actorscooperate within the framework of a common strategy, their potential for action increases over against their economic environment, and so does the chance that environmental turbulence may either be stabilized or neutralized in its effect.
Under crisis conditions, however such coordination could not have
been achieved by means of the implicit "ecological" adaptation or the
"partisan mutual adjustment" (Lindblom, 1965) that is characteristic of
pluralistic democracies. It required the explicit orientation of economic
policy measures to the demands of a common strategy, and a readiness
to modify these measures on short notice if need be. Such coordination
depends on power or consensus and hence on institutional conditions
that favor either "hierarchical" or "hegemonic" or "cooperative" coordi-
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\_
~ , 0 --nation of the most significant economic policy actors. Since compulsory
,_\.P t · ;y· :-..~ tordination of union wage policy would have been neither econom.
~,/'-9" .-YJY ically sensible nor politically feasible in the four countries during the
oY Y').
1970s, the social demo~r31tic-_!{e~nesian policy necessarily depended on
✓- .;,,,c . .:' ~ ormal hegemonic o!_~ooperativ:, solutions. These had to_ be ~olutions
v~~that_ gu~ran~ee a soc_1a~ memory for all n:cessary contnbut1ons and
er· ,~··
~acnfic:s, so that par_uc1pants would be relieved o_f the need_ to seek
~-}' .;-, o.,, r 1mmed1ate compensation, a need that would otherwise undermme their
k"',':5
(Ouchi, 1984:28-31).
,,. v-r-')~coopera,(on
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INSTITUTIONAL PRECONDITIONS IN THE FOUR NATIONS

•~ '

✓S-- _ 'h ~- ~ The institutional conditions for the coordination of wage policy were
· :-' '- , '.'"~
"
t rst met in Austria during the 1970s. In t~Si\following I compare these
~" ~ . c. -9• 1:onditions from thre angles: the unions' refution to the employers' side,
),,V& (.fa~\; ltfie unions' relation
goxernment policy, and finally the relation of the
~
individual unions to on~other and to the central union federation .

{J:J The Unions' Relation to the EmpliYJers' Side
In the unions' relation to employers, Austria has two institutional peculiarities whose importance for the success of the Austrian strategy is
sometimes overestimated but certainly cannot be ignored. They are the
,.
o.... r e share of nationalized firms and the Commission for Pri es_arul
0-<''-ydl" ges. Roth have their roots in the political compulsion to consensus
(»(-. \S'
Jpat shaped Austria in the early postwar period, and both contributed to
vMaintaining the postwar consensus even after the disappearance of the
'-"" ~ ,•,s,.t generation that experienced the leveling of political differences between
IA"-· c. 1.,L~ ~ 1cv1-~ffi'e Catholic and Socialist factions in the Nazi concentration camps.
,,,✓ v"""), L r ~ As noted in chapter 4, under political influence the nationalized firms
.\<) •✓
and firms belonging to nationalized banks contributed considerably to
~~
stabilizing overall employment in Austria at the beginning of the crisis.
However, for a number of years afterward they had to contend with the
consequences of structural adjustment that was irresponsibly delayed in
reliance on government support. In hindsight, the evaluation of th_eir
direct contribution to overcoming the crisis is thus rather ambivalent
(Bauer, 1986). Because the nationalized firms did not belong to the
business associations of the private sector, one also cannot assume a
direct influence on their strategies. Nevertheless, their influence on the
situational analysis and options for Austrian economic policy is extraordinarily important.

,1;"-h-\i"1"'S'
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The following connection seems crucial to me. The Social Democrats
and the Catholics have shared the leading positions in the nationalized
industries since the Austrian Grand Coalition of the immediate postwar
era . Thus the possibility of a management career is always one of the
professional options for an ambitious unionist or socialist. In contrast to
patterns of upward social mobility in other countries, their further
career continues to depend on their continued good standing in their
own camp. In the management and supervisory councils of nationalized
firms and banks there is thus always a group of"practicing" socialists and
union members who in cases of conflict will opt in favor of the goals of
their original organizations (Dittrich, 1985 :22 1-32). At the same time,
however, they will take the management view of problems and will represent the firm 's interests aggressively in discussions within the leftist
camp. Moreover, there will be close "collegial" relations across political
"camps" that generally promote the chances of consensus between the
parties.
_ .__ {,., ..J.·
Rela.tious betweeu the unio1u and the Socialist party and the privat9-&~., r
sec1:(,U:. of the economy have also beoefired-fH>m-the-e.xistew;e...o the\_,:~~ j t
nationalized sector, since the private sector's problems are not funda- tri , ei..-;s
mentally different from those of market-oriented public firms. More- Loft :
ov:r, t~e privat: sect?r o~ten ~enefits from measures ~hat are ~aken t 1~
pnmanly to assist nauonahzed mdustry. Thus the Austnan Left 1s not i,,l ~L
0 ,L, _
fundamentally estranged from the entrepreneurial function, as is often
the case elsewhere. Despite all conflicts, in its practical politics since c' ·•p1 1i:k
World War II th.e..-Le--ft.h
m hasized the common interests of labor --Q,t , ~
and capital rather th~n their com etin interests. It has stressed the
• ,/ t' _' • ,(
growth ofin~ estinent, production, employment, an mcome, and the (
necessity or ustna to catch up with the richer nations of Western
,J
Europe, rath
han conflicts over the distribution of income.
.
<,
Cooperation in the Commission for Prices and Wages, which was for~Cc
mally instituted in 195 7, also contributes to the conver ence of ers ec- p._,,_~ - -J
tive~ The commission has representatives from the federal government, L~..SA 'st-the employers' side (Chambers of Commerce and Agricultural Cham- aj,J cr:J
bers), and the workers (0GB [the Union Federation] and Labor Cham- C.C'-:S ''h,
bers), and_ -it js viewed as the ye~y_ embodiment of the Austri_
cial
O/Le Y:c
pa_0:nersh1p (Matzner, 1975; Pelmka, 1981; Lang, 1981 ; Mann, 1982;
~
Talos, 1985). The commission might best be understood as a continua- t,p.4-u., __
tion of the postwar practice of relying on agreements among the socialc+ ~, ~
partners rather than formal laws, which had to be approved by the Allies ~---ts:p._
and thus were subject to Soviet veto. Even after the treaty of state of
c1955 obviated the external necessity of "substitute lawmaking," the government of the Austrian Grand Coalition (and even more so the single-
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party governments after 1966) stressed the importance of maintaining
and cultivating the consensus with the social partners. For this purpose
the commission was eminently suitable. It seemed to accommodate the
unions' demand for macroeconomic codetermination without fulfilling it
expressly, and for that very reason it was marginally acceptable to private
firms as well. Accordingly, participants even today stress not its positive
functions but the complete voluntariness of the commission's proceedings and the absolutely nonbinding nature of its resolutions.
The explicit functions of the commission-approval of price increases
(for part of the domestic supply) and permission to initiate wage
negotiations-nevertheless have a direct and practical importance for
economic policy (Ostleitner, 1982; Tichy, 1984). The time spent on the
_ mmission's proceedings delays the spontaneous reactions of prices to
\_,,.../
X'C',.,,.v-=~,:-:9::-o_&'.enous ~ost increases, and ~isc~ssion a~out planned wage den:iands
~ V'~ ~
w1thln the Circle of peak orgamzauons clarifies the macroeconomic im~ e '(. W L--ptib\ions and at the same time avoids overly emotional confrontations
<::,\JC
I b.e twee unions and employers in the individual branches. Wage in. ~ S ' \I'o nd acceptable by the commission are usually put through
,CV--out strikes. The third subcommittee of the commission, founded in
~ 3, the ~dvisory ~oar~ f~r Economic and Soci~l Issues, is another
important influence in bringing about consensus with respect to politically controversial topics. In 1984, the year of the German strikes, fo r
instance, the board suggested solutions for shortening the work week
that were then adopted without much public attention in the bargaining
agreements of the individual branches.
The institutional conditions for intertwining the interests of employers with the perspectives of the Social Democrats and the unions are
.- -~~·vusi~c~ less well developed in the other countries than in Austria. Great
~ \ ) v ~ ·-<--~ntain, of course, also has an ab_ov~-average s?are of public firms, but
,J'--:
o-lthe _management careers for socialists and umon members, which are
-~ ; ~"'\'"~~tnteed by proportional representation in Austria, are not available
~ ~ ' in Great Britain. British nationalized indus.tr_ies are thus a source o.£~
. conflict rather than an institutional basis for sacialp.a.c.tn.e.rship.. c. In Sweden and the Federal Republic, on the other hand, the number of
_ . [Overnment-owned firms is too small to have an influence on economic
'.V"~~ olic_y perspe~tives, altho~gh the_ semipublic sta_tus of Volkswagen was of
~'IV'"
, _~<2ns1derable importance in shaping the strategies of the German metal' - J v - - ~ J . . <-workers' un!on (~tre~ck, 19846).
_
~~c-WThe relauonsh1ps in the German coal and steel cadeterrnination ar- .
\ ~'
r ~ t are the closest approximation to the Austrian model. But
apart from the special legal position of the labor directors, the unions
did not have the opportunity (or interest) to use their mandates on the
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upervisory boards in order to place their own people in the man~
(
~ent of the codetermined firms. At ~he s~me time, however, the reform
of 1 972 strengthened the collaborative nghts of works councils and esl~
tablished central works councils for ~II t?e plants of large firms (Streeck, f'-L-t.:;.~
, ~
1 g84). As a consequence, ~terminauon provides the works councils, ~
and the unions as well, with access to information and a considerable Q{ lJLi, .
measure of influence, especially on personnel decisions., strengthening
h., c
the social partnership in plants and firms. In individual areas, as in the
nuclear industry, works councils and management have sometimes taken
joint action, dictated by an "egoism of the firm t Nevertheless, in the
F deral
·
·
·
ike the eneral conver ence or 1 fuseness) of iorecests-ancLpoli.tical perspectives ,9f unions and mana ement that one finds in Austria.
In Sweden there was significant nationalization only under the centrist
coalition governments in the second half of the 1970s, and Social Democrats and the unions did not consider the nationalized firms a desirable
increase of their influence but rather a limitation on their freedom to act
in terms of economic policy. The Social Democrats thus worked even
harder to liquidate or reprivatize the nationalized firms after 1982 then
the centrist opposition parties demanded. On the other hand, since the
end of the 1950s the public sector had supplied a substantial part of the
private sector's investi;nent capital from the reserves of the pension fund.
And after the public sector became the debtor of the private sector as a
result of the budget deficiencies of the late 1970s, the union movemenlCL--L>.Q~ -:kl;--. m
. fl ~ence on t h e investment
.
d ec1s10ns
. .
'v\ l 0.4--Gj
attempted to gain
o f t h e fi1rms L-'1/1,\._~~
through the workers' fund. • ~However~- it is neither likely nor intended.
· c LL
,..that rbe p0rspectives of t1FHQ s and fi ms will come to converge as tney
::)t'-go in Austria. The unions' strategic emphasis on distributive goals speaks f--l:u. -~
ainst this possibility, as oes t e1r e emomc self-image. Since the late
~
1930s the S
· RS-h~emselves in control of the econ - . l'. t_ fc
my rather than as cooperative "social artners" o .
pkly.ers.
C '
u-<. '1:f' '-'The .British uoiaos had no chance to become soCial partners for exactly the opposite reasons. They were and are too fragmented in their~
. .
~
nization_
eak olitically to entertain seriously any vision of'--. ~
hegemonic control of a capitalist economy. They also lack the ability to'- q ~ ~l_ 7
coo perate as partners in plants and firms. Without guaranteed rights of
codetermination , they must rely exclusively on the fighting power and
willingness of their rank and file and on the shop stewards mobilizing
them (Degen, 1976; Taylor, 1978: 125-46). The shop stewards, however,
have neither the motive nor the competence to form any kind of partnership with management. They are exclusively the representatives of
the immediate self-interest of the rank and file. Their willingness to
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engage in conflict may be influenced by moral appeals to the solidarity
of the union movement, but otherwise it is determined only by prevailing
conditions on the labor market and the mood of their members.
The institutions of macroeconomic partnership between capital and
labor also have no direct counterparts outside Austria. In the Federal
Republic, Concerted Action did not have the opportunity to develop into
a functional equivalent of the Commission for Prices and Wages. And
not even the Social Democrats seriously supported the establishment of
economic and social councils that the unions constantly demanded.
Codetermination in the Federal Republic is oriented toward plants or, at
most, toward firms and thus cannot fulfill the functions of macroeconomic social partnership along Austrian lines (Dittrich, 1985).
With the beginning of the employment crisis it has become apparent that
there are very narrow limits to defending workers' interests in individual
firms (Esser, 1982; Esser, Fach , and Vath , 1983; Hohn, 1984). Up to now,
however, the German unions have not found a lever to exert stronger
influence on macroeconomic development, and in any case they have
been on the defensive since the beginning of the crisis.
In Sweden the peace agreement of Saltsjobaden of 1938 has kept the
level of conflict in industrial relations low in the postwar period. Moreover, the centralization of wage negotiations pushed through by the
employers in the 1950s and accepted by the Swedish union federation
(LO) had created the institutional conditions for a common orientation
~ ~ toward macroeconomic demands. At the end of the 1960s this common
. . _, ;...:-~ • -~'brientation was expressed in the wa~e-set_ting formula o~ _the EFO
~v ~ ,.:,. ·~· model. However, after the model was mvahdated by the cns1s, strong
,'-J
~ 1,/'" rivalries emerged among the individual unions, and union goals were
(;.})
radicalized. The early 1980s saw a spread and intensification of strikes
~Y
on a level unknown since before World War II. The employers reacted
with an attempt to do away with centralized wage negotiations altogether. That would have undermined the institutional bases not only for
solidaristic wage policy but also for macroeconomic social partnership,
but in the increasing ideological polarization of the 1980s employers
were willing to accept those consequences. The social democratic government and the leadership of the LO, on the other hand , used all means at
their disposal to maintain or reestablish the conditions for the macroeconomic orientation of wage policy.
lrl ...G+e--at--R-ritai 11 , fimrtly, fi=-e- o..:.r_g_a_n_I_za- t=---10
- -n a r-w-ea kn es s
ible b the weakunion..fed.er:ation , the IU.C,-is exceedee,if-tha ·
n.e.ss
Confederation
· i h_Industq-on the emrlo ers' ·
· \c \..v:-- · (G ,a nt and March, 1977). Thus an incomes policy worked out by the
V ~ l c..)·. ~~ ak associations was out of the question . Even the Social Contract of the
\.,~ \J'- ' ~v-
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1970s, which was in part successful, was limited to an understanding
between the Labour government and the unions and did not include the
employers. As a consequence, the employers' associations also failed to
support the government's attempt to keep businesses from making excessive wage concessions in autumn 1978.
Conditions were more favorable in the field of economic developme nt, where, in contrast to incomes policy, distributive conflicts between
capital and labor may be subordinated to a common interest in growth
(and subsidies). The Conservatives created the National Economic Development Council in the 1960s, and subsequent Labour governments
gave it their full support. The council initiated discussion between employers and unions in individual branches and with the government over
economic development policy; in several areas it achieved visible gains in
modernization (Grant, 1982; Wilks, 1984; Middlemas, 1983). In the crisis period this policy dialogue broke down, however, because of the
growing discrepancy between the ambitious aspirations of leftist Indus- ~'s.
try Minister Tony Benn's comprehensive economic development plan- 01
ning and the practical necessity to save endangered large firms without ~!.{l.l1e,_
reference to any preconceived plans. The Thatdiec government finally
extended its hostility to any form of government plannin or overn~nt-organized social par ners 1p, even to e at10nal Economic Development Council, although it has not been formally abolished.

h4--J.

~i_?

The Relationship between tke Unions and the Government

'[he unions' relationship with the goY.e ment is als loser io Austria <.:~
'
. than in other nation~ One reason is the pattern of proportional repre- ~ t ~
sentat10n m ea ersliip positions in public and quasi-public sector en- ,~'7 l'l)r,
tities (for instance the central bank), and in the numerous committees Li--.,o ,u-·
that advise the government, an arrangement that was initiated by th~
f
coalition government of the immediate postwar era (Lehmbruch, 1967; \
Katzenstein, 1984). As a consequence, the unions, which have members \.Y
in both camps, have every reason to see themselves as equal participants t ~ , , j
in the republic. An even more important relationship runs in the op-- / ~ ~ ~
posite direction, through the political parties that form factions within U., '~1S'
the unions (as well as within other sectors of the corporatist structure of L~1 ,._,Le.¾
associations and chambers) and draw up their own slate of candidates inPi)l ~lf1f
union elections.
v~~, •C..fLI. I.
An important consequence of this legal and overt politicization is the
'l--a. ( )
relatively w im ortance of the princi le that the unions should be
"neutral" or "inde e
nt"
t--~ ty politics; that principle has merely
rhetorical resence. A member of the socialist faction within the union
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federation (0GB), for instance, is naturally and legitimately a Socialist
party politician, and it is just as natural that as a Socialist politician he is
also a union official. Because there are no formal or informal norms
against holding multiple offices, it is apparently not a problem in Austria
that a federal minister or president of the legislature might concurrently
hold office as president of an individual union or even of the 0GB. At
least under a social democratic government, the personal and cognitive
distance between union and government policy in Austria is smaller than
in any of the other three countries.
None of the other c n ·
corres
.J.--'\y,V'- trian s stem of proportional representation. Nevertheless, wedi
..,,
u_nion ave an even reater su stanuve
uenGe...than AJ.Istrian u ions
i the invesugat1ve _ c~;;issions and other c nsensus-buildin~
cedures t at usually prece epo 1tical decisions (Anton, 1980; Elder and
Thomas, -1982 ). Their position in the net orks of institutionalized par. ~ ~pation in government decision-making processes was so strong that
~
'-~ ~eveQllnder centrist governments important decisions could not be put
~:v-\(0,.,..S ·\ , t~iough over their opposition (Korpi, 1978; 1983; Esping-Andersen and
\J'\ ~ Korpi, 1984). And if the Social Democrats were running the govern"W>"': . <.~ ment, then the unions were not concerned with proportional represen~ ()\ :/'i·\\.,,\-Otaiion at all; they had the initiative in all areas of economic and labor
'< ~\.>
market policy that mattered to them. ~ ciple
0-always an initiative from without. T e com lete interpenetration of
union policy and par
eri
o
ot exist
~eden. we 1s white-collar unions are neutral as to party politics to
beginwilh, and while LO locals may become collective members in the
local organizations of the Social Democratic party, at the central level
both sides scrupulously observe the independence of the party from the
union. Cabinet ministers cannot be active union officials at the same
time.
. v~-"' In the Federal Republic, there are also c.ertain arallels to Austrian
·,\,,_,._y p~tiona) representation. The government in office is not co
free in its selection of political appointees. There is first the need to
balance the claims of the coalition parties (and within each party, there is
a need for a balanced presentation of regional subdivisions or of religious denominations). In addition, the requirements of federalism, and
in some cases constitutional or statutory rules of selection, work to assure
a certain balance in the representation of social groups on many
decision-making or advisory bodies. However, the balance among the
social partners is only one of numerous party-political, denominational,
regional, or professional criteria of representation. As a consequence,
the unions in the Federal Republic have no reason to see themselves as

partners in a bilateral monopoly governing an Austrian-style "corpora. t" republic.
us Moreover, the relationship between the unions and the Social Demo- U V\ 1 , ,
tic party in th~ Federai Republic is less mumate than in A!:Stria OI
~~_f.._ven without the threat of a serious schism, German unions,'""in vL-t,
which there are no official party-political factions, must respect the princile of political neutrality. Conversely, the SPD cannot hope to win theCl4? '-Vl~upport of a majority of the voters simply by identifying itself with
c.......,,1
the interests of the unions, which represent only about 30 percent of the
employed workers, as opposed to about 60 perc~nt for t~e counterpart
organization in Austria (see Table 9. 1). Thus umon offioals frequently
hold party office, and union membership is _practically obligatory for S~D
politicians (and even ~n the CDU it is not infrequent). But act1v~ umon
officials are not permitted to hold government office, and the 110100s da
not dominate the olic of the Social Democr~ even when the part is in
Qp.p.ositie~e-w-h-en..itisjIL~LllS-P~o£a.coaliti0n_- On the other
hand, social democratic chancellors and mm1sters are not immune from
the criticism and public protest of the unions. At its best the relationship
between the Social Democrats and the unions constitutes an effective
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Table 9.1 Union membership, membership share of the
large union federations, and number of member
unions
Austria

FRG

GB

Sweden

Percentage of employed workers organized in unions
1973
59.8
32 .7
5o.6
72 ·2
59·3
35·9
57·7
79· l
1979
1983
60.5*
35 ·5
52 .3
82 .6

0GB

DGB

TUC

LO

Percentage of organized workers belonging to the
largest union federations
1982-83
100
85
go
60
Percentage of workers belonging to the largest union
federations
1982-83
60.5
30.2
47.1
49.6
Number of member unions in the largest union
federations
1960
16
16
183
43

Sourcts: Visser, 1985; au thor's own calculations.
• 1982.
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partnership in Germany, but without the sense of an inviolable identity of
interests and perspectives that one finds in Austria.
. \-E , v-,... T r lationshi between the Labour party and the unions in Great
:>....>- ~~e trou_ e _t_ a.!1 mt_~~ ~ral-Republie.- A- firs -pastthe-post election system and the dominance of one-party governments
~ have produced an adversarial winner-take-all political culture that could
,~- ~
""not concei_vably coexist with. the practice of _r_roporti~na! patronage. At
~ !1-2 .he s~me time, ~owever, the mfluen~e of polruc~l p~rt1es 1s less pervasive
\,~
m Britam than m the other countnes. The polrcy influence of the civil
-.._)/
service and of politically neutral royal commissions ensures broader consensus and greater political continuity than one might expect given the
brutal rules of prime ministerial government (Crossman, 1979; Ashford,
1981 ). However, the unions benefit less from the prepolitical balancing
of interests in Britain than they do in Austria or Sweden. In the 1970s,
for instance, there were radical leftist Keynesians among academic experts and even among the otherwise predominantly conservative higher
officials of the Treasury. Brn the distance between the classes...was...an.clis
'?i'-,Lo..}B o great in Britain that the unions could not see that t · · rest.s_were
~,!.S
. Jepresente
t._mem
lisbment. however ideologic~
g ~ - ~ L- ·c_lose they may have been.
~,;..,,vAv,
The re at10ns
o the British unions to government policy is thus
shaped by the lower classes' basic distrust of "those up there," which is
mitigated but not eliminated when the Labour party comes to power
(Panitch, 1976). But when that happens the extremely close organizational involvement (due to collective union membership in the party and
the party's financial dependence on compulsory contributions by union
members) is a constant cause of frustration and disappointment
(Crouch, 1982a). It creates muddy political relations because the unions,
which hardly participate in the day-to-day work in the party organization, cast the votes of their collective members at the yearly party congresses and can push through almost any of their demands in a spirit of
paying the piper and calling the tune. As a consequence, the parliamentary party and the opposition leader or the elected head of government
are practically compelled to insist on their formal independence and on
the sovereignty of Parliament as a matter of principle, and to ignore
party congress resolutions almost routinely. Anything else would amount
to an abdication of political responsibility.
It is clear that this tension does the relationship between the party and
its members in Parliament no good. It was one of the structural reasons
for the growing distance between the party's rank and file and its political leadership th at finally led to the secession of the SDP in 1979. om
. ..I.. .. \.\.. the unions' oint of view, the lesson to be learned from_sudu:.xperiences
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was that the party and its resolutions cou
usted es eciall
onZe a La 6our overnment was m ower. Thus in 1972 the unions began
· to make their political support in parliamentary elections dependent on
formal , quasi-contractual commitments by Labour leadership on what
the unions considered the most important issues of government policy.
They also established a standing committee, the TUC-Labour Party
Liaison Committee, to ensure continuing coordination at the highest
levels of union and party leadership. After the election, however, it
turned out that although the government kept its part of the bargain at
first , the unions found it extremely difficult to produce the voluntary
wage restraint that they had promised. The reasons for that difficulty lay
exactly where theorists of neocorporatism would look for them: in the
internal structure of the union organization and in the interrelations
among the individual unions.
The Internal Structure of the Union Organization
In comparison with Great Britain, the internal structure of the union
organization is much more unified in the other three nations. Whereas
the Trades Union Congress contains more than one hundred individual
unions (with a still larger number of small and very small unions outside
of the TUC), the three other countries have only 15 to 25 separate
unions, which are predominantly organized according to industry. Nevertheless, even here the differences are important. We can differentiate
in three dimensions.
,
1. The
of unionization and hen
entiaLpolitical influence
and its eoten~ effectiveness in case of strikes) is highest in Sweden,
with more than 80 percentof the employed work force organized in
unions. It is l ~ - d f f t t l lkpttblic, with a mere 36 percent
(Table g. 1). In Sweden, however, the largest union federation represents
only 60 percent of the total number of organized workers, whereas in
the Federal Republic it represents 85 percent, in Great Britain go percent, and in Austria 100 percent.
e ·l~ 0 ....
2. However, the organization of unions into one large federation is no V¼.c'-1/- <~
a sufficient condition for avoiding inflationary wage competition be r:-1-<;.} ,
tween individual unions. What matters is rather e demarcation 'df1- ~ ~ .,.,'].
union jurisdictions and the power relations a~ong them. In _the Federal l t~~
Repu lie the unions are organized on industry lines, and the German
l
labor union federation (DGB) unions represent both blue-collar and L ~ />,
white-collar workers (and sometimes civil servants as well). These unions _7 ' · -~
do not compete for members nor do they compete for wages within the ~ Y.
/~
same branch or the same plant, as is true in Great Britain and Sweden. -+ 0:t ~
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The German white-collar union (DAG), which is not part of the DGB
federation, has steadily lost influence. In 1983 it represented only 24
percent of the white-collar workers in the private sector who belonged to
unions. As a rule, DAG collective bargaining agreements follow those of
the DGB unions. In the public sector, the German Federation of Civil
Serva~ts (DBB) represents only 25 percent of organized public employees (Visser, 1985: Table 5). If we consider only federal civil servants, the
DBB share is higher; however, the salaries of civil servants, who cannot
strike under German law, are not determined by negotiation but are set
by law. To be sure, they closely follow the results achieved by the OTV,
the large DGB union for employees and laborers in the public sector.
Thus the negotiation monopoly of the industrial unions federated in the
DGB is not seriously challenged by competing unions.
In Austria, as in Sweden, only the blue-collar unions are organized on
an industry basis. But the white-collar union belongs to the 0GB federation and orients its wage demands to those of the blue-collar unions.
Similar conditions prevailed in Sweden during the 1950s and 1960s.
However, the greater number of white-collar and civil servant unions
and their organizational and political independence from the blue-collar
LO federation made hegemonic coordination more difficult as their
membership and organizational strength increased. Negotiation cartels
organized by the white-collar unions contained the rivalry between professional groups, but the basic conflict between the interests of civil servants and higher-level white-collar employees and the LO's goal of maximal equalization of wage incomes intensified. Since the 1970s this
conflict has been the basic structural problem of the Swedish union
movement.
In Great Britain, finally, with its fragmented union structure and its
coexistence of different organizational principles, industrial unions
compete with a multitude of professional and craft unions and also with
the large "general unions" that transcend individual branches. The rivalry between the individual unions is mitigated by the prohibition, sanctioned by the TUC, on recruiting members from other unions, and it is
sometimes constrained by common wage negotiations. evertheless,
union rivalry still shapes industrial relations in Britain. The Donovan
Report of 1968 saw it as the main cause of the inflationary wage-cost
push that limited the options for government economic policy more
severely in Great Britain than in comparable nations. Neither the
Thatcher government's antiunion laws nor the deep crisi of the British
economy have basically changed these structural conditions.
3. The third dimension describes the degree of vertical centralization
within the unions. Austria has the highest degree of centralization in its
188
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formal organization: There are no unions outside the 0GB federation,
and internally the 0GB has a legal and financial monopoly. It collects
membership contributions and passes shares on to the individual unions,
it hires the secretaries for the individual unions, and the wage agreements bargained out by the individual unions are formally concluded in
the name of the federation. None of the other countries has comparable
conditions. As far as actual wage policy decisions are concerned, however, Sweden seems to have the greatest degree of centralization; it is the
onl y country in which wage negotiations for all industry branches are
conducted between the central union federation and the central employers' association. In the three other countries there are at best branch wide
wage agreements by individual unions. If we look more closely, however,
these seemingly clear distinctions begin to disappear.
The clearest and simplest situation is that in the Federal Republic, with
its one-step system of collective wage negotiations. The DGB federation
is excluded from any direct participation in wage setting, and it has even
given up its statutory responsibility for wage coordination. The individual unions are legally independent and solely responsible for wage settlements for their branches, with agreements concluded nationally or regionally (and in a few exceptional cases, by firm). These settlements h~ve
direct legal effect on the individual employment contracts. Collective
negotiations beneath the level of standard wage agreements are not a
union matter but are carried out by legally institutionalized elected works
councils that have neither, the competence to negotiate wage issues nor
the right to lead strikes, although they are authorized to negotiate for
other benefits that may have a monetary value, for instance, in exchange
for the approval of overtime (Streeck, 1984). Wage drift, which exists in
the Federal Republic as well, is thus always the result of "voluntary"
payments by employers that exceed their legal obligation. Such payments occur under the pressure of labor scarcity in regional or craftspecific labor markets (or under the compulsion of wildcat strikes with
which unions and works committees may have nothing to do). But wage
drift never results from union wage negotiations on the lower levels.
In the three other countries, in contrast, the system of collective wage
negotiations has at least two levels. In Austria the wage a~reements
concluded by the individual unions for the whole branch dommate. But
before these negotiations can be opened, the Commission for Prices__ and
Wages must give its approval based on a presentation by the 0GB
federation of the negotiation goals of the individual unions. Thus well
before negotiations begin there is an informal clarification, which does
not amount to an explicit wage guideline by the federation but does
nevertheless contribute to a common understanding about wage levels
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that are macroeconp mically sound . This informal understanding is reinforced in the unions by intensive communication within the "Socialist
party faction" of the 0GB , which brings top union officials together with
government economic policy makers every two weeks. Within the Commission for Prices and Wages, the connection between the subcommittee
on wages and the subcommittee on prices also plays an important role,
facilitating discussions of the probable effects of wage increases on prices
and vice versa. The attempt to push through above-average wage increases in a branch of industry with high earnings, which would entail
the approval of above-average price increases, thus meets resistance not
only from the employers but also from the other unions.
Unlike works councils in the Federal Republic, Austrian works councils, which are formally independent of the unions , can exploit the higher ability to pay of prosperous firms to reach local agreements on overscale wage increases. In the next round of bargaining the increased
effective wage rate is locked in and is thus removed from the employer's
discretion while increases in the general standard wages will gradually
catch up. In this way there is little room for wage drift that is not controlled by the unions, even if this practice runs counter to the goal of
lessening wage differentials among different branches (Elliott and Fallick, 1981). Nevertheless, negotiations at the level of individual plants
remain a possible source of problems from the macroeconomic perspective of 0GB headquarters, and they receive constant attention. The
individual unions therefore take pains to include as man y representatives of works councils as possible in their collective bargaining delegations , in order to ensure a better understanding of economic conditions
at the plant level.
But 0GB headquarters dare not rely solely on this mechanism. According to its firm conviction, the lower negotiation levels must not only
understand macroeconomic necessities but also feel the pressure of international competition if they are to maintain a stability-oriented wage
policy. Thus the 0GB took a position opposite to that of unions in the
other nations. Even during the crisis it was a consistent opponent of all
attempts to loosen the Austrian hard currency policy, believing that the
wage restraint that had been acce pted since 1975 would be jeopardized
by such a change. In the OGB's view, the best proof was the development
in Sweden , where after autumn 1976, when the Swedish krona was unco upled from the German mark, the hoped-for competitive advantages
of repeated devaluations were always consumed by an accelerated wageprice spiral. But of co urse, institutional conditions in Sweden were less
favorable than those in Austria, and not only because of com petitio n
among the unions.

Voluntary Wage Restraint

From the mid-195os until the early 1980s there were three formal
negotiation levels between employers and unions in Sweden: the central
negotiations between the LO federation and the National Employers'
Association, SAF, the branch negotiations, and the local wage negotiations between the union representatives in individual plants (who can
lead legal strikes, unlike the German and Austrian works councils) and
the individual firms . With the increasing precision of regulations for the
central wage structure and the progressive reduction of permissible
wage differentials, however, the branch level lost its importance. The
real tension (apart from growing conflicts with the white-collar unions)
was thus between the central and the local negotiation levels. The local
level had never submitted to a strict discipline from LO headquarters,
and the democratization movement of the 1970s had further increased
the combativeness of union representatives in profitable or nationalized
firms.
It is true that the effects of increasing wage drift on the goals of a
solidaristic wage policy are reduced by the proliferation of compensation
clauses, but only at the price of a structural wage-cost inflation that
cannot be contained by union headquarters. The attempt of employers
to abolish centralized wage negotiations only intensified these problems,
because the strong branch unions were now able to achieve maximum
settlements for themselves and still supported the demands of the weaker LO unions by solidarity strike&. When the three-step negotiation system was reintroduced , however, the intensity of central regulations was
red uced to allow more scope for branch negotiations.
In Great Britain, finally, there have never been central wage negotiations for the whole economy in any formal sense. In the 1960s and 1970s
the branchwide agreements that had dominated in the early postwar
years became less important for the private sector, alt~ough they c?ntinued to dominate in the public sector. At the same ume the pracucal
importance of wage negotiations by shop stewards at the plant level,
which are informal and may be enforced by walkouts, has also decreased. Instead, the larger firms have shifted to firmwide or at least
plantwide formal wage agreements with the unions and they have _also
tried to limit wage negotiations with shop stewards as much as ~oss1ble .
The significance of branchwide agreements was thereby restncted to
ensuring minimum wage conditions (Flanagan et al., 1983:363ff.). But
even if these efforts to tame the militancy of the shop stewards could be
maintained under more favorable labor market conditions (which is uncertain), the British system of collective wage negotiations would still be
the most decentralized among the four countries. If we also consider the
extreme horizontal fragmentation of the union structure, the institutionr 91
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Figure 9.5. Significance of wage negotiations on the macroeconomic, branch, and plant
levels

al conditions for a wage policy oriented toward macroeconomic requiremen ts are indeed extraordinarily unfavorable.
The success of the voluntary incomes policy in the three years from
1975 to 1978 thus becomes all the more impressive. As noted, it arose
primarily from an extreme exertion of the leadership authority in the
TUC and in several large unions, and from the political and moral
pressure for solidarity that was generated. Solidarity received some institutional help from the rule in the TUC constitution according to which
majority decisions at the annual congress were binding on all member
unions under punishment of exclusion (in which case other unions were
allowed to raid the excluded union's members). However, such crude
means could be used to push through only extremely simple, "moral"
guidelines that could easily be checked on the plant level, such as the
limitation of wage increases to a fixed sum that was the same for everyone. By the same token, this type of incomes policy changed the income
differentials among professional groups in ways that were not previously
legitimated and that could not long be accepted by the craft and technicians' unions. Thus under the institutional conditions of British union
organization, voluntary wage restraint was feasible only in a morally
exceptional situation and could succeed only for a short time.
The distribution of responsibilities for wage negotiations among the
three levels differs significantly from nation to nation (Figure 9.5). In
Austria and especially in the Federal Republic the emphasis is on
branch-level negotiations; in Sweden in the 1970s it was on central negotiations, and in Great Britain it is on plant negotiations.
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We can draw the following conclusions from this comparative survey
of the institutional conditions that facilitate longer-term perspectives and
a macroeconomic orientation of union wage policy.

Austria

_Austria _had_ the_ o . timal s~t of institutional arran~ements for coo era" : ~ 1 f.
ti"._e coordmat1~n ~n Its rel_auon~ 1p etween t e u~1ons and the employ- f. ~ ll., ~
er:s-as---weH- as m ns I elatt<7m
between the urnons and government
,ra c5 ~
polig . .Ih~urriorrs-emphas-i-z-ed-.g
th instead ofaistributi · t
Ct.~,-'
widespread appreciation of the management point of view within the
"-¥,1
"Socialist cam ~ n t ere was a ra 1 10n o cooperation m social partnership going back to the early postwar years. These factors permitted
tfie peak associations to develop a common view of economic problems
and an understanding of the goals, options, and constraints on each side
that was not reached in any of the other countries (Matzner, 1975). The
proportional representation rule extended social partnership far into
the reaches of government, where it was again intensified by the near
identity between union policy and Socialist party policy (and a somewhat
lesser coincidence of views between the People's party, OVP, and the
employers).
Nevertheless, Austria is not a "union state." Even under a socialist
government, and even under the charismatic leadership of Bruno
Kreisky, the Left never achieved the hegemonic position that the Swedish Social Democrats occupied together with the LO in the first three
postwar decades (Esping-Andersen and Korpi, 1984). One reason is that
in Sweden the centrist camp was politically divided, while in Austria it
was represented by a large party capable of winning a majority. A second, probably more important reason is the institutional system itself,
based as it is on the principles of parity representation, political balance,
and unanimity. Given these rules, both sides accept that they must try to
find consensual solutions.
But why are the rules still accepted when clear parliamentary majorities would permit unilateral decisions? The institutions of social partnership in Austria are not based on the constitution and are by and large
not even written into law but are completely voluntary, in contrast to
German "cooperative federalism" that had imposed a need for political
compromise in the 1970s (Scharpf, 1985). Unlike the situation in the
Federal Republic, in Austria an emphatic "socialist" policy of confrontation would not have jammed the political works but would have destroyed the institutions based on consensus, as employers' complaints
about codetermination completely ruined Concerted Action in West
Germany or as the unilateral adoption of the workers' fund may have
disabled the previous rules of consensus democracy in Sweden .
But the vulnerability of Austrian institutions is also the source of their
mver to slTil:pe befiav10r. ~or the top officia ls oftheunions, employers'
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associations, and political parties in Austria, the trauma of 1934 still
seems fresh: the short civil war between the Catholics and the Socialists,
followed by Austrofascism, the Anschlufi, the war, and total defeat.
There is in Austria, as I learned through my interviews, a primordial
fear of the possible disastrous consequences of open political confrontation. This fear provides even the succeeding generation of Austrian
leaders with a plausible motive for their unrelenting commitment to
achieving understanding among the social partners and their political
camps. As a consequence, Austria is governed by an elite cartel or a
"pluralistic alliance for advancement" (the phrase is Egon Matzner's)
among careerists in both camps.
The actual roblem for Austrian unions is _thus not so much the search
for possible compromises wit emp ayers, which has been "objectified"
as much as possible, _gut rather the acceptance of the elite consensus by__
the
mbershi of their own or anizations. The strict centralization of
internal personnel and career decisions within the union helps in this
undertaking. For all their good fellowship in social contact and all the
demonstrative respect for the autonomy of individuals and subordinate
organizations, the rules of the game in the socialist camp seem to be
much more brutal than in the conservative camp, where one can still
retreat into the private sector. Anyone who wants to get ahead must be
accepted (by the other side as well); anyone who wants to maintain a
position must toe the party line; and anyone who no longer belongs can
get nowhere further in his or her own camp or in the career fields it
controls, neither in politics nor in the civil service, neither in the associations nor in state-owned industry, neither in academia nor in journalism.
Thus the Austrian consensus extracts a price from those who produce
; !n maintam lt,
etween union wage policy and oveas1er to ac 1eve t ere than

~

uY:.

ritain

~~._p..; In co~

arison, we can now identify those institutional problems in
.ach of the other countries that make cooperative coordination between
~ } ~"' nion wage policy and government economic polj9i more difficult. They
v . . c-~ ,_:~~~re especially apparent in Great Britain, where 'die unions do not have
' ~~t, _l
~ith either the employers or the government apparatus long-term coop-~
, 1 . • . 1er:_at1verelatfons J_ha tmight reduce un~ tainty and encouragealonge"i-\/V-' 0 v' 1.111 ~term orientation. At the same time tlfe- 'fragmented and dece1iu:a!ized
- ~V,I ~>-'"' J\~ -1.UllOll-organization is an obstacle to concerted efforts within and among
\/?9)~~ . ., ~~- • individual unions. The ~nly element on the p_ositiv~ side in the past was
. , ~ L ·,£......._ the very close but also difficult and stressful lmk with the Labour party.

...___}I~ ·\ ,

;rt\

~.
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Under the pressure of an acute crisis, that connection was sufficient to
mobilize political and emotional loyalties in the union movement that
temporarily disabled otherwise effective institutional constraints. But the
success of voluntary incomes policy could not be maintained over the
long run under given institutional conditions, and it could not have been
achieved at all under a different government.
Thus it is not sur rising that the Thatcher overnment ave u any
attempt to revive statutory or vo untary incomes policies. As long as it
was willing aiia po lttic:rl1 bl- to~use- high-mremployment to ensure
noninflationary wage settlements (Flanagan et al. , 1983:436-46), its program did not depend on the voluntary cooperation of the unions. For
the opposition, however, which cannot simply strike massive unemployment from its catalog of horrors, the uncontrollable dynamics of wage
competition are a problem whose importance intensifies with any increase in employment. The Labour party is once again pinning its hopes
of controlling inflation on its special political relationship to the unions,
while the "alliance" of the SDP and the Liberals would have embraced a
tax-based incomes policy, an idea developed in the United States by
Wallich and Weintraub (1971; see also Layard, 1982; Layard and Jackman, 1982). In the United States, with weak or no unions, this proposal
might work. But in Great Britain, the structure of industrial relations is
so deranged that the proposal would probably encounter nearly as many
institutional problems as the central incomes policy of the Labour party
it is supposed to replace.
The suggestion of permanently institutionalized machinery for the
mediation of strikes to ensure an employment-oriented wage policy
seems hardly more promising to me (Meade, 1982: 108-18). It underestimates . the institutional causes of the British inclination to strike
(Cameron, 1984) and postulates an economic rationality for the unions'
wage policy that cannot be maintained in the fragmented, decentralized,
and competitive structure of British labor relations. Anyone who spends
time thinking about the possible modalities of Keynesian coordination
between incomes policy and full employment policy in Great Britain
ought to conclude that reform of the unions' organizational structure is
the first order of business (Streeck, 1978). I do not, however, see any sign
that the British Left has resumed serious discussion about structural
reforms , which it dropped after the Donovan Report ( 1968) and the
fa ilure of the Industrial Relations Act of 1971.
Sweden

The institutional conditions in Sweden are different from those in
Great :Sr i~
in almost every respect. Swedish unions ha
1
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·egemonic-cooperative relations with their counterparts on the employde for decades, andJhey not only had ev~ _QJ>__por lllit for e ual
~ o n in the preparation of.government pe~j sigo_s_buL ve usu~ )J,t:
ly initiated such decisions in areas of importance to them. At the same
~ ~'bV- me, t e1r ow "
·
more stron I concentrated
~~ _:_r (_ -an
· ed than t at o t e British unions. Nevertheless, in the last
~
decade the coordination between government economic policy and the
unions' wage policy encountered problems resembling those in Great
Britain. Coordination was obviously possible only if political loyalty to a
social democratic government could be mobilized. And as in Britain
after 1975, voluntary wage restraint was maintained in Sweden after
1982 only with much sound and fury and by dramatic appeals to the
national responsibility of the unions, and still it was threatened by rivalries among individual unions.
~. ne mi ht thus conclude that the decisive factor for wage polic is _t_h~e
~I,¼\A/IC
coexistence of competing umons in he-sanre brancfic rf 1ncfiistry and in
,;,_ ·1 · l~)e same p ants-w ic is the only significant feacate that Swedish in-....
·ch:rsfrial relations share with those in Great Britain. This is also the only
\) T \_\ t.'-'
significant weakness in comparison with Austria. Such an interpretation
()./4
\
would indeed have a certain microsociological plausibility. As "voluntary
organizations" (Streeck, 1981), unions must be highly sensitive to the
danger of losing their members, regardless of their formal constitution.
Let us further assume that if wages in one job are below those in neighboring jobs in the same firm , workers will regard that "relative deprivation" as a serious injury to their interests . When that is so, any situation
in which wages for neighboring jobs are bargained out by separate
unions independently is potentially unstable. If one of the unions
achieves above-average wage increases, the others in the next round
must break even or gain an advantage in order to keep the loyalty of
their own members. This condition was met in Sweden when the whitecollar unions united to form the bargaining cartel PTK in the 1970s and
from then on were no longer willing to follow the leadership of the bluecollar unions in matters of pay.
But that is not the whole explanation. The coordination of separate
bai=gaiT1ing cycles fut blue-collar workefs and for white-collar employees
in the same branch should not have posed insoluble problems for organizations with the strategic, tactical, and communicative competence of
the Swedish unions. The EFO model at the end of the 1960s, which
permitted wages in sectors oriented toward the domestic market to be
coordinated with wages in the export sector, demonstrated this. Thus
the
ish unions' ·
ilit to c ordinate blue- and white-colla r ~
in the 1970s and 1980s cannot sim I b
tributed to or anizational
~

l

4:.Yv)or
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ef-tsh--. ~
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ct~rs. R~th_er I be~<:_ve that two kinds of distri .
~cf--~
cru l, CQnfhcts that did not exist to the same degree m other countries. ~ ¥
~Both co~flicts, ~)though they may_~ave ha? different ~ectors, resulted c.,;,,_S ~h.
fro m the mcreasmgly uncomprom1smg dnve to equalize primary in~
comes that the blue-collar LO federation launched beginning in the
mid-196os. There is reason to think that the LO could not have been
quite as relentless if it had also represented the interests of white-collar
employees. On the one hand, this radicalization of solidaristic wage policy has helped greatly to increase the general awareness of "unjustifiable" wage differentials in comparison to other firms, even in distant
branches or regions. No other country has developed such a perfect
system of compensation clauses assuring the transmission of local wage
drift throughout the economy. At the same time, however, the internal
democratization of Swedish unions and the accountability of negotiators
in local wage rounds create conditions under which all opportunities for
generating local wage drift will in fact be exploited.
At the same time, however, qualified workers and technicians, professionals, civil servants, and doctors seem to have become less willing to
sacrifice their own interests to the ;mperatives of solidaristic wage policy
or to refrain from exploiting their bargaining power in the key sectors of
public and private services and in the export industries (De Geer et al.,
1986). Even Sweden apparently has its "me generation" and its yuppies.
Consequently, even the metalworkers' union was recently forced by its
members to accept a management offer of greater wage differentials, so
it is no wonder that the nonsocialist white-collar and civil service unions
have begun to oppose the LO's moral imperialism and to demand higher
raises for their members.
The growing difficulties of wage policy coordination in Sweden are
thus not entirely organizational in nature. They express a deep conflict
between the LO's extremely demanding aspirations to equality and the
new ideological self-confidence not only of Swedish entrepreneurs but
also of highly qualified workers and professionals. Both sides contribute
to the inflationary wage dynamic. It results equally from the privileged
groups' more ruthless exploitation of their labor market power and from
the LO's stubborn refusal to recognize the interests of professionals or to
accept the unequal distribution of primary incomes that results from
unequal market power. The first of these causes may be unavoidable
under present conditions of rapid technological and structural change,
but the second depends on the LO's strategic orientation, which could be
changed. I thus believe that the recent wage conflicts in Sweden were
never an unavoidable tragedy, as they were in Great Britain in 1978-79.
For all the obvious parallels, the Swedish struggle was strategically calcu-
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lated, waged by an "encompassing" union organization, intact and selfconfident. Since the end of the 1960s that union has lost its uncontested
dominance of the labor movement but not its ca pacity for strategic
action.
Federal Republic

Where does the Federal Republic stand in this comparison of the
~
unions' capacity for strategic action?
or-management relations at the
..,,elevel of the firm are far more coo perative in the Fe era "Republic than
·~,K
they are in Great Britam. ur on- the bra-ncli eve
e ms 1 uuons an
y.
· odes of behavior characteris~ic of A~stri~'s_ social partn~rship have
~ .,0\-- evolved in only a few areas, for mstance m mmmg, construction, and the
~ "-~x. c \r-.textile and chemical industries. In other sectors relations between emo'S ~£,J•' cployers' associations and unions tend to be more distant and adversarial
~'-€..i>C..,..__ (Streeck, 1981; 1982). On the central level, befo:e Concerte? A_ction _and
again after its demise, there were and are occasional summit d1scuss10ns
between the DGB's board and the boards of the peak employers' and
business organizations . But neither Concerted Action nor these contacts
can be compared with the Austrian social partnership or with Swedish
peak negotiations.
Before the Grand Coalition of the 1960s, union participation in the
formulation of government economic policy was at arm's length, as in
Great Britain, although the unions played a more important role in the
formulation of labor and social security policy through their participation in the public insurance corporations. During the Grand Coalition
the perspectives of unions and employers began to converge under
Keynesian auspices, but that ended with the decline of Concerted Action
and the passing of the Ministry of Economics to the Free Democrats.
Afterward the relationship of the German unions to government policy
depended on their relationship -with the Social Democrats and on that
party's influence on economic policy, as it did in Great Britain and Sweden . In the last years of the social-liberal coalition the relationship became more distant and conflictual, and after the political turn in autumn
1982 the relationship between unions and govern ment even became
hostile on both sides.
~,..._FinallY.Jnternal conditions in the German unions were not especiall
D_V ,- r)
e for a macroecon · aJ4,...coordinated wage__Qolic . In the DCB
J..P, ,, · deration there ~
ther a level of central wage negotiations, as in
~~ '-v , \.
weden , nor an equivalent to the con_imon discuss_ion and a ~p~oval of
• $-,- ~
individual union wage demands, as m the Austrian Con_im1ss1on for
c-· -l Prices and Wages. Unlike even the TUC, the DCB cannot bmd the wage
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Table 9 .2 In crease in real hourly wages in industry, 1973-1979 (%)

Austria
FRG
GB
Sweden
OECD Europe

1973

1974

1975

1976

1977

1978

4-7
3-5
3-4
1.4
5.2

5.1
3-3
1.0
1.0
3.8

8.6
2.1
4-7
4.6
7.1

1.4
1.9
2.8
6.9
3.2

3.0
3-7
-9.6
-4.3
0.9

2.0
2.3
9.2
- I. I

4-7

1979
2.3
1.3
1.4
0.5
2.1

Source: OECD H istorical Statistics, 1960-1983.

policy of its member unions even in a national emergency by a majority
decision of its board of directors or even of the assembly of the whole.
Nevertheless, the actual wage development in the Federal Republic after
1974 was more moderate than in almost any other OECD country, and
of the four countries in this study it corresponded most closely to the
requ irements of a Keynesian coordination at the beginning of the crisis
period (Table 9.2). Is this a contradiction, and if so, how can it be
resolved?
Some economists have pointed out that unemployment in the Federal
Republic rose especially quickly and forced the unions to keep their
wage demands down (Calmfors, 1985). This interpretation cannot be
rejected out of hand, especially if we refer not to registered unemployment (which was much higher in many countries) but to the job losses
experienced in the plants. However, it does not explain the relatively
moderate wage increases before the crisis began or during the years
after 1977 when employment was increasing. If there is a mechanism in
the structure of German labor relations that systematically favors wage
restraint, then it must be located in the internal organization of the
individual unions and in their relation to one another, since it is obviously not located in the union relationship to employers, the government, or the central labor federation.
Jurisdictions of the seventeen DGB unions are unambiguously demarcated by industry, and they often include several industrial branches at
the same time. Within their own areas, individual unions exercise an
even clearer monopoly on negotiations than is true in Austria. Moreover,
union wage agreements have a greater binding force, because they usually ap ply to all firms within an industrial branch and cannot be supplemented or changed by plant-level negotiations. Thus workers in the
Federal Republic have less cause than elsewhere to make unfavorable
comparisons with wages in neighboring jobs at the same plant or within
the same industry.
Of course, comparison between branches is still important. In the
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annual wage rounds one of the large individual unions, usually the
Metalworkers' Union but sometimes the Chemical Union or the Public
Service, Transportation, and Traffic Union, will assume the leadership
in wage negotiations, and other wage agreements will be oriented toward
those results. In fact, for some of the smaller unions "negotiations" are
limited to ratifying those results with the necessary modifications.Just as
in Austria, a small union would also expect difficulties with the other
unions (say, if it wanted to borrow from the union-owned bank in order
finance a long strike) if it set its wage demands far above the limit
defined by the wage leaders. Still, the German unions have so far not
treated income equalization between industries as a high priority, as the
Swedish unions have done.
Wage differentials among industries and regions thus do not necessarily entail economy-wide adjustments in the Federal Republic. Moreover, unified agreements on wage structure at the industry level suppress the inflationary dynamic caused by the struggle to reduce or
defend wage differentials between different jobs and professional
groups that is characteristic of British (and to a lesser extent of Swedish)
conditions. The German unions are thus less compelled than are the
Swedish and British unions to respond to wage developments that are
not controlled by their own wage policy. At the same time they are much
better informed about economic conditions in the firms of their industry
than are their counterparts in Great Britain, Sweden, or even Austria,
because of the supervisory council mandates they exercise under the
codetermination laws. They are thus capable of judging, on the basis of
their own expertise, the probable consequences of their wage demands
for earnings of firms within their industries and for employment.
Unlike Swedish unions up to the middle of the last decade, German
unions are not part of an "encompassing" organization in Mancur
Olson's sense. But the "wage leaders" are still able to anticipate the macroeconomic consequences of their wage policy. Moreover, the absence of
competition, the binding nature of industry wage agreements, and the
unions' direct access to information favors a German wage policy sensitive to differences and changes in the earnings of individual industries in
, . ~ way that would be impossible in Great Britain and even in Sweden.
,( ~"0\ ~~-' "'l"hat does not preclude the possibility of miscalculations or the necessity
iYcP;,.~,,t,respond to changes in the mood of the rank and file or to spontaneous
- e,~
~ikes and rising wage drift. B.ut on the whale, instittnional conditions
vr- Cf::. v;i'- U. ar£_ as favorable to a macrnecaooruic orientation to wage po · · the
~'<l;
----Federal Republic as they are in Austria...
._,...._:&-'~ ~!)
This, I believe, explains the fact that wages in the Federal Republic
"~'responded more quickly and reliably to the worldwide economic crisis

after 1974 than did wages in the other three nations. If Keynesian coordination between wage policy and monetary and fiscal policy, as measured by employment, was less successful in the Federal Republic than
even in Great Britain, the immediate cause for the failure was not the
same as in Great Britain and Sweden. The wage policy of the German
unions did not confront government policy with the hard choice between galloping inflation and widespread unemployment during the
crisis period. More than even in Austria, actual wage developments in
the Federal Republic would have permitted an expansionary government policy to defend full employment without escalating wage-price
inflation. If Ke nesian coordination failed in the Federal Republic, the
explanation must lie on the government side rather than t e umon s1 e. _-
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The Limits of Government Action
THE CENTRAL BANK

I noted the extreme importance of monetary and currency policies for
the success of a social democratic-Keynesian full employment policy in~.,..;,.
the second chapter. This importance results from the fact that the in- o/:. ✓
struments of fiscal policy, which are controlled by the government, and 6 .~ .
the instruments of monetary policy, which are controlled by the central"'-to~
'l:-4,<
bank, affect t~e same p~rameters of macroeconomi~ demand. From a
'-le~\/-.
mac
s ecuve, fiscal and monetar ohc are not two di_
~nt instrnmeors, eac
·
at a different tar . Instead, their h¼i- /t.effects combine to produce a net impulse that is either expansionary or
restrictive, according to the weight of its components (Neumann, 1973; "/ .f-:!:¼
1978). Very high deficit spending, like that practiced in the United States o¼d,,:r:.:;
after 1982, can stimulate the economy despite high interest rates, while c.JS,
the economic effect of a moderately expansionary fiscal policy can be
completely overwhelmed by determined reduction of the money supply.
T he central bank and the 1government thus have their hands on the same
lever. The second, independent lever is controlled by the unions.
But even if they must side with the unions in the coordination game,
the bank and the government will not necessarily have the same priorities. I presented the perspectives and preferences of a social
democratic-Keynesian government that is committed to full employment but must also respond to inflation in Figure 9. 1. The preferences
of a central bank that is committed to the priority of stable prices would
look rather different and much less ambivalent in the same gametheoretic form (Figure 10.1 ). Regardless of how unions behave, the goal
of price stability will be realized to a greater degree if the net impulse of
social and monetary policy is restrictive than if it is expansionary. But it is
unrealistic to assume that even a politically independent central bank
wou ld be completely unconcerned with the state of employment. At least
in the 1960s and 1970s, the Bundesbank would probably have been
~
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In the previous analysis I simply assumed that governments had the
institutional capability to adopt economically plausible full-employment
0..
~~ strategiesJor both Austria and Great Britain , a doser examination sup-_
t..,➔ ~ -rorts this um.ptw-1+,- despite the differences between .t he countries.
~-M u The
· n overnment successfully executed its strategy, and if the
·
~ Britis.h.g.a.\!.eDllll.e.D..t failed_t.Q_dQ.so, its a1 ure was due to external factors,
~ h ,·IL.. capital markets, the IMF, or the unions, but not to any interna mafoTity
~ W of th~ gover?'~ent to impleme~t its plans. The politicallr heterogeneous
~ :f-tL'....__ centnst coaht10n governments m ~ d greater difficulties imple~ ' uJ> menting their economic program, but even they finally found a strategy
that avoided mass unemployment.
~ .
· This was not tr
era! Re ublic of Germany. In the 1970s,
est Germany lost far more jobs than did the other t ree nations. But
,·'\v::' .S • v unlike the Thatcher government in Great Britain, the German governQ_.
ment had not intended this result, nor did external economic pressure
~~ ·),.'.-✓
or excessive union demands compel the government to accept it. In-v, . ,,L•) - stead, t
nem Io ment in the Federal Re ublic was
~ ii/,._ir -~ l<e~used'b difficulties of coordination within the state itself. The primary
" ~v<'~"-9 reason for policy a1 ure was, at the egmnmg o the crisis and then
C/,<., -,;;\.~,
I again after 1980, the undeclared conflict between the extreme! am, ~..." , 0
biti@s stabilization.. g ~ the un esbank and the roclaimed full'O _, I.'--\~
Xem lo
ic of the federal government. Institutiona actors -in't\'->' w'. IS hibiting fiscal coordination among the levels of government and another
~~
set of factors that prevented the aggressive use of Swedish-style active
.;;, ~·.) ~.
labor market measures played a secondary role. Since I am now dealing
with problems peculiar to the Federal Republic , the following analysis
concentrates mainly on conditions in that country.
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Figure ro. 1. Coordination from the perspective of the independe nt central bank
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c- ~q,\.,<-u
°'u"C: @
'--~\..(,\_Cr
'
's pre fer~e d
ling
tor-acce t the govern~ent

'-,t:"vr
w1

" cooperat'.ve
. " sol_u~1on
.
.
m
cell 1, even though it was only second-best m terms of pnce stab,hty. But
~(Yin order to accept the cooperative solution, the bank wo~ld have had to
t,~ \. >-~• ..J be very certain that the union~ were perman:ntly c~1:1m1tted to a wage
. c,t.- vl· ~ \ 1yv) policy that respected the requirements of pnce stab1hty.
/:;, /C \()\>
That certainty, however, cannot be inferred f:om the objectiv~ int~r\l.
ests of the unions. A glance at the game-theoreucal pay-off matnx (Figure 10.2) shows why. The unions are always tempted to defect from the
cooperative strategy in cell 1 to cell 2, which is optimal for them. For the
bank, however, that outcome is the worst possible, and it is duty bound to
avoid it at any cost. The only certain way to avoid this worst-case outcome
is through restrictive policies pursued by the state as a whole. Speaking
in purely economic terms, the central bank could also achieve this result
on its own if it was willing to deploy the instruments of monetary and
currency policy, which are under its own control, so restrictively that any
expansionary effects of government fiscal policy would be neutralized.
In a coordination game with an independent central bank (and one
that follows its own preferences exclusively), the unions are in an even
less favorable situation than in the interaction with a conservativemonetarist government (Figure 9.4), for which rising unemployment
also represents a certain political risk. If the bank succeeds in putting
through a restrictive policy, unemployment increases and the unions are
forced to practice wage restraint (cell 3) in order to avoid their worst
outcome (cell 4). For the bank, however, cell 3 is the best outcome by far
and the bank has less reason to leave that cell than would a conservativemonetarist government.
In game-theoretic terms, the interaction between the bank and the
unions is thus not a prisoners' dilemma, as is sometimes assumed, where
longer-term interaction can produce a cooperative solution that is advantageous for both sides (Axelrod, 1984). Instead, it is an asymmetrical
game of "deadlock" in which a noncooperative solution is in the interest
of one of the parties and thus cannot be overcome by the interaction of
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Cooperative

Uncooperative
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(1)
0, 1
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-1,2

Uncooperative

(3)
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0,-1

Independent central bank

Figure
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Joint payoff matrix for unions and an independent central bank

purely self-interested players (Jervis, 1978; Axelrod and Keohane,
1986). For the bank, this outcome is optimal; the unions have no strategy
that could free them from this trap.
From the perspective of a social democratic government, however, the
stable solution arising from the interaction between the bank and the
unions is a political catastrophe. Continuing high unemployment hurts
its constituents, and the groups that are helped by price stability are
unlikely to renounce their allegiance to the centrist parties. The government would thus greatly prefer the "cooperative" solution of cell 1. To
achieve this outcome, the preferences of the bank must be changed. In
theory this could be done by subordinating the bank to the government's
policy or by removing or significantly reducing the risk of a cooperative~
strategy from the bank's viewpoint.
:-i-i~ .
The first solution was adopted by Great Britain and Sweden. The
-6 ~
manage1:1en~ of the_Swedish Imperial Bank is elected by the legislature ~'- 1~ 1
each leg1slauve penod, so that the government in office always has a ~
voting majority at the ban~. The minister of finance supervises the bank, ~
r~
and it is up to him how much the political priorities of the government11"1. ~
actually s~ape ~h~ central bank's poli_cy: !hus in the centrist coalition the S'ft:t_Je_
conservauve mm1ster of finance was m1t1ally able to permit a very restrictive monetary policy, but in the course of the crisis the bank was forced to
accommodate the government's highly inflationary credit requirements.
The same was true in Great Britain, where the Bank of England operates under the directives of the Treasury (Caesar, 1981 :353-402). Thus
the switch from easy money to a policy that reflected greater concern
with price stability was not instigated by the central bank on its own but
instead was compelled by capital flight and the conditions imposed by
the IMF.
d i.~,,,
~
relations are clear. The ati
ank is . ¾ ~
legal obli ated to supp?rt the _gover~1::_ent's polic . The bank is for'-51) le
mally organized as a private legal corporation w ose shares are held by 1 , "
the state and the social partners. These shareholders see to it that the l¼.-t-,~
bank's top management is appointed according to the principles of pro- 0 bl<.a, 1
portional representation. The Austrian National Bank could not possi- Cc u~S
bly defect from a consensus between the government and the social
~,
partners. Nor could it have responded to the much-too-high wage agreements that resulted from the common misperception of the economic
situation in summer 1974 by imposing a punitively restrictive monetary
policy, as happened in Germany. To be sure, the Austrian model also
includes a common sensitivity to the problems of price stability and
international competitiveness that the bank can rely on. The hard currency policy is supported by a broad consensus and especially by the
205

COMPARATIVE ANALYSIS

unions. By tying the schilling to the German mark, Austrian monetary
policy changed to a kind of "imported monetarism" in the second half of
the 1970s that reduced or even eliminated its fitness for a fullemployment policy. But even if this outcome corresponded to t_h e "_natural" preferences of the bank (Marin et al., 1984), what lay behm~ It was
not a unilateral imposition but a mutually accepted strategy, whICh the
government and the social partners could also have changed.
In West Germany the central bank and the federal government also
~)))-'\ ' placed great value on prese~ting a ~nited fron~ (which, however, did not
't,.flY ~ ~
include the unions). But this public pres~ntauon reflected power relav ✓ : ~ tions fundamentally different from those m the other countnes (Wooley,
\\~ ~v.1-r;., 985; Kloten et al., 1985; Caesar, 1981:167-214). According to the
Federal Bank Act of 1957 the bank's mission is to "guarantee the currency," and it is "independent of instructions from the federal government
in carrying out the duties assigned to it by law." At the same time, however, it is to "support the general economic policy of the federal government while carrying out its mandate" (Sections 3, 12, Federal Bank Act).
Representatives of the federal government can take part in the meetings
of the central bank council without voting, make motions, and request
that a decision be deferred to the next meeting. Conversely, the bank has
a general duty to advise and inform the federal government, and_ its
president is to participate in cabinet deliberations about "matters of importance to currency policy."
The influence
rnment on ban
I is also limited, at
le~st in t e short run. The president, vice-president, and eight other
members of the ~ l bank council are nominated by the federal government, but the eleven presidents of the state central banks (who also
have seats on the central bank council) are formally named by the state
chambers of the legislature (which amounts to selection by the state
where each bank is located). Each of the members serves an eight-year
term . Political influence on appointments to leadership positions is further attenuated by the requirement that the members have "technical
expertise" and that the central bank council must be heard before a new
member is nominated. In practice, the governments led by the SPD had
observed a kind of proportional representation in filling the positions of
president and vice-president and have tried to achieve a consensus wit?
the central bank council and the big private banks in filling other positions. Moreover, since even the states led by the SPD have sometimes
applied political criteria, but hardly ever economic policy criteria, in
selecting their state central bank presidents, Keynesians were always in
the minority in the German central bank, which was dominated by mon-
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etarists and traditional bankers for the entire duration of the socialliberal coalition.
'0us unlike the governments in Sweden and Grear Britain, the West
German o
~ m p a s . e . i Qreferences on the bank, ana - unlike the management of the Austrian National Bank, tbe cmnmittee
running the Bundes
s not reflect the consensus of social ai'.r:
ne
t e federal government had ;ante to gam t e support of the bank's monetary and currency policy to cope with the crisis of 1974-7 5
or 1980-81 in Keynesian fashion, it would have had to convince the
bank that despite high and rising inflation rates , the bank could loosen
its restrictive policy without putting price stability seriously at risk. That
would have been asking a great deal because what the government could
have promised the bank was only the second-best result from the bank's
point of view. But it was not a hopeless situation. After all, during the
high time of Concerted Action, even the Bundesbank was willing to
cooperate in a Keynesian coordination of wage policy, fiscal policy, and
monetary policy.
1
Since that time, however, there were ears of increasin estran ement
!:>etween the b
and the unioqs. In 1970 and again after 1972, the C , ,
unions threw all appeals to price stability to the winds, and the bank had ~~<c
had ~o _little s~cce_ss with its own measures up to 1973 that its extremely l 61?-(
·,
restnct1ve pohcy m 1973 and 1974 was not considered credible by the ·(I.,, ")'7
<
unions. _Und~r such conditions only explicit communication between ~~- ·
the parties might have brought success. It might have made clear to the ·t..t.,c_
unions how serious the new situation was, because the tight monetary
policy would be much more effective after the move to floating exchange
rates, and it might also have convinced the bank that the unions would no
longer jeopardize price stability by exploiting a full-employment policy
supported by monetary policy.
I suspect that if the unions had offered an explicit "stability pact" in
late 1973 or early 1974, the bank would have cooperated. After all,
unlike in the situation of 1980-81 , the bank had not yet tested the
effectiveness of its new instruments and survived the threatening political conflict unharmed . Thus it should still have been interested in overriding the confrontation. The further course of events was therefore
decided by the fact that no one on the union side was willing and able to
offer the bank such a pact. We can further clarify the question implicit in
this statement. After 1974 the German unions did in fact pursue a wage
policy that was extremely restrained from a comparative point of view. It
did correspond to all reasonable demands of a cooperative, "Austrian"
solution. Why then should the unions not also have been able to commit
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(}-I themselves at the beginning of the crisis (winter 1973-74) to the wage
policy line that they actually followed in the coming years? The reasons
. ~ \ -y
~ n the characteristic tension bet~eg_ the Ger_:__malLUllions' rhetorical
.) . -J- ~~';y / 1 s ~ h ~ o h ~ y-aEtually pFactice.
/
l, • •·) ',,-;
T~ unions, then as now, present themselves as being rimaril conv-'. ce~itb distributive issues.. Despite their positional gains in codeter'-);. J\\
rii"ination and despite their practical concern with the competitiveness
-~ ,;.A
and investment position of German firms,
e have never ex licitly
tY t,
given economic growth th priorit that the Austrian Union Federation
has. Event oug ~ctual practice of German and Austrian unions is
~ " - v• t ~,l... qu_ite similar, this distinction is important. As the tacit and unofficial
(j.....\ere ~L c,.'~lobieration "without theory" reaches its limits when new strategies
1·~S,1 v-'- "1would be needed to deal with technical progress at the plant level
~
&-i-- (Streeck, 1986), the tacitly practiced macroeconomic arie1Hation of wage-....,,-.-4-L-~; e s polic reached its limits in a situation where only an ex _licit commitment
,-0
could have hel ed.
· Even at the time of Concerted Action, however, the unions had no
choice but to avoid such commitment because on the level of the federation there was no possibility that a formal DGB commitment to wage
restraint could bind the individual unions. The issue was not free collective bargaining along British lines but rather that the large, wage-leader
unions, especially the metalworkers' union, refused to allow the DGB
board to interfere with their own prerogatives. That, and the coincidence that in 1974 wage leadership was exercised by the "crisis-free"
public service unions, rather than by the metal workers, who were
shaken by the crisis in the automobile sector, doomed what was probably
the last chance of a cooperative solution of the crisis in the winter of
1973-74.
The Federal Republic has paid a high price for letting the unions' most
important contribution to economic policy remain latent despite the
chancellor's indications that social peace is an important factor of production. 1 If parties cannot talk about an issue, they cannot bargain about
it. As it was, there was no explicit coordination mechanism, and the wage
leadership of the large industrial unions could not have been made the
object of agreements without injuring the smaller unions' sense of dignity and autonomy. As a consequence, the German unions were unable
to respond to the Bundesbank's increasingly urgent appeals and warnings with the offer of an explicit "stability pact." Worse yet, while most
,,_-,

,_ ,v~;i
»J;
iv _,

;r

The functions of latency seem to have received more attention in the literature of the
social sciences (see Elster, 1983) than its dysfunctions. In game-theoretical terms , latency
limits interactions to noncooperative equilibria that are often Pareto-inferior to the outcomes that could be achieved with explicit communication.
1.
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union leaders privately considered the course of the 1974 wage rou ~ f ~.,,r_
unfortunate, the Bundesbank's interpretation of these events from a ~
distance was m~ch more sinister. The bank le~ders~ip, wi~h ?o personal ~ -9<....
links t~ the soc1~l p~r~ners, _could not empath_,ze with their mternal de- J.-1, ~
liberauons and 1mpl~C1t motives. ~he ,leadersh_ip t?us saw the _1 974 wage /; ~ ~ 1b
round as an expression of the umons determmat10n to exploit all possi.b. ~ f , 0 4:.cL
ble opportunities for wage increases. If that were the case, an easy L { t , ~ ~-{'.
money policy defending full employment would indeed necessarily have ~ Cr '.eJ
entailed galloping inflation.
'I-~
No central bank could want that, and the BundesbaoJ<: was institutionally independent and tactically skilled enough to pursue a restrictive ~ r
policy to regain ~ t y . Winning this battle consolidated its in0c ')
stitutional position and confirmed its analysis of the situation:.it was not 'f;I-. ~s L,.
necessary to_!ry to :r:ea&R-a-fr-aeeord with the union~. The unions obvi- ~ ~ ~
ously understood on! o e Ian
the threat oG.me~pio_}'ment. But p½t fs un 1 e t eir British counterparts (Wegner, 1986), they undeistood that 1~(..,Lt)~
language very well. Moreover, experience had shown that a social demo- ( · , c... ~
cratic federal government was not willing to oppose a monetarist central ~ f.:'
bank policy that entailed widespread unemployment. The bank had no
<-i;-,._, ~
reason to depart from this successful course.
From that point on, the power relations were changed in such a way
that the Bundesbank no longer needed to purchase coordination among
monetary policy, fiscal policy, and wage policy-which it continued to
regard as desirable-with concessions regarding its goal of price stability. Instead, it could define the conditions under which the two other
partners had any chance to approach their goal of full employment.
Between 1975 and the onset of the second oil crisis, moreover, these
conditions were no longer extremely restrictive and even permitted considerable growth in employment during the locomotive period. Thus the
14mdesbank's almost unimaginable "monetar:ist" freedom of dctiQn eX:
pl~s the unusually deep crisis of 1975,, but it does not explain the
relative impotence of the government's fiscal impulses or the Federal
Republic's failure to pursue full employment through active labor market programs along Swedish lines.

J'-7

FISCAL POLICY

In examining monetary policy, we did not need to discuss the institutional conditions that make for strategic competence. If it is allowed to
do so, a central bank can always influence interest rates, the money
supply, and exchange rates according to its priorities. That distinguishes
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it from government fiscal policy, where the capability for strategic action
is as problematic as it is in the case of an incomes policy. One important
-~~~ w -·_fiifference is that macroeconomic goals are the principal focus of mone\0\.,1..v-\. :'->'"'..,, t'lU' policy. In contrast, unions are primarily concerned with increasing
~ ,...,.,, v _..i \--i!r eal wages and employers with containing production costs. The mac{.
,r-1roeconomic effects that result are by-products of their negotiations, and
.r v'-5:·/'
it is obvious to neither side that the parameters of their distributive battle
can also be powerful instruments of economic policy. It is therefore
difficult to translate this idea into action.
But it is equally difficult to instrumentalize public budgets for the
purposes of macroeconomic control. Taxes, social security contributions,
borrowing on the revenue side, and especially expenditures for personnel and supplies, social services, subsidies, and public investment are the
result of political conflicts about the purpose of government and the
distribution of burdens and benefits. They have their own objectives and
a distributive logic that cannot simply be placed at the service of the
frequently changing demands of macroeconomic management To these
gener
r !ems of counterc clical fiscal policies, West Germany adds
t e difficulties of a federal fiscal constitut10n,
ese difficulties ~
1 ene
to the those associated with implementing voluntary wage
s_ram . n oth mstances control must be exercised in large · part b
organlzations for which macroeconomic success would have the character of a collective good: individual unions or states and municipalities.
For the policy of price stability, the foregoing is true in a strict sense. In
an integrated economy with uniform currency, individual communities
and states cannot choose their own inflation rates, and their influence on
nationwide inflation is hard to identify. The situation is somewhat different with regard to unemployment, which represents a local evil for communities and states (as well as for small unions) and which states and
communities might combat through local employment initiatives. Their
degree of effectiveness would be relatively small from the perspective of
local policy, however, because the demand that was increased through
local or regional expenditures could not be contained and would spill
over into the economy at large by the next round at the latest. An
egoistically rational cost-benefit analysis would thus encourage comm unities and states to ignore the macroeconomic consequences of their
actions in a way similar to the justification given above for small individu1 unions ignoring macroeconomic effects (Kock, 1975).
Thee
diture behavior of communities a
at.e..s_during__r_ecession-:i"V:-- · v,~.,." is th u · ted--lestt6Wafftthe--e-rtt-ef:.i.a of macroeconomic demand man
f!'--~'-- <;- """
ement th n toward t · · te.rn.a.Lgoals anci.cons.train. One can thus
~~~p-C' \
ect a "delayed procyclical" bud etary_adjfilllil_ent during r~ss10n _.
r·· .
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for political, administrative, and legal reasons, subnational governments
will try to continue their middle-term spending plans at the beginning of
the recession. When revenue decreases and indebtedness increases, however, these plans have to be modified for fiscal and political reasons. In
municipalities, the reaction is accelerated by the state's budget oversight
that makes borrowing contingent on the development of municipal revenue. States are able to use debt financing to a greater degree. After a
certain delay, however, egoistically rational calculation will also cause
their budgets to generate procyclical rather than countercyclical
impulses.
!Lis fitting_th,at p1 imB:F)' political respaosibility far figbriog:--i-HA21:tio1+aud unemployment is assigned to the central government.Jt is only at
this level, within a national frame of reference, that the causal connec- d....,__
tion between budget policy and macroeconomic control can be made 6 ~
politically plausible. However, as economic cycles have increasingly be Le l,fe_ 1 :f'<c
come internationally interdependent, Qatiaoal fisc.e.!__ policy is also coo '-1:t..;~Y~fronted with externalities. In countries with a high share of imports in ~..r e ~
the GDP, much of the newly created demand will go abroad, and in f'-o~~
countries with a high export share, constraints on domestic demand may Co C< ~
be offset by foreign markets. Large countries such as the United States
't.JX .. ¼.
or Japan with a relatively small share of international trade in their GDP
· ~ .'-r.,
are at a fundamental advantage over small countries with a large external contribution. Even among the four countries of our study there are
significant differences in this respect, although all of them would be
listed among the group of "small open economies" in international comparisons (Table 1o. 1).
Other things being equal, domestic fiscal expansion has been some-what less effective in Austria than in the other three countries, which are
not quite so dependent on imports. During the course of the decade,
Sweden and Great Britain kept their import share constant or reduced
it, whereas in Austria and the Federal Republic (especially during the
locomotive period), imports increased markedly. Both countries thus
"exported" part of their expansionary fiscal impulses. However, much of
their additional demand went to other European countries, which in
turn had a propensity to import from the Federal Republic.
The international interdependence of national economies was thus A- -A;
not yet an insurmountable constraint on European fiscal expansion in '+'%~
the 1970s. On the other hand, differences between the fiscal constitu-- c ~
tions of the four countries were all the more important for their capacity ~~
to carry out an anticyclical fiscal policy. The relationship may be derived ( \ ~ i:;
from three premises of macroeconomic management: (1) the economic f~i.effect of a fiscal stimulus depends on the volume of the stimulus relative . ,:;--bl(c ".h f
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to the volume of aggregate demand in the economy at large; ( 2 ) the
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oliti
· ·
·
·
· of achievin a certain fiscal s ~
u-J..ys depen.d-efl-.th.unagnitude of hud.g.e.ta.c
atrne.10
t
e of the budget in uest.J..(:).A-;--ilnd (3) in vertically differentiated fiscal constitut10ns, t e main burden of fiscal demand management must be borne by the budget of the central government.
The second of these premises is crucial. It assumes that because of the
importance of the "normal" allocational and distributive functions of the
budget, ch-Boges are ab:a,·s dif:Grn)t and that great changes io a s ~
bµd et are harder to deal with oliticall and administratively than small
changes in a large budget0':.Yen if the absolute vo ume
e c anges
andhence the economIC stimulus is the same in both cases. If that is true,
the institutional response to seemingly identical requirements of Keynesian demand management must create very different difficulties for government policy in different countries. Countries within which public
expenditures already account for a large part of the gross national produce are in a favorable position. Small changes in their public budgets
will suffice to achieve relatively large effects on macroeconomic ~
c~demand.2
°(
J
The relation between the possible economic uses of fiscal control and ~ ~
their economic and political costs is thus especially favorable in nations O dlcf...'
with a large public sector and a strongly centralized fiscal constitution. l, ~
. ~~
The conditions for Keynesian control are especially unfavorable in na- ~~
tions where public expenditures have a low share of the gross national h
't
lr - product and the central government has a small share of the total public LL-,, ~(-~
budget; Switzerland could serve as an extreme example (Table 10.2).
~
Table 10.2 shows that the conditions for fiscal demand management
by the central government were relatively favorable in Great Britain and
even more so in Sweden. In West Germany (and even more so in Switzerland), they were much less favorable. In order to generate a fiscal impulse of 1 percent of the GNP in 1979, the central budget in Sweden
would have had to raise expenditures or reduce revenues by 2.8 percent
of its volume. In West Germany, the budgetary changes necessary to

<
<ll

~

"
C

"'

2. To be more accurate, o ne would have to relate the variation in public expenditures
not to the gross national product but to the volume of the private sector (that is to be
influenced by Keynesian controls). The differences among countries would then be even
more pronounced. But since the burden of countercyclical demand control is to be borne
primarily by the central government, the degree of fiscal centralization is also important.
Thus nations whose central budget accounts for a relatively high share of the total public
budget are also favored. If both effects are co nsidered together, the difficulty of fiscal
demand management may be measured by the percentage by wh ich the central government's budget must be changed to bring about a I percent change in aggregate demand .
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Table

10. 2

Difficulty of fiscal policy control, 1 979

Public secto r *
Degree o f ce ntrali zation t
Degree of di fficult y;

Austria

Switz.

FRG

GB

Sweden

42 .8
57-5
4.1

27.2
37.3
9.9

33.3
43.6
6.9

37-5
88.4
3.0

57- 3
62 .7
2.8

;!;
O';

O'> O'> <D "'

"d'"

0

e,{

-

C(") OC)

S ources: BMF Finanzbericht, 1982; author 's own calculatio ns.
*Total public e xpe nditures as % of GNP.

t Centra l go ve rnme nt sha re of total expenditures (%).
t Budgetary changes by the central government tha t co rrespond to 1 % of the GN P.

· bring about the same result were two and a half times greater, and in
Switzerland they were three and a half times greater. Austria, where the
central government clearly predominates despite a federal constitution,
falls in the middle of this comparison . Switzerland apparently concluded
from the unfavorable conditions of its federal constitution that it should
not even try to use fiscal policy for purposes of a Keynesian fullefllployment policy, whereas the Federal Republic nevertheless has made
the
effort (Table 10.3).
l
The comparison of total government borrowing shows that the total
budget in the Federal Republic at the first peak of the crisis in 1975
actually produced expansionary impulses in a magnitude comparable
with those produced in Austria and Sweden. Only in Great Britain were
the deficits higher at first; they were reduced after the intervention of
the IMF in 1977. Switzerland, on the other hand, which is again introduced for purposes of comparison , refused to engage in deficit spending and had to accept high losses in employment while reducing registered unemployment by repatriating guest workers (M. Schmidt, 1985).
It is worth noting that in West Germany the total government deficit was
reduced much more quickly than in Austria after 1975, although unemployment was high in the Federal Republic and low in Austria. In terms
of economic and employment policy this was a counterproductive response, whose institutional explanation becomes clear when we distinguish between the levels of government in both countries (Table 10.4).
The comparison reveals that the deficit as a share of federal expenditures in the two nations was at about the same level until the change of
government coalitions in Bonn . Thus one cannot assert that Austria
owed its more favorable development to a more aggressive federal fiscal
policy. But although the federal government in bath nations held to
_a pprox.Imately the same fiscal policy line, the economic effects were
1ifferent because of the varying sizes of the federal budget. In Austria
(and to a lesser extent in Sweden and Great Britain as well) borrowing by
subnational governments had no practical significance for mac2
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Table 10.5 Deficit (surplus) of subordinate governments as
percentage of the central government deficit, 1975-1979
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Austria
FRG
GB
Sweden

0, .,.,

~c.o

°'

1975

1976

1977

1978

1979

+5.7*
89.0
27.0
29.0

+5.5
67.8
22.0
40.0

+0.7
42.8
12.7
2.7

+2.6
52.1
6.1
+12 .5

+0.9
74· 1
17·5
+5.3
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0,

Sources: BFM Finanzberichte, 1977 , 1979, 1982; author's own
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roeconomic fiscal policy (Table 10.5). Their net borrowing does not have
any clear tendency, but there is no indication of a restrictive fiscal policy
on the part of states and communities that is directed against the policy
of the federal government. 3
'
This is oat tme of the Federa.l
Republic Ibe relative!¥ ~wall size of the
federal bud et meant that the macroeconomic effect of a basicall simi
lar nat10nal borrowing strate ies was necessaril much less in the dera
Republic...t an m -Austr1a, Sweden, or Great Britain. A counterc clica
fiscal polic was ossible in the Federal "Re u IC on 1 subnationa
governments would participate as well. In fact, as Table 10.4 shows
states and commumues made---a-substantial contribution to the expan
sionary impulses of fiscal policy by increasing their deficits in both 197 5
76 and 1981-82. But these data do not allow us to conclude that their
contributions resulted from successful fiscal coordination. If we look
more closely, we see considerable instability and a much more rapid
deficit reduction after the height of the crisis. Between 1975 and 1977
the federal government decreased its deficit by 36 percent, while subnational governments reduced their deficit by almost twice as much (69
percent). The statistical picture thus supports the hypothesis developed
above, that states and communities pursued a delayed procyclical fiscal
policy.
The high deficits at the beginning of the crisis were due less to a desire
to maintain growth and employment than to the cumbersome nature of
budgetary decision making. Budget cuts always meet with strong political and bureaucratic resistance, and it is usually necessary to meet legally
binding obligations and to carry out projects that cannot be stopped for
3. Subnational governments in Austria regularly show budget surpluses. These are
apparently the bookkeeping reflex of loans to private and nonprofit building societies
financed from federal funds but paid out by the states and communities. In any case, in
Austria, as in Sweden and Great Britain, only the central government sets and is engaged
in fiscal policy for macroeconomic purposes.
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technical reasons. Thus it takes time to implement even an intentionally
procyclical fiscal policy, and in the interval the deficit increases. The
differences between a procyclical fiscal policy and a serious countercyclical policy will not appear at the height of the crisis but only in the
following years, when adjustments have had their effect. And in the
Federal Republic these differences are clear.
It is true that even the German federal government reduced its budget
deficit faster than Austria did after 1975, and faster than would have
been desirable from a Keynesian point of view (Teschner and Vesper,
1983). But compared to the dramatic reduction of state and local deficits
in 1976-77, the policy of the federal government was considerably less
precipitous. At that time, unlike the situation in 1974-75, both the German central bank's monetary policy and the unions' wage policy were
~ore or less aligned according to Keynesian prescriptions. ,J:lence, the
~newed recession of 197 , w ·
he stee u swin of the pre/.1ous year, mus e ascnbed primaril to state and local overnment
~e
ut c
ro
ction to the crisis.
The Stability and Growth Act of 1967 and the 1969 reform of the
federal fiscal constitution had been passed in order to overcome precisely such procyclical reactions; both were meant to improve the institutional conditions for coordinating the fiscal policies of the federal government and of subnational governments. The reasons why this fiscal
coordination was largely ineffective have been analyzed a number of
times (Kock, 197 5; Knott, 198 1; Reissert, 1984). If we relate these reasons to the potentially available instruments of lowering taxes, expenditures to increase private demand, increase of public investment, and
expansion of public employment, we reach the conclusions presented
below.
~f~•~
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While the Stability and Growth Act of 1967 expressly grants the German federal government the authority to raise and lower tax rates temporarily, this economic policy instrument is still not as readily available as
it is in Great Britain. The main obstacle is the fact that the federal
government, the states, and the municipalities share income tax revenues and that the federal government and the states also share corporate
tax and value-added tax revenues. In the upswing of the business cycle,
it was generally easy to obtain the states' approval in the Bundesrat for
temporary tax surcharges. Difficulties were more likely to originate in
the lower house of the legislature, where SPD members opposed propor-
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tional tax increases in the early 1970s and the FDP tried to protect its
clientele from progressive tax increases.
During a recession, on the other hand , tax reductions would so upset
the precarious balance between the functions assigned to each level of
government and the fiscal means of carrying them out that an immediate
renegotiation of intergovernmental fiscal transfers would become unavoidable. The necessary result could be predicted from the experience
in the 1970s, when tax schedules had to be adjusted to offset the bracket
cree p caused by inflation. The federal government, operating under
high political pressure to make those adjustments, was forced repeatedly
to purchase the agreement of the Bundesrat (where states governed by
the CDU/CSU had a majority) with concessions about the apportionment of the value-added tax. As a result, the federal share of public
sector revenues fell from 53 percent to 48 percent between 1970 and
1983 (BMF, 1985). Hence, it is not surprising that the federal government did not try to use general tax cuts on the British or American
model as an instrument of macroeconomic demand management. The
sharing of federal and state revenues also discouraged the use of tax
incentives to promote investment in the private sector on the Austrian
model, since here too the tax shortfall would have had to be borne partly
by state and local governments.
Promotion of Private Investment and Consumer Demand

On the expenditure side, fiscal policy options were also limited by the
federal fiscal constitution. Direct subsidies for private investment (as
opposed to tax reductions) were used widely after 1975 to promote
aggregate demand , especially in Austria. In West Germany, however,
investment subsidies took the form of tax abatements that also decreased
the revenues of state and local governments. For this reason , instead of a
long-term subsidy program that could have influenced the investment
plans of firms, the investment subsidies of 1975 and 1982 were so shortlived that they caused a flurry of activity but failed to stabilize the propensity to invest over the medium term.
On the private consumption side, the federal government did have the
option of raising or reducing payments to the unemployed , pensioners,
fam ilies, and trainees. Thus the family allowance reform of 1975, although it was passed before the crisis began, did in fact contribute to
stabilizing private demand. But that does not mean that social welfare
spending was available as a major instrument of demand management.
During the recession the social welfare insurance budgets were unbal-
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anced in any case, and the financial burden caused by their deficits was
borne almost exclusively by the federal government. At the same time,
once social welfare expenditures had been increased , it would be extremely difficult from a political point of view to reduce benefits again.
Thus it is understandable that even Keynesian fiscal policy makers in the
federal government emphasized the need to consolidate the social welfare budget rather than its function in stabilizing demand .
Public Investments

Fiscal policy discussion in West Germany concentrated almost exclusively on public works and investment. Public works spending has two
advantages: (1) its immediate effect on demand is local and concentrated, and (2) increased public works spending is less likely to become
irreversible through long-term legal obligations. Its disadvantage is that
the stimulus is concentrated on construction, so that the attempt to stabilize the economy as a whole destabilizes the construction industry,
subjecting it to extreme fluctuations that are detrimental to steady employment (Nerb et al., 1977). But an even greater disadvantage of public
works spending is that public works are the responsibility of the governmental bodies least capable of mounting a countercyclical fiscal policy.
The federal government, which is responsible for economic stabilization,
spent only 15 percent of the total public investment expenditures in
1978, while municipalities spent more than 62 percent (BMF Finanzbericht, 1982:252). Hence the capacity to influence investment behavior in
the municipalities and states is a necessary condition for the success of
the federal government's fiscal policy.
The only sure way for the federal government to influence state and
local public investment is through fiscal incentives. The constitutional
authority to provide such incentives had been granted by the 1969 reform, which added to the federal fiscal constitution provisions permitting the federal government to participate in the financing of joint undertakings with the states (Article 9 1a and 9 1b, Basic Law) and
permitting it to provide financial aid for such "investments by state and
local governments .. . as are necessary to prevent macroeconomic disequilibrium" (Article 104a, Paragraph 4, Basic Law). These amendments
legalized existing practices and increased the capacity of the federal
government to use direct subsidies to influence state and local investment expenditures. From 1974 on , the federal government took advantage of this option with several short-term investment support programs
and the medium-term ZIP program (Investment in the Future) of 1977.
In practice, however, the effectiveness of joint financing as an instru220

rnent of economic policy was impaired by delays caused by the need i
intergovernmental consensus and by the cumbersome multiple b0 ~
reaucratic clearances (Scharpf, Reissert, and Sc_h nabel, 1 97 6; ~Schmi~t, 1980; Scharpf,_ 1~85). Even more damagmg were ~he ubiquitous mcome and subsutut10n effects at the local level. Mumcipalities
did not simply reduce their own expenditures by the amount of the
federal grant, nor did th~y increase t~eir own invest~ent. spending.
Instead, matching grants ued to a specific purpose mamly mfluenced
the selection of investment projects but generally not the level of local
expenditures (Reissert, 1984). Therefore, while the levels of public investment under federal investment programs increased over what they
otherwise would have been, the increase probably did not exceed the
amount of the federal grants. Far from correcting the procyclical fiscal
propensities of state and local governments, these antirecession programs merely served to increase the federal debt much more rapidly
than the debt of state and local governments.
Public Employment

The state of affairs with respect to public sector employment was even
worse than with respect to public investment. Even if the federal government had been politically able to tolerate much higher debt levels, it
would not have been able to use the additional funds, as the Swedish
government did, to expand public and social services. Federal employment was only 11.8 percent of public employment in 1979, even less than
the federal share of public investment, and during the years of crisis it
decreased still further. As in Sweden, the clear preponderance of public
employment lay with the state and local governments, which are responsible for schools and universities, hospitals, and social services. In Sweden the expansion of public services was supported by the combination
of central government subsidies and autonomous local decisions that
raise the level of municipal and county income taxes. Under the German
fiscal constitution, on the other hand , both of these options were
blocked. The reforms of 1969 authorize the federal government to use
its funds to subsidize capital investments but not the operating expenditures of state and local governments, and the discretion of subordinate
governments to set their own revenue levels is much more limited in
federal West Germany than in unitary Sweden.
Tax revenues flowing to the states, even where tax sharing is not
involved (Article 105, Basic Law), are generally determined by federal
legislation. Whereas that requires the agreement of a majority of state
votes in the Bundesrat, tax rates for the individual states are set by law
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and cannot be changed by political decisions at the state level. The same
is true in principle for local governments that received a share of the
unitary federal income tax but do not have the right to set surcharges on
their share of the tax (Reissert, 1986). Unlike the Swedish regions and
localities, social democratic German states and local governments were
thus unable to increase employment in hospitals, schools, kindergartens,
old-age homes, or counseling and to finance these positions by raising
their own taxes. They remained dependent on federal legislation for
their revenue and hence also on political consensus with the conservative
majority in the Bundesrat. Their own political choices were hence limited on the expenditure side of the budget as well.
During the crisis period , therefore, the German fiscal constitution,
with its unique division and interpenetration of political decisions over
public revenue, public responsibilities, and public expenditures, prevented an expansion of public services inspired by social democratic
principles. Public sector employment did grow in Germany in the 1970s,
but as chapter 3 details, the growth was slower than in the other three
countries and remained well below the level reached there. According to
an OECD report, between 1970 and 1982 public employment rose from
11.2 percent of total employment to 15.6 percent in the Federal Republic. In Austria, it increased from 13.7 percent to 19.2 percent, in
Great Britain from 18 percent to 22.4 percent, and in Sweden from 20.6
percent to 31.8 percent (OECD, 1985:63). These figures conceal even
more basic structural differences that are not entirely due to West Germany's fiscal constitution.
A simple comparison of public employment ignores the fact that
health care services in Sweden and Great Britain are almost exclusively
publicly provided , whereas in West Germany ambulatory care is publicly
financed but provided by private doctors. In contrast, in some other
countries private schools and universities play a much greater role than
in the Federal Republic. The American sociologist Martin Rein (1985)
has therefore tried to determine employment figures in the "social welfare industry" (health care, social services, education) regardless of
whether the services are publicly or privately financed or provided. His
study does not include Austria. Nevertheless, even by this more inclusive
measure the Federal Republic still lags behind the other countries (Table10.6).
The Federal Republic's lag is evident in all three branches of the social
welfare industry. This lag becomes even more significant when one considers that labor force participation was higher in the other countries
than in West Germany. The differences can not be explained by the
assum ption that the other countries were simply prepared to spend
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Table ro.6 Social welfare industry employment as
percentage of total employment, 1970-1973 and
1981 - 1983

Social welfare industry
1970-73
1981-83
Health care services
197°-73
198 1-83
Social services
197o-73
1981 -83
Education
197°-73
1981-83
Source:

FRG

GB

Sweden

USA

7.4
10.7

10.9
15.0

17.8
25·5

15.6
17.8

3.1
4.9

4.2
5.8

7.5
IO. I

6.2
7.3

I. 2
1.3

o .9
2.2

4.6
7.8

1.3
2.2

3.0
4.6

5.8
7.0

5.7
7.7

8. 1
7.8

Rein, 1985.

more for the services of the modern welfare state on the basis of different political and private preferences. Great Britain and the United States
spent less of their GNP for health, social services, and education and still
employ_ed a greate_r percentage of the population of employable age in
the sonal welfare mdustry. The public and private funds expended in
West Germany thus have a weaker employment effect than in the other
cou ntries (Table 10.7).
Partial explanations for these differences are the smaller amount of
part-time work in the Federal Republic and its traditionally higher level
of transfer payments (Scharpf, 1986). The centralized social security
system developed early in Germany, and it had originally favored trans~er payments over social services. This historical priority is eroding, but it
1s still visible in the structure of public expenditures (Table 10.8). In the
Federal Republic the percentage of the total budget dedicated to soc"ial
Table ro. 7 Employment intensity of social welfare expenditures, 1981
FRG
(1) Social welfare expe nditures
(% of GNP)*
(2) Social welfare employme nt (%
of 15-to-64-year-olds)
(3) Employment intensity (2: 1)

GB

Sweden

USA

3 1.3

22.8

38.0

27.0

6.8

8.9

20.0

I

0.22

o.39

o.53

1.8
0.44

Rein , 1985.
*Expenditures for social transfers and for services of the social welfare industry.

Source:
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Table I0.9 Employment intensity of health care expenditures, 1981

Table Io.8 Transfer intensity of public social welfare expenditures, 1970 and 1981

FRG
(1) Total social welfare expenditures(% of
government expenditures)
1970
1981
(2) Expenditures for social welfare transfers
(% of government expenditures)
1970
1981
(3) Share of transfers in total social welfare
expenditures (2: 1)
1970
1981

GB

Sweden

USA

63.6
66.4

51.2
52 .6

62.9
60.9

44.9
51.8

39.o
38.8

26.2
27.2

29.6
30.6

25·7
33.3

0.61
0.58

0.51
0.52

o.47
0.50

o .57
0.64

Sources: Rein, 1985; author's own calculations.

welfare expenditures is even higher than in Sweden, but the expenditures largely serve to finance transfer payments which, even if they flow
into private consumption, have a smaller employment effect than direct
financing of public services.
This is still not the whole explanation, however. The role of transfer
payments is chiefly relevant to social welfare policy in the narrow sense,
in which the dominant transfer orientation may indeed impede the development of counseling services, educational and rehabilitational measures, and personal care (Gross, 1983). But the discrepancy between
financial expenditure and employment shows up in the health care industry as well, where personal services cannot simply be supplanted by
money payments (Table 10.9).
Here too, the relative employment effect of expenditures in the
United States and Great Britain was about one and a half times that in
West Germany, and in Sweden it was nearly two and a half times as high.
Perhaps the German form of financing privately provided health care
services with public or collectively raised funds tends to favor a form of
expensive, high-tech medical treatment, whereas public health services
in Sweden and Great Britain may provide incentives for expanding
labor-intensive personal care. But it could also be the case that in West
Germany a higher portion of expenditures goes to highly paid professionals, whereas in the health sector and in the social welfare industry
generally either the incomes in the other countries are generally lower or
a higher percentage of employment goes to professional groups with low
incomes. In any event, an OECD study showed that in the Federal Republic in 1975, per capita incomes in the public sector exceeded incomes
224

( 1) Health care industry:
Expenditures (% of GNP)
(2) Health care industry:
Employees(% of 15-to64-year-olds)
(3) Employment intensity (2: 1)

FRG

GB

Sweden

7.9

5.6

8.6

9.2

3.1

35

8.o

5.2

o.39

0.62

o.93

o .57

USA

Source: Rein , 1985.

in the private sector by a factor of 1.3. In the United States incomes in
both sectors were about the same, whereas public sector incomes in
Sweden (0.94 percent) and Great Britain (0.96 percent) were even lower
than private sector incomes (OECD, 1982).
We cannot continue our discussion of the West German public sector
employment system and the social welfare industry (see Krupp, 1986).
What we have said is sufficient, however, to highlight the difficulties
facing an expansion of publicly financed services in the Federal Republic. The federal fiscal constitution makes it harder to spend public
funds on services. And even if the financing problem could have been
solved, this form of full-employment policy would have been much more
costly in West Germany than in Sweden. The German social security and
health care systems are comparatively less labor intensive and the expansion of the labor-intensive educational system is made more expensive by
the relatively high salaries in public services. To combat unemployment
by the rapid expansion of publicly financed services, West Germany
would have needed basic reforms not only of the fiscal constitution but
also of the existing systems of social welfare provision and public service,
which are defended by powerful interests. Obviously, this variant of the
successful Swedish employment policy could not have been pursued in
West Germany under the conditions required to maintain a political
majority in the 1970s.

WHY NOT ACTIVE LABOR MARKET POLICY?

In view of the extraordinary difficulties confronting Keynesian fullemployment policy on the Austrian model, the question arises as to why
the Federal Republic did not choose to fight unemployment using a
version of the Swedish active labor market policy. The question is pertinent because by 1969, when the Grand Coalition passed the Labor Pro225
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motion Act, all the active labor measures that were used in Sweden were
available to West Germany. Moreover these measures were not subject to
political veto by the Bundesrat or the Free Democrats. Of course the
question , like all questions about nonoccurrences, can be answered only
with plausible arguments, not with absolute certainty (see also Webber,
l 982 ; l 984).
In the first place, there were important temporal, conceptual, and
organizational differences between Sweden's active labor market program and West Germany's. Sweden had worked from the late 1950s on
to develop its labor market policy into an effective countercyclical instrument, and from recession to recession it increased its financial support
for the program and the number of its participants. When the global
crisis finally reached Sweden, the institutional infrastructure and the
methods for continuing education, retraining, and job creation were
full y developed and completely adapted to the anticyclical fight against
unemployment.
In the Federal Republic, on the other hand, full employment since the
late 1950s had allowed the quantitative and qualitative competence of
active labor programs to wither. Consequently, the labor market administration responded to the short recession of 1966-67 almost exclusively
with the "passive" measures of unemployment and short-time compensation. Macroeconomic policy measures worked so quickly to overcome
the recession that it did not seem necessary to consider a new role for
labor market programs. The discussion about reforming labor market policy at that time was thus not directed at cyclical unemployment but exclusively at the newly discovered problem of structural unemployment.
This problem became visible during the crisis in coal mining in the
Ruhr and Saar regions, where in the midst of a fully employed economy
miners were out of work or being forced into early retirement despite
labor shortages in other regions and other skilled occupations. Unemployment also persisted on the East German border, and it was expected
that the transition to a Common European Agrarian Policy would also
produce structural unemployment in other regions. At the same time,
educationists emphasized the importance of a highly trained labor force
to a competitive economy and the necessity for lifelong learning in view
of accelerating technological and structural change. In short, reform of
German labor market policy in the late 1960s centered on anticipating
structural change by promoting mobility and training (Blankenburg,
Schmid, and Treiber, 1975).
That was not an easy task for the German labor administration , whose
personnel had dropped in number, capacity, and competence after the
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late 1950s, when it had been reduced to administering a small number of
une mployed workers and the growing number of foreign workers. Even
so, no institutional changes were contemplated. In the Federal Republic,
as opposed to Sweden, Great Britain, France, and other countries, refor m efforts entailed neither an organizational nor a financial separation between passive and active labor market programs (Bruche and
Reissert, 1985 ; Schmidt, Reissert, and Bruche, 1986). Both aspects were
and are financed by contributions to the unemployment insurance fund,
and both are administered by the self-governing Federal Institution for
Labor with its local and regional labor bureaus under the tripartite control of the social partners and state and federal governments. In contrast
to Sweden, the German labor administration also lacked a comprehensive network of government training centers. Instead, to carry out its
new assignment it had to contract with private and nonprofit trade
schools and other educational institutions to provide the continuing educatio n and retraining needed.
Despite these unfavorable starting conditions, the labor administration
was able to develop technical and vocational continuing education into a
fun ctioning labor market policy instrument within an extremely short
time. The number of annual new entrants into educational programs rose
to 288,000 in 1971 and stabilized at that high level (Garlichs and Maier,
198 2 :96). Given the labor market situation at the time, of course, hardly
any of the participants were unemployed, and the technical and vocational schools responded to student demand by developing courses for skilled
labo rers interested in upgrading their qualifications and for housewives
pre paring for reentry into the paid labor force. Thus when unemployment rose again in 1974 the available courses were hardly adapted to the
needs of the unemployed. Even though the unemployed constituted onethird of the participants by 1975, training programs did not reach the
gro up of unskilled workers hit hardest by the crisis.
Thus the new training measures of the labor program were vulnerable
to criticism as an unjustified luxury after the crisis began. Since unemployment compensation payments (which were still politically sacrosanct
at the time) increased exponentially, so that the unemployment insurance fund went deeply into deficit, it seemed politically most expedient
to reduce the outlays for continuing technical and vocational education.
In the Budget Structure Act of 1975, support payments for participants
in continuing education and retraining programs (which had provided
90 percent of the participant's previous net wage) were reduced to 80
percent for the unemployed and for participants without any technical
and vocational training and to 58 percent for all others . Financially the
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act was highly successful. The total number of new entrants into educational programs dropped by half between 1975 and 1977, from 271,000
to 136,000, and expenditures fell from DM 1.99 billion in 1975 to DM
771 million in 1977 (Schmid, 1982:50).
In terms of labor market policy goals, however, the act was a failure.
Instead of redirecting technical and vocational training to help unemployed workers acquire marketable skills, the effect was to lower the rate
at which unemployed workers participated in training programs. Their
number fell from 84,000 new entrants in 1975 to 50,000 in 1976 and
began to increase again only after 1978. The reason for this decline was
less the small reduction in support payments for unemployed participants than the drastic effect the cuts had on the course offerings of the
private technical and vocational training institutions. Existing courses
could no longer be filled and teaching staff had to be let go in many
cases, while the development of new courses that might have "sold"
under the new conditions took so long that the number of unemployed
participants, now the favored target group, did not reach the 1975 level
again until 1979.
Then, when unemployment climbed again after 1980 and the budget
of the unemployment insurance fund again went into deficit, this lesson
was forgotten. The Labor Program Consolidation Act of 1981 again
changed and worsened the conditions for participating in training programs, forcing the educational institutions to restructure their course
offerings once again. Job creation measures were even harder hit by the
Consolidation Act's cuts. These measures had played a very small role in
1975. Their volume had gradually been increased by the labor bureaus,
from 16,000 participants in 1975 to 51,000 in 1978 and 1979. The
emphasis was on community work on parks and green belts and in
public offices. Special federal programs also supported work in the social services area (Maier, 1982). The public service unions, however,
regarded these job creation measures with suspicion from the outset.
They feared that it would supplant regular job opportunities in the
public sector and in the long run would create second-class employment
conditions unprotected by collective bargaining agreements. When it
became known that some communities had placed job creation program
participants in jobs they had previously filled with regular employees,
the Federal Institution for Labor unilaterally reduced the scale of the
program even before the Consolidation Act substantially restricted it
and imposed still more restrictive conditions. All told, in the last years of
the social-liberal coalition the number of job creation participants fell
from 51,000 in 1979 to 29,000 in 1982 and increased significantly only
after the new coalition took over (IAB , 1983 ; 1984).
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Figure 10.3. Expenditures for the active labor market programs. Sources: Wosendorfer,

1980; Schmid, 1982; Reissert, 1985; Schmid, Reissert, and Bruche, 1986.
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Comparatively speaking, German expenditures for active labor market measures lie between the Swedish and Austrian extremes (Figure
10.3). The same is true of net employment effects (Table 10. 10). But
whereas in the 1970s Austria, with its generally successful economic
policy, had no cause to use active labor market programs to fight widespread unemployment (Wosendorfer, 1980: 108-26), the Federal Republic and Great Britain had every reason to deploy the active labor
market instruments as aggressively as in Sweden. In fact, however, their
expenditures and the effects they achieved were closer to the Austrian
than the Swedish position . Nevertheless, over the course of time there
were also important differences between these two countries.
In Great Britain the organizational separation between job placement
and unemployment insurance at the beginning of the 1970s led to the
foundation of a self-governing central labor market authority, the Manpower Services Commission, in 1974. At first the commission was responsible for placement, continuing education, and retraining; later it
was also charged with job creation programs. During the reorganization
and in the years immediately following, the main bottleneck of British
labor market policy was implementation capacity (Reissert, 1985:99101). In 1975 total expenditures for active measures were far below the
German level, but they climbed steeply and surpassed German spending
in 1977 and 1984. On the whole, this expansion (which increased again
under the Conservative government after 1979) reflected the continuing
increase of measures directed at youth unemployment, wage subsidies,
and a temporary rise in job creation programs (Reissert, 1985:65, Table
13). All told, the relative contribution of British labor market policy to
coping with the employment crisis, while far below Swedish levels, nevertheless increased with the rise of unemployment (Figure 10.4).
In the Federal Republic , on the other hand , the comparatively high
level of expenditures during the crisis years 1975 and 1981-82 was due
more to the "automatic" increases in short-time compensation than to
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Table

I O. IO

Active la bo r market prog rams: Expenditures and j ob creatio n effects, 1978
Austria

FRG

GB

4

Sweden

2
Expenditures (% of GDP)
J ob creation effects (% of wage ea rners)
Registered unemploy ment (% of wage earners)
Potential unemploy ment witho ut acti ve labo r
market programs (% of wage ea rn ers)

0. 18
0.3
2. 1
2.4

0.56
1. 3
3.5
4.8

o.53
I. 1
6.o
7.1

2. 40
3.9
2.2
6. 1

Sources: Wosendorfe r, 1980; Schmid , 1982; Schmid , Reissert , a nd Bruche, 1986; Reisse rt , 1985 .
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training and job creation programs (IAB , 1983: Table 6). The Federal
Republic is thu s the only country in which initially rising expenditures
for the active labor market measures were procyclically decreased after
1976 and 1982 , even before unemployment had peaked (Table 10.11).
The institutional reasons for this perverse expenditure behavior and
for the the failure to use labor market measures for the active fight
against rising unemployment have been attributed to the way labor market programs are financed (Bruche and Reissert, 1985; Schmid , Reissert,
and Bruche, 1986). In Sweden and Great Britain active labor market
measures are financed exclusively from tax revenues by the central government. Only unemployment compensation payments are wholly or
partially met by contributions to unemployment insurance. In Austria
and the Federal Republic, on the other hand , the unemployment insurance fund pays for both branches of the labor market programs. This
difference plausibly accounts for the different behavior of the labor
administrations.
When active and passive measures are jointly financed from the budget of the insurance fund , both branches of the labor market policy
compete for the same resources. As long as unemployment was low,
there was financial room even for less pressing measures (later criticized
as "luxuries"). When the crisis began, however, contributions dropped
and unemployment increased. According to the legal and political logic
of the insurance principle, unemployment compensation now had a
clear priority. Therefore, when reserves were exhausted and resources
became scarce, the insurance fund was practically compelled to economize by saving money on discretionary services (for instance, job creation measures, continuing education, and retraining programs). Even
though the obligation to guarantee unemployment compensation and to
carry out active measures technically had the same legal status (Section 3,
Table

IO . I 1 G ross expenditures per a nnum pe r ca pita for job creation
programs and public in vestme nt: Federal Republic, 1977 and 198 1- 1983
(German marks)

J ob creatio n
not co m parable

Public investme nt
42,000 *
2 1,000;

1 977

Fed eral and Fed e ra l Institute sha re
198 1-83
Fed e ral and Fed eral Institute share

4 1,000
25 ,600

Sources:• J. Sch mid t, 1977. t Sch mid, 1982.
1982. 11 Seid le r a nd Zw ie ne r, 1982.
Note: n.v. = give n value is not com pa rable.
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Bruc hc a nd Reissert, 1985. t Spitznagel,

Paragraph 2; Section 5, Labor Promotion Act), active measures would
have been disadvantaged by a simple budgetary calculus. Job creation or
continuing education and retraining were much more expensive per
ca pita and per year than unemployment compensation.4
Thus we seem to have an internally consistent explanation that fits
actual developments in the Federal Republic. In ~ontrast to the Federal
Re public and Austria, countries that fin anced active labor market measures out of general revenue like Sweden, Great Britain, and France
were less tempted to cut their most effective programs in an employment
crisis. This simple institutional explanation does not seem full y satisfactory, however, because it exaggerates the separateness of the insurance
fu nd budget. Both as a matter of law and as a matter of fact, the fiscal
autonomy of unemployment insurance is quite restricted, and its budget
is connected through several channels not only to the federal budget but
to the budget of the old-age insurance fund as well.
The first of these links results from the federal government's legal
obligation to finance supplementary unemployment assistance, which is
paid to unemployed workers without other income after their unemployment compensation benefits are exhausted. By changing eligibility standards for unemployment compensation, financial burdens can be shifted back and forth between the federal budget and the insurance fund.
Similar mechanisms connect the budgets for unemployment insurance
and old-age insurance. Thus in order to balance the pension fund in
1978 the unemployment fund was required to pay pension insurance
contributions for unemployed workers based on their previous wages. In
1983, in order to relieve the burden on unemployment insurance, contributions were based on unemployment compensation payments and
thereby substantially reduced . The most important connection, however,
is the federal government's legal obligation to cover the operating deficits (Section 187, Labor Promotion Act) and the concomitant authority to
su pervise the formulation and execution of the annual budget of this
fo rmally independent insurance corporation (Section 2 16, Paragraph 2,
Section 217 , Paragraph 2, Sections 218, 224, Labor Promotion Act;
4. T his fi scally based te nd ency was rein fo rced by administra tive pressu res. If, as in West
German y a nd Austria, the sa me a uthorities a re res ponsible for both kinds of labor p rograms, rising un employ me nt lead s to pe rsonnel shortages in the labor bureaus. Because
their sta ff mu st be used primarily for th e quick p rocessin g o f unemployment compe nsation claims, there is less time fo r j ob trainin g a nd j ob creation just wh en these tasks beco me
harder and mo re importa nt (Scha rpf, Garlichs, Maie r, a nd Maier, 1982; Bruche a nd
Re issert, 1985: 153-54). T he organizatio nal se pa ration between the administratio n o f unemploy me nt insurance and the imple me ntatio n of active labor ma rket p rograms in Sweden, Great Britain, and othe r natio ns was thu s introd uced with good r eason (Bruche,
1983; Reissert, 1985).
2

33

COMPARATIVE ANALYSIS

Bruche and Reissert, 1985:63-80). Furthermore, the federal government always had the authority to finance additional labor market programs and to have them carried out by the labor administration.
Thus an institutional analysis that considers only the budget of the
unemployment insurance fund and its constraints falls short of the
mark. In fact, decisions about the size, scope, and timing of labor market
programs and their financing were the responsibility of the central ?overnment in West Germany as well: up to the Lower House of the legislature (since the Bundesrat inclined to a generosity that would cost the
states nothing) and to the federal government, especially the federal
minister of labor. Since the deficits for pension insurance and for unemployment insurance were to be covered by his budget, in the 1970s as
today he was and is the actual switchman at the "Bonn switching yard." If
the government and its parliamentary majority had wanted, the very
restricted fiscal autonomy of the unemployment fund would never have
been able to prevent them from mounting a Swedish-style offensive
against unemployment using active labor market measures. . .
Institutional impediments could not have been so effective 1f labor
market programs had had more political support in the Federal Republic. The lack of support was doubtless due to the fact that political
discussion was fixated on the macroeconomic and fiscal instruments of
full-employment policy. Even according to the understanding of labor
market policy specialists, combating widespread unemployment was the
job of the Stability and Growth Act of 1967 and not the Labor Promotion
Act of 1969 (Kiihl, 1982). Especially Social Democrats and union leaders,
who assigned high priority to full employment, were convinced that
active labor market measures, while perhaps mitigating the effects of
unemployment, were incapable of combating mass unemployment. In
short, the Federal Republic locked itself into the "Austrian way" to such
an extent that the second-best Swedish option was not considered even
when the preferred strategy obviously failed to maintain full employment. A series of special problems that impaired the reputation and
effectiveness of labor market programs also contributed to this outcome.
In the first place, the same ministry was re pon ible for oversight of
both the active labor market and unemployment compensation programs and all social welfare and pension programs. Thus political outsiders tended to associate active labor market policy with the impenetrable and threatening dynamics of social welfare expenditures, whose
containment was the avowed goal of even social democratic budget policy makers after 1974. Their intent was to stop government handouts,
and time and again they saw this intent frustrated by social democratic
bleeding hearts in the legislature and the tricky bargaining tactics of the
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la?o_r minister. At the ~ame time, comprehensive oversight gave the labor
m~mster an opport_unn_y to end the pension finance crisis that had received much attent1~n m the 1976 election by requiring the unemployment fund t_o contribute_ to social security for the unemployed . This
elegant soluuon had a pnce, ho~ever: the recently consolidated budget
of the unemploy~ent fund ran mto deficit again in 1979, when unemployment was fallmg, and thus earned the critical attention of budget
poltcy makers.
As a consequen~e, th~ proponents of fiscal responsibility in the gove~nment t~ok as dim a v1e:W of labor market programs in general as they
did of social welfare poltcy. Moreover, a few of the additional labor
mar~et measures designed and financed by the federal government had
received b~d pre~s, and t~e public service unions continued to oppose
~he expa_ns10n of Job creation programs. Even calculations showing that
JOb creation was hardly more expensive for the general government than
the costs of ur:iemployment had no effect in this generally skeptical atmosphere (Sp1tznagel, 1982; 1985; Reissert, 1983).
There was little political resistance to the worldview of the fiscalists
according to which labor market policy had to make do with the mean~
available through unemployment insurance contributions. The federal
government was obligated to cover deficits, but if this emergency recourse was necessary, things were seriously disordered. They had to be
reordered as quickly as possible by means of higher contributions and
lower expenditures on the part of the insurance fund. Confronted with
this choice, even the unions finally decided to accept the unavoidable
cuts primarily in the realm of the active labor market programs.
'!'he unions' clear preference for defending unemployment compensat1?n pay?1e?ts was_decisive_ in this choice. If it proved impossible to
achieve a s1gmficant increase m compensation benefits, as seemed likely,
then successful support for active labor market programs would have
cost either higher contributions or a decrease in unemployment insurance benefits. The first was unpopular with the membership and met
political resistance from the employers and the FDP; the second would
have harmed the vital interests of the organized "core groups" of the
labor market, which at that time had reason to anticipate the possibility
of lay~ffs but not of long-term unemployment (Freiburghaus, 1978). For
t~~~ )Ob creation or retraining programs were distant, hypothetical possib1ht1es, but cuts in their unemployment compensation benefits would
have ?im_inished the value of entitlements earned during long years of
contnbut1on and hence violated the "social contract" of the insurance
sy te rn in the most blatant way. In short, if cuts were unavoidable the
unions had to defend unemployment compensation payments i~ the
2 35
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10. r 2 Effect of the offensive and defensive labor
market policy in 1978: Sweden and the Federal Republic
(in relation to employment figures for 1974 and in % of
members of the paid work force)

Table

Sweden
Unemployment rate, 1978
Relief of the labor market by:
Active labor market programs
Reduction in number of
workers over age 55 (78/74)
Reduction in the number
of foreign workers (78 /74)
Potential unemployment rate, 1978

FRG

2.2

:Vi

3.9

1.3

0.2

1.5

-1.2

1.7

5.1

8.o

pleasure in work, at least as compared to Sweden and some other nations
(Noelle-Neumann and Striimpel, 1984:62). ,
In contrast to Austria,.Jt~h:e:o~~-~~~~~~~~~~~~~~~~
coordination of economic olic in
ermany b the autonom of the central
of the
e
1sca constitution. But unlike their counterparts in Sweden, Social Democrats and the unions in West Germany were still not prepared
to respond to the failure of a Keynesian full-employment strategy with
massive expansion of active labor market policy, although there were no
insurmountable institutional obstacles to such a strategy.

Sources: BMA, Arbeits- und Sozialstatistik, Hauptergebnisse, 1975 ;
1979; SCB, aku, 1974; 1978; F. Schmidt, 1978; author's own
calculations.

interest of their members. In their search for the path of least resistance
budget policy makers had reason to concentrate the cuts they considered
necessary on those programs that might have been able to combat unemployment directly. Hence the German labor administration was never
asked to offset the failure of macroeconomic policy by launching an
active labor market offensive against mass unemployment.
d
ral Re ublic failed to use labor
,/
ket programs to rnmbat_re ·
'-J,) .
\0 for~ were aimed at r . · he labor s1:' 1 rather than romoting em. ·· ·
lo ment.
showed m chapter 3 that m none of the other countnes m
-~ ~-...; ~ his study did work force participation of 60- ta-6 r-olds decline
,✓~,/'-:~,:;"'3 as much as in West Germany during the 1970s, and in no other country
vi" ,. ,:~~
did the participation of...fil2.tll.en increase so little. If we add in the reduc\[Jv\ ~}? tion in the number of forei n workers (which also occurred in Austria),
\ ~ _y~ ~can establish a compari~on _with the Swe~ish model (Table 10.12).
v~~ ~
erman labor market pohcy m the 1970s did keep the consequences
~ 0- \ \~ , pf poor economic performance from becoming fully visible in the unem0 ~ v,~"~yment statistics. But West Germany achieved that effect by ceasing
recruitment of foreign workers and using the flexible age limit, disability
pensions, and other means of retiring older workers instead of expanding job creation and retraining programs. Employers then had a welcome chance to part with older workers who would otherwise have had
job security, and the unions and works committees did not oppose shifting the employment risk to their older colleagues; some actively supported it. One could conceivably read this as a reflection of low German
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CHAPTER ELEVEN

r979-r985: The End of the
Keynesian Interlude
/ In the 1970s, as our analysis has shown, there was a plausible mac, roeconomic strategy that permitted even small countries to defend full
f 'eployment d~ring the cr!sis and to_ keep in~ati~n within bou~ds. It
, v~
ifequired a sooal democrat1c-Keynes1an· coordmat1on of expans10nary
~-...,v-1_:,,\~l , ~s~al policy and a~ accommodat!ng monetary policy as well as ":'olun~ary
. o,X>-1 · "- - umon wage restramt to keep umt labor costs below the rate of mflauon.
v\..
In Austria the institutional conditions were favorable to such coordina\C-~,c•-, tion and the st~ategy was predictably _successful. I_n ~re~t Britain the
( -»unions were ultimately unable to restram wages for mstltutlonal reasons,
P,·~ ".
and in Sweden in the second half of the 1970s neither the centrist coali'·;:;~·~ · _,s.~tion governments nor the unions were capable of policy coordination.
Instead, there was a substantial, somewhat unplanned expansion of public employment and an extraordinary intensification of efforts to promote employment through active labor market policy.
In the Federal Republic, finally, Keynesian coordination failed first
because of the institutional autonomy of the German central bank and
' later because of procyclical deficit reductions, especially at the state and
local levels, while the unions did their full share in the successful battle
against inflation. The attempt to secure full employment on the Swedish
model, by expanding public employment and through active labor market measures, failed because of the difficulties peculiar to Germany's
unique brand of fiscal federalism and because of institutional conditions
governing the financing of the labor market programs , which disadvantaged programs designed to promote employment just as unemployment was rising.
In short durin the crisis of the 1 70s it
e_mp oyment either th rough an e5_:> nomic policy-stI=ateg

by the government and the unions or through a labor mark t
e strate
pursue
y t e government alone. Where social dewaccatic
me.ots succeeded With neither strategy. we can Lind special ios.t!.~n.
· t h e..![__failure.
·
nal
t h at ~xp 1a1n
•
co stramts
\ J C_o nditions in the first half of the 1980s were no longer so favorable~
'1t~TI s~
?f a full-employmen~ po icy. Austna and Sweden, wh,di were ~
~u or ~gam govern~d by Social Democrats, continued to do well in y-v
mternat10nal comparisons of unemployment and employment levels b
h
1
.
, ut ~
t ey no onger unambiguously belonged in the top group as they had in
<1'1
the ~97os cr:a?le I 1.1). With unemployment, moreover, the coml~
parauvely pos1t1ve figures can be explained partly as the delayed effect
of early_ success. If instead of absolute values we compare the relative
change m unemployment fro~ 1973 to 1979 and 1979 to 198 5 (Figures
11 .1 and 11.2), t~e_n th_e Austnan and Swedish figures are closer to the
German and ~nush 1~ the second period, although Great Britain
stopped pursumg a sooal democratic full-employment strategy in 19 79
and the Federal Republic stopped in 1982 at the latest.
1:'he Aus_trian an? Swedish strategies have thus lost a great deal of
their ~ffect1veness smce the late 1970s. Our case studies of Austrian and
Sw~d1s? develop~~nts _after 1979, and the history of the last years of the
sooal-hberal coahuon m the Federal Republic, offer one explanation.
Between 1979 and 1985 there was no econ~ally plausible strategy for

J
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Table I 1.1 Unemployment and employment in selected OECD
nattons, 1973- 1979 and 1979-1983 /85

Average annual
unemployment rate
1973-79

1979- 85

Austria
FRG
GB
Sweden

1.7
2.9
47
2.0

Belgium
Switze rland
Fra nce
Italy
J a pan
No rway
Netherl and s
USA

5.8
0. 4 t
4-3
6.5
1. 8
1.8
4-5*
6.4

T otal change in
number employed
1973-79

1979-84

3.0*
6.o
I0.3
2.7

2.4
-3 .4
1.5
7.8

-2 .0
- 2.7
-5.6
1.8

1.6
o.6
8.o
9.0
2.4
2.4
I0.3
7-7

0.2
- 7.5
2.2
6.3
4.2
13. 2
3. 1
16.2

-4. 4
1.4
- 1. 8
1.8
5.2
5.2
3.0
6.3

I

Sou rces: OECD Economic Outlook 39; OEC D Labour Fo,-ce Statistics Yearbook
1963 -1 983; 1964- 1984.
.
* Until 1984. t Fro m 1975 o n. t Fro m 1974 o n.
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a00

d
with the crisis that was also in tune with social democratic crite,d_b_een-eacl-i€r.
mamtam the
ria, as ther
ol goals and employ the old instruments undei; increasingly unfavorable conditions while trying to meet a number of increasingly incompatible demands at once. What had changed?
The crisis of th
Sos was characteriz d b the c ·
ce of
three deve opments whose importance (if not their relative weights) is
rrow gtuFraITy acknowledged. A short recapitulation will suffic,e t__o d~- 6 0-.. _
scribe them.
u)
~ t...Ovl.,,~l
As in 1~73-74, t_he tri _ er was an oil pric~ sh?ck._ ~ince 1975 ~h ~ ·
OPEC nations had mcreasmgly een spen ffig-ctrerrm-h ncome on 1m- ld_"~
)
ported consumer goods, industrial plants, and armaments, and had in
part manage~ once more to run up ~egativ~ current account bala~ces. ~~
At the same ume they saw the real pnce of 011 sales fall as the Amenca·
dollar dropped in value. When the Iranian revolution and the Teheran
L(
hostage crisis once again destabilized oil markets, the OPEC countries 0 1' / ~ / --took the opportunity to escalate the dollar oil price by a factor of three
Li.
relative to the level of 1978. The result was a repetition of the primary
effects of the first oil price shock. OPEC surpluses shot up again, from
$79 billion in 1979 to $ 1 20 billion in 1980; predictably, the industrial
countries found themselves again with current account deficits. The
reduction in aggregate demand again resulted in a worldwide increase
in unemployment, and price increases in petroleum and petroleumbased products pushed inflation rates up once more .
This was accompanied by <!_ second development in the international
money 3!l,d capital mark~s (Mayer, 1982; Gerhardt, 1984; Hankel,
1984). As early as the 1950s and 1960s, international credit markets, the
"Euro" or "offshore" dollar markets, had grown up outside of the control of the national central banks. Offshore transactions were conducted
in places like Luxembourg, the Bahamas, and Singapore, tax oases with
liberal bank regulations, by "extraterritorial" branches of major American and European banks. At first, they primarily benefited the Soviet
Union, the multinational companies, and large American banks, all of
which were interested in financial transactions in the global currency of
U.S. dollars that were not subject to the control of the U.S . government.
Their turnover increased with the rise in importance of forward markets
in currencies after the end of the 1960s.
After 1973 this development accelerated again. The number of German bank branches in offshore locations rose from 23 to 88 between
1973 and 1981, and their volume of business increased by a factor of
eight during the same time , from 15 to 125 billion marks (Huber,
1982:350). The same development occurred in the other OECD coun-
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tries a well. On average, the foreign business share of all bank transactions doubled between 1970 and 1981 (Pecchioli, 1982 : 19). Several developments coincided to produce this result. On the one hand the
Euroban ks were ideal partners for the OPEC nations in managing and
investing their current account surpluses. On the other, in the industrial
nations the transition to flexible rates of exchange increased the interest
of monetary institutions, firms, and private investors in forward transactions to protect themselves against changes in rates of exc hange and in
speculating on exchange rates. At the same time the demand for credit
also increased in those countries that had to finance their trade deficits
with capital imports.
But the Eurodollar business went far beyond the mere recycling of
petrodollars. Eastern bloc and Latin American exports were especially
hard hit by the stagnation of world trade, which jeopardized their development and investment plans. For them, the practically unlimited credit
offered by the Eurobanks-unlimited because it was not subject to central bank or IMF control-was an irresistible temptation to continue
their investment programs in the hopes that the world economy would
soon improve. But when the the second oil price shock brought recovery
to an abrupt halt in 1979, the e countries were unable to service their
loans. To avert a global bank crisis, the loans had to be rolled over,
interest payments had to be postponed, and additional credit had to be
extended to pay interest when it came due. _ebts were piled u on debts
in order to avoid the default of practically bankrupt e tor countnes
and the collapse o t e ere 1tor an s. In atm menca a one t e s
o_ pu IC foreign ~ ts rose rnm.$59 billion in 19.75 to 25 bi 10n m
1983 (Table 11.2).
This d,cllt crisis had two repercussions for the Weste.rn.ind.us.tria.l.co.u.n:.
·ntensified th ·
blems. Because the debtor nations had
to commit not only their export earnings but also new loan exclusively
to debt service, their demand for imported goods, especially capital
·
as the F
goods, decreased . This primaril affe
Re ublic that:-exp~__cai;?1tal oods and.2 ecia~ ~ in building indusC t.
11 . 2 Public foreign indebtedness in the Third World
(billions of U.S. dollars)

Table

Total Third World
Latin America

180

59

Sourct: Wo rld Bank . Annual Repon s, 1983 and 19 5·

trial facilities abroad. Second, in refinancing Third World debts the
creditor banks im osed substantial risk remium
·
,
t
i o olistic structure of credit markets all ed the~to obtain the -- <~
hi her ields the needed t
·
· .,
ei · omestic busi 1 1"'-i~-f'--<,
ness as well (Schulmeister, 1986:40-41 ).
~
The major impetus for the worldwide increase in interest rates, however, came from the United States. The Federal Reserve Bank a bandoned its previous liberal policy in autumn 1978 ·
face of climbing
e- ~~
1~
inflation rates., trade deficits, and a..constantly fallin dollar. It a
cided to pursue a monetarist tight money policy, just as the German l v ~~
Bundesbank had done earlier. The Fed intensified this policy in the k_
· vo:
econd half of 1979 to prevent the second oil price shock from being
~ ._
tran lated into general price increases. The immediate results of monetary restraint for the American economy echoed the German experience
of 1974 and 1975. The sharp contraction between 1980 and 1982 and
the rise of unemployment were, however, accepted politically during the
changeover from the Carter to the Reagan administration . The inflation
rate, on the other hand, fell rapidly from more than 13 percent in 1980
lO 6.1 percent in 1982 and 3.2 percent in 1983. The monetarist cure
took.
"ist-€tmF-&
erican interAs t
est rates rose shar
average interest rate on long-term
government securities increased from 9 percent in 1979 to more than 14
percent in autumn 1981 (SVR, 1984-85:11-20). As the inflation rate
dropped, real interest rates climbed dramatically. In the United States,
unlike the Federal Republic, they had been strongly negative until 1980;
by 1982 they had risen to 6 percent and by 1983-84 to more than 8
percent (Funke , 1986: Table AS).
The Federal Reserve Bank relaxed its grip on the money supply in
ummer 1982. evertheless, interest rates remained very high. They
were held up by the large e era! deficits t at were pro uced by a
combination of supply-side tax cuts and greatly increased defense spending. From an international perspective, the American deficits were less
remarkable for their size than for their breathtaking rate of increase
(from $64 billion or 0.9 percent of GNP in 198 1 to $ 179 billion or 4.1
percent in 1983; BMF Finanzbericht, 1986: Obersicht 17). Despite efforts
to reduce the deficit, the increase continued and in 1985 reached the
record high of $212 billion. In its economic effect, this was a "Ke nesian"
fiscal · ulse whose intensit far exceeded the efforts of social democratic Euro ean coun
in the_ mid-197o( Teschner an Vesper,
1 9 3). This impul e can explain the steep economic upswing of the
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American economy, with growth rates of 3.7 percent in 1983 and 6.8
percent in the election year of 1984, if we also take into account the
supply-side effects of the tax cut (SVR, 1981-85:~-10) . .
The economic impulse of the budget deficit was mtens1fied by the fact
that it was covered to a great extent by capital imports, because the
American savings rate was too small to meet capital requirements in any
case. Thus the federal deficit acted domestically as pure supplemental
emand without a corresponding crowdin -out effect-:-- ap1ta 1m
were attrac
e 1g
merican real interest rates and by the fact
that the dollar's exchange rate had stopped its downslide with the turn to
monetarism in autumn 1978 and had been climbing steadily since early
1981. At the same time, the capital imports raised international demand
for American currency and drove the dollar's value up still further. For a
few years there was a dynamic movement fee~ing _on its~lf, a v!rtu?us
circle or a vicious one, depending on perspective, m whJCh capital imports were stimulated by the expectatio°: of ~urther rev~luation and_ t~e
actual revaluation was intensified by capital imports, while the defint m
the American current account balance continued to increase ( precisely
because of the revaluation).

KEYNESIAN CooRDINATION

,

~,)-

r.

.

p-Jv-

X: .\.
c,

1.,

BLOCKED

Our subject is not the United States, however, but the Western European industrial nations and their opportunity to pursue a successful fullemployment policy in the 1980s. For them the restrictive phase of American monetary policy between 1979 and 1982 was a catastrophe, and the
fiscal expansion after 1982 a mixed blessing. Along with the American
economic upswing and the further revaluation of the dollar, it brought
j_{nproved opportunities for export sales to ~he U°:ited Sta_tes, but the
·.~v\Mgh dollar interest rates constrained the oh
uons available to the
Euro eao countries, These constraints can he summarized as. follows._
In the 1970s the internationalization of the money and capital mar\ .;v-"[}ets was institutionally completed in all but a few countries (among them
Japan). Government exchange controls were dismantled or they lost
their effectiveness for the portfolio decisions of monetary institutions
that were ever more closely linked internationally, as well as for "nonbanks" looking for investment opportunities abroad. As the dollar's exchange rate stabilized and began to rise again, the large A~erican c~pital
market, with its guaranteed government loans and very high real mterest rates, became more attractive. Countries that were dependent on
capital imports to offset their current account deficits were thus forced

~A
\:\''v _)

f

Is
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to offer conditions to international capital that were at least as attract"
. d . h
.
._
1ve
as t h ose t h at o b tame m t e U mted States.
In practice, real interest rates in European countries had to rise in ste
with the dollar rates. If this condition was not met, massive capital ouE
flows resulted . If a country then tried to defend its exchange rate, these
outflows first exhausted the currency reserves of the national bank and
then forced a massive devaluation of the nation's own currency. At least
this was the experience of the new socialist government in France, whose
Keynesian expansionary strategy was able to reduce long-term real interest rates in autumn 1981 but which was forced by the realities of the
international capital market to capitulate by the summer of 1982. As
long as American real interest rates were negative in the 1970s, the
"smaller" currencies were able to choose their own positive or negative
real interest level (as long as they were not members of the D-mark bloc
with their currencies tied to the German mark). But by winter 1980-81,
when real interest rates ~e~a~e positive in the United States, real inter- 0-:-5 ~
est rates had become posltlve m all the other Western ind us trial nation ~f- i',,., f'
(except Switzerland) as well (Table 11.3).
If Ln ~ "1"
1-R-Orber wor.ds as the capital markets became international, national · ~
mnn~tary poli(ry'-lE>-st-the-f-Peedom--to-undei:Gu th -at of return offered d I"& . Vi
,£ r financial investments in the dollar market-and with t h e ~ fi '[Yr-<,,
interest rate
ong-term dollar investment, what had been a latent i'-B..t-i' 1.\1
condition became a manifest constraint. National monetary policy had f'P c..r,.e.._,:
lost its sover · nty over interest rates.
~~•;uA
2.
erefore na ·
onetar olic was disabled as an element o 0 t:v, 1 ~
~6Rt.I:oLas long as the dollar interest rate was high. Con- fo l , ~
sumers, builders, and firms faced a tight and expensive credit market,
\ Y/
which reduced domestic consumer and investment demand, although ~
underutilized production capacities and high unemployment would have V'v\..).>-,{,t..
called for an expansion of demand. If a country nevertheless wanted to ~
pursue a Keynesian full-employment policy, the burden of expanding ft:,
demand would have to be borne by fiscal policy alone. To achieve a given Irv.. _~
economic impulse, however, the budget deficit would have to be larger ~ . . 'V\.:z...;
than would have been necessary with monetary policy support.
~ .
At the same time higher interest rates increased the cost of an expansi nar
·cy.
rea mieresrrares-ciofiorfaltin a penod of weak 0y;p-a-vui
growt
ut contmue to climb, the increase in the public debt (desirable {\·~ut..{
from an economic point of view) becomes a serious financial policy prob- P~ l , \ - ~
lem . According to "Domar's Law," when real interest rates rise above the ~~J _
real growth rate (and thus above the growth of tax income), the escala- r · .-c...e_
tion of debt service must progressively limit fiscal maneuverability
(Domar, 1944). Thus interest payments increased from 8 percent of
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Table

11.3

Quarter
1979
Q1
1980
Q1
1981
Q1
Q2
Q3
Q4
1982
Q1
Q2
Q3
Q4
1983
Q1
Q2
Q3
Q4
1984
Q1
Q2
Q3
Q4

Table 11.4 Debt of the total state (% of GNP) and debt
service (% of expenditures)

Long-term real interest rates , 1979-1984
USA

FRG

France

GB

Sweden

- 1.38

4.o3

-o.43

3.78

3.94

-3.10

3.o3

0.38

-4 .66

- 1.69

0.81
2.85
2 ·74
3.65

4· 17
4.99
4.63
3.16

2.24
3.69
3.44
2 •57

1.14
2 -47
4.02
3.78

0.71
0.38
o.75
3.35

5.81
6.14
6.40
5.83

3.89
3.74
4 .o7
3-47

2•37
2.41
4.87
6.23

3.55
4.38
4· 29
4 .66

3·7 1
4· 17
4·9 1
3.83

6.82
7.01
8.63
8.02

3.57
4·4 1
5· 19
5.57

5.58
5.58
4.26
4· 24

6.41
6.75
6.25
5.37

3.67
3.35
2.77
4· 13

7.06
8.36
8.15
7·3 1

5.18
5.16
6.06
5.12

5.o4
6.08
6.19
5.53

5· 15
5.68
6.43
5.65

3.49
3.69
6.23
4.81

Austria

Source: Funke , 1986.
Note: Interest rates for long-term government securities, deflated

using the consumer price-inflation rate of the preceding period.

central government expenditures to 15 percent between 1977 and 1985
in the United States, from 5 percent to 11 percent in the Federal Republic, and from 5 percent to 23 percent in Sweden (Table 11.4). To be
sure, the nations varied greatly in their political tolerance for such developments, but for budgetary reasons it is certain that they could not have
continued indefinitely (Simmert and Wagner, 1981).
3. With high dollar interest rates, the possibility of Keynesian dem
b~
. ans10n was serious! cJlD.Slrain.e
Western Euro ean couptries.
_\
I) ~till more senous, however, were the su I -side £ects. Countries that
had not been able to avoid mass unemployment in the 1970s depended
~~, ~ on additional investment to create new jobs. In the face of the rapid
~~ ' technological and structural changes, however, even countries that had
Q,. ~
been more successful in their employment policies faced a similar necessity to invest. With the increase in global interest rates, investment credit
became more expensive, and the opportunity cost of savings increased at
the same rate. As a result, the yield thresholds that investment projects

v./4-L)

~5~"'
'\ r

Debt service

Public sector debt

FRG

GB
Sweden
USA

1977

1980

1984

1977

1980

1985

27
27
63
39
52

37
31
58
52
47

48
41
50
77
54

4.5
5.0
8.5
4.6
8.3

7.5
6.5
10.7
8.6
10.9

10.6
I 1.3
14·5
23 .0
15.0

Source: BMF Finanzberichte, 1979; 1982; 1987.

had to meet were raised. When real interest rates were negative in the
1970s, any project that promised positive cash flows could find financing; now projects could be financed only if their expected rate of return
was significantly higher than-the real interest rate of 6 to 8 percent on
American government securities.
Other things being equal (costs, returns, risks), investment had to
decrease because of the higher interest rates. And even if profits increased, perhaps because government economic policy succeeded in increasing aggregate demand and in persuading the unions to pursue a
"cooperative" wage policy, the effects were less than in the 1970s. As long
as medium-term profit expectations did not surpass the minimum rate
of return of the international capital markets, the higher profits of firms
would flow into financial investments rather than into real investments
that would create jobs (Faxen and Normann, 1984).
Thus when supply-side analyses in the early 1980s attributed the rise
in unemployment to weak investment and this in turn to insufficient
expectations of profit, they were only technically correct. Certainly in
some countries firm profits decreased during the recession, but the dramatic rise in the rate of return of competing financial investments was
no less significant. Social Democrats and union leaders were right to
protest against supply-side theorists, who blamed weak investment and
employment in the European economies on excessive wage costs, nonwage labor costs, and taxes. It was not these burdens on firms that had
risen dramatically as the 1970s became the 1980s; instead, profits had
diminished with the worldwide stagnation of demand, and at the same
time the international interest level had drastically raised the standard
~or a "sufficient" expectation of profit from the perspective of capital
111vestors.
But this theoretical battle had little practical significance. The gap had
opened between firm profits and the yields of financial investment, and
2
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investment and employment decreased. As long as the domestic economic policies of European countries could neither determine the international level of interest nor effectively limit the mobility of capital, the
only policy options in the early 1980s were to accept further loss of jobs
in the private sector or to increase the rate of return of productive
investment so much that it could again compete with nonproductive
financial investments. In that sense, capitalist logic supported the
supply-side formulas. If it is impossible to resist a redistribution in favor
of capital, then other claims on firms' product must be reduced, and one
does not have to be particularly critical of government or hostile to
unions to conclude that most of those reductions have to come at the
expense of government and workers.
In summary, as capital markets became internationalized and the international level of interest rates was raised, the terms of trade between
capital, labor, and government shifted in favor of the capital side. For
that reason any attempt to maintain or restore full employment in the
private sector in the early 1980s had to be paid for by a massive redistribution in favor of capital incomes. The only question was, who
would pay this price and how.

The End of the Keynesian Interlude

plored . At fault was the fact that a conservative, monetarist version of
supply-side economics dominated the discussion , taking its solutions
from the American model, In the United States a massive tax cut combine~ with_ the inc:easing erosion ?f unio_n influence on wage setting,
cuts m s~nal servJCes, and an active pohcy of deregulation (and, of
co urse, with the demand stimulus of a huge budget deficit) to raise firm
profits to such high levels that both private investment and employment
increase? ma~k~dly despite the high interest rates. The message, propagated with m1ss10nary zeal by neoclassical theorists of all nations, was
that the same result must be possible with the same or similar means in
Europe as well (Giersch, 1983; Lindbeck, 1980; 1986; Minford, 1981).
The weakness of social democratic and union counterarguments in •
,
this debate was that the refused to reco nize the necessit for e- ~ ef.
. distril:/ut!on: As_lon~ as th~se camps refused to accept e eat in the bat~ H~ 1{
over ~e~1stnbut1on, 1t was impossible to develop reasonable concepts for I , ·ccontamm? the damage and morally convincing solutions for distributing l.-(&_~-~
t~e _result1~g burd~ns. Instead, t~ European Left concentrated on crit- 'G,/J , ,
1ozmg the mte rat10n of the world market (Frobel et aL, 1986) and the
r h1,,~
d1stnbutive im lications o supp y-s1 e policy (Meil3ner, 1 o an
e~f
man ed the return to a Keynesian deman po ICY (Hickel, 1985) or t e
~'-7:;
transition to a pohcy of qualitative growth" that would also be based on
deficit financing (~1e!l3ner and Z~nn, 1 98:4). Those wh? recognized _ai:id
~J
understo
he s1
ance of ternatlonal cons tram ts on omest' c
&1.,.,
eynes!anism .concentrated their hopes on the chance of regaining
~
K~ian..opt~aos on t_he 1_nferoauaoal level;--either on the Fugh roaa of 't 1.--t..c ~
macroeconomic coordmatl~n between the United States, Japan, and ~ ~
We~ter? Euro~e (J:1- Schmidt, 1986) or on the low road of economic
pohcy mteg~atlo? m the European Community (Glatz, 1985), I shal~\1 \ 0c+tT- ·,
return to this pomt.
~I - L0f
Thus there is ~s yet no explici~ social demo~ratic strategy that acknowl- Cftt~t:
~dges the necessity to adapt national economies to the constraints of the
\.n.f'
international capital market, at least temporarily, Accordingly, the sur/
viving social democratic governments responded to the problems of the r' G_. ~ ·
.
.
.
.
.
~s I\
ear1y 1980s without a clear view of what they were doing. Austna per- ~ c
. t d .
. A ustro- K eynes1an
.
.
,
S1s
e m its
com b'mauon
o f mvestment
subsidy and RI ,·,,1. Clj
wage restraint, whose supply-side accent became even more important '' z
1
.~
-·. f fI'
.under the new conditions, Although this combination was less effective
l
tn terms of economic and employment policy in the 1980s than before
(Leibfritz and Meurer, 1984: 126ff., 154ff.), Austria still had an aboveaverage profit level and an above-average investment rate (Table 11,5).
Nevertheless, unemployment increased and employment declined between 1979 and 1984, and despite all subsidies (or perhaps because of

i-
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:;rS

None of the four countries in our study tried to shield its own capital
markets from the international interest level by introducing or increas\J
,ring controls on capital transfers. Austria and Sweden were no longer
_p>--:~ c.Y \ able to do so because they depended on capital imports to equalize their
l ~" ·, ""
alance of payments. Great Britain and the Federal Republic, on the
~ I ' - ,,,r,.'-f
J other hand, again had current account surpluses after 1981, but their
<'~ .,"'~,,,, capital markets were so integrated into the international markets and
-'\ '{_f,, • ~, their currencies were held to such a great extent by foreigners that even
· r,.' , ·'\';
the announcement of restrictions would have caused uncontrollable
. ~ v ... ~"
capital movement with incalculable effects on the exchange rates. The
\,_ .
r
French experience of 1981-82, at any rate, seemed to justify such fears
( ' .v-' ,"precisely because the franc was much less of an international reserve
)(
\ currency than either the British pound or the German mark.
If it was impossible to avoid the ressure for redistributi
cou ling rom t e mternational ca jtal..marke.ts,_then how should nations give
in to h
nd with what consequences for what groups and what
~ooomic atid social goals? In m y view, this should have been the focus of
the strategic discussion of the early 1980s, but in fact it was conducted in
such a one-sided way that the available options were insufficiently ex-
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Table

11.5

Gross capital for mation (% of GDP), 1979- 1984

Austria
FRG
GB
Sweden
OECD Europe

1979

1980

1981

1982

1983

1984

25. 1
21.8
18.8
19.8
2 J.0

25·5
22.7
18.1
20.2
21.3

25 .2
21.8
16.4
19.2
20.5

23.0
20.5
16.4
18.8
19.8

22.2
20.6
16.4
18.7
19·3

21.8
20.3
17·4
18.4
19.2

Source: OECD Economic Outlook 39.

them), the nationalized industries were caught in a structural crisis that
has caused massive layoffs and that precludes their further use as an
employment buffer. But even though Austrian self-satisfaction has long
since given way to a deep unease , expressed in a plethora of self-critical
. ~ analysis (Seidel et al., 1982; Arndt, 1982 ; Gerlich et al., 1985 ; Nowotny
·:0
and Tieber, 1985), the discussion has not yet produced plausible alternative strategies or a willingness to call into question the institutions of
neocorporatist social partnership and the consensus politics on which it
is based.
One might say that the Austrian economic policy makers know that
they haven't got a clue, but they seem to prefer their joint bewilderment
to battling over patent solutions that would advantage one side at the
expense of the others and could therefore not meet with consensus. This
battle over solutions that defy consensus has dominated academic and
political discussion not only in Great Britain and the Federal Republic
but also in Sweden since the late 1970s. In Sweden, the LO unions and
the Social Democrats started the fight with their campaign for the wage
earners' fund as the "first step to socialism" or at least to economic
democracy (Eidem and Ohman, 1978). Conservatives and employers responded with a political mobilization and ideological radicalization that
had a clear agenda of redistribution from below to above (Faxen and
Normann, 1984). They also attempted to destroy the system of centralized wage negotiations.
The practical program of the Social Democrats since 1982, however,
has been almost unaffected by this ideological polarization. Like their
predecessor centrist governments, they tried to improve the internation1 competitiveness of Swedish industry by devaluating the krona. However, they were more decisive in doing so and set the rate of devaluation
so high when they entered office that the previously overvalued Swedish
krona traded below its value for a while. Because the government and
the leadership of the LO unions also succeeded, despite all difficulties, in
dampening wage increases, the devaluation effects were not immediately
250

neutr~lized by increased inflatio~. Thus th~ deval~ation actually helped
Swedish exports, or at least Swedish export mdustnes. Exporters did not
pass along d_evaluation to their foreign customers, but (in keeping with
the assumptions of the EFO model) continued to act as price takers in
foreign markets. The quantitative export boom that the government had
hoped for therefore did not materialize (and the Swedish balance of
trade benefited more from the American import boom than from devaluation), but at least there was a steep rise in profits in the export sector.
T he Social Democrats were thus able to create conditions under which
the gap between the rate of return of real investments and the interest
paid on financial investments could be closed (Faxen and Normann,
1984:23, 48). Nevertheless, it took until 1984 for rapidly climbing profits
finally to pull even with slightly declining interest rates, so that investment in Swedish industry, which had declined until 1983, also increased
again. As a result the Swedish Social Democrats did in fact meet the
conditions specified by the supply-side economists, but they did so with a
strategy that was designed to raise firm revenues rather than to reduce
the costs of production . This camouflaged the need for redistribution
but did not obviate it. The devaluation could not have increased profits
substantially if the unions had obtained a wage compensation for the
higher import prices and had then exploited the improved capacity of
firms to pay, as had happened in the 1970s. An increase in profits was to
be had only through redistribution to the disadvantage of the workers.
According to calculations of the German Council of Economic Advisers
(SV R), the "real wage position" (which takes into account the inflation
rate, productivity, and terms-of-trade effects) has been reduced in Sweden more than in the other countries since the Social Democrats' return
to office (Table 11.6).

Table

11.6

Annual change in real wages, 1977-1984

Austria
FRG
GB
Sweden
Switzerland
Japan
USA

1977

1978

1979

1980

1981

1982

1983

1984

+0.1
-0.3
-5.3
+4.4
-0. 1
- J.2
+0. 1

+2.2
-0.7
-0. 1
- 1.0
+ 1.6
-2.8
+0.5

-4.2
-0.3
-o.o
- 1.5
-o.o
+0.4
+o.8

-o.6
+ 1.9
+3.8
- 1.2
+o.6
- 1.5
+0.7

+1.3
-0.2

-9.0
-2.2
-3.5
-3 .5
+ 1.4
-0.3
+ 1.6

-1.4
-2 .9
- 1.3
-4.4
-o.8
+0.1
-1.2

-2.4
- 1.3
+0.9
-4.0
- 1.7
-2.8
- 1.6

- I. I

-o.6
+0.5
- 1.7
-2 .2

Source: SVR, 1984-85.
Note: The cha nge in employee income was deflated using the consumer price index minus
the change in real gross domestic product per employee, after adj usting for the income
effect of the change in real terms of trade.
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yt ,., Workers in Sweden and Austria, the_ two co~ntries with Social_Demo-

( cratic governments and strong, centralized unions , were not particularly
,;J-:'J J)) well protected against redistribution to the capital side in the 1980s. On
J the contra~y, they ~ave !n to that pr_essure even more tha~ did their
\v I\ ·
· colleagues m countnes with conservative governments and with weak or
organizationally fragmented unions such as Great Britain, Japan,
Switzerland, and the United States.
That outcome seems paradoxical only if one considers positional gains
in the distributive battle with the capital side as the highest goal of the
labor movement. But if one assumes instead that full employment is the
highest goal, and if one further assumes that under given economic
conditions that goal could not be defended without a drastic increase in
business profits, then reductions of labor income may be interpreted not
only as a sign of economic weakness but also as a demonstration of the
organizational strength of solidaristic labor unions. In economic effect,
after all, the conservative-monetarist constellation, which I described as
a danger in chapter 9, had now come about in all countries. As governments practiced monetary and fiscal restraint willy-nilly, the unions were
forced to choose between two unattractive options. While a more aggressive wage policy could have maintained or increased the real incomes of
employed workers, it would also have entailed even higher job losses.
Real wage cuts, on the other hand , could at least slow down, and perhaps
stop, job losses.
It is less easy to decide which institutional conditions would favor
execution of this "second-worst" solution than it was to determine the
institutional conditions favoring the social democratic- Keynesian coordination discussed above. In the 1970s that coordination could work in
the long run only given a strongly centralized and concentrated union
organization. In contrast, as I have tried to show, conservativemonetarist policy does not depend on the strategic capabilities of strong
and unified unions. But that conclusion presupposed a conservative government primarily interested in price stability rather than a government
that was trying to promote investment in order to increase employment.
The neoclassical proponents of supply-side economics consider strong
unions to be evil in principle. In the best of all possible worlds they
believe equilibrium would be secured in the labor market by flexible
employment contracts and individually negotiated wages. Therefore,
the existence of unions and collectively determined (monopolistic) wages
and employment conditions can only hinder the otherwise certain tendency toward full employment in a free-market economy, and the
stronger the unions are the more they hinder (Brittan and Lilley, 1977;
Calmfors, 1982; 1985; Risch , 1983). But at least this last conclusion con-
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tains a logical error. Apart from the issue of whether labor markets tend
to a stable equilibrium (Spahn and Vobruba, 1986), neoclassically inspired investigations have shown that the one-sided dominance of employers both in the labor market and within enterprises would be economically inefficient (Addison, 1985; Freeman and Medoff, 1984 ;
Mueller, 1980). But some countervailing power of unions is economically
desirable, and if collective bargaining over wages and working conditions
takes place at all, then the union-busting campaign conducted by employers and conservative parties in many countries makes no economic
sense.
The market model guarantees full employment in theory only because
it assumes that the unemployed will compete with the employed for
wages. This competition would then keep wages at the market-clearing
level. But if wages are collectively determined at all, the wage competition postulated by neoclassical theory disappears and the market mechanism will not automatically adjust wages so as to avoid involuntary unemployment. Wages are set through a process of collective decision making
in which the unemployed do not participate. Whether wages will correspond to supply-side requirements does thus not depend on the degree
to which various bargaining structures mimic the market. What matters
are the criteria of collective rationality of the participating organizations,
and they speak against rather than for the neoclassical prejudice in favor
of small and weak unions.
It is true, as I mentioned above, that the threat -of unemployment is an
individual rather than a collective bad. It will force small unions or shop
committees to make wage concessions in the interest of the firm. But
their willingness to make concessions ends, according to the same egoistically rational logic, when their own jobs are no longer in immediate
jeopardy. Moreover, unions that represent workers in bottleneck professions or in plants that are employed to capacity would have no selfinterested reason at all to forego any wage increase the traffic will bear.
And unions in less profitable sectors are often still strong enough to
push through compensation for higher wage agreements reached next
door, despite their higher risk of job losses. This combination of scarcity
wages and demands for comparability explains why real wages were
rising in Great Britain despite very high unemployment.
The situation is different for an industrial union that is responsible for
large branches. It is here that such unions are able, by their sheer power,
to force the employers in individual firms , branches, or regions to their
knees, and this explains the zeal of their critics. But the principle of
solidarity to which they owe their strength compels them to an economic
rationality that is foreign to smaller organizations. Even if they orient
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themselves exclusively toward the interests of their employed members
in an egoistically rational way, the heterogeneous conditions of firms
within their jurisdiction would force them to take into account the weakest members of their constituency as soon as these are seriously threatened with unemployment. The result of uniform wage contracts negotiated by large industrial unions is thus unexploited surplus earnings in
profitable firms. These surpluses work to the advantage of industrial
policy in that they give a supply-side push to the more competitive firms
and branches, which can and should expand at an above-average rate.
Thus it is difficult to see the Swedish and German demands for decentralized wage negotiations as an expression of particular strategic
wisdom by employers and their conservative political partners. But that
is not our topic.
-(-!'-JI· · ·
·
ocr:atic. > \ -~ - ~
Keynesian coordination in the 1970s have facilitated the supply-siQevv -~, ~')( onented wage policy demanded in the .1980s. In other words, under the
\S-·economic cond1t1ons of the 1980s the weak American unions or the small
'I/'~<vand decentralized British or Japanese unions were able to offer little
~ '>(-lu ~---~ resistance to the increased exploitative capacity of the capital side .
. ,J...~* Therefore the~ were comfortable_ partners_ for employe~s- But their n_ar\J--'r -,s \ ~ 4-~ plant egoism precluded their becommg partners m a supply-side
9--*,~~\ strategy of government employment policy. That would have depended
· 1...J~~~ i &&-n the capacity to intentionally refrain from wage increases that could
~ ~ J ~ave been obtained by full exertion of their bargaining power. This
-o~ vv\, ,5 capacity for actively promoting the macroeconomically necessary re.r-0'0- , ~ distribution in favor of capital income was always much greater in the
\. i->-- ~ large and centralized monopoly unions of Sweden and Austria (and in
r~ ·1._f.' lQ.t_.industrial unions of the Federal Republic). That explains why the
-()pJV V".>f\~~merican employment miracle" was due more to expansionary governo/' :-:. ~ viv,._p went policy than to wage restraint by American workers.
·~ ~~~ L "Encompassing" and solidaristic unions were thus more capable of
~ &- · \),.' ~ elf-exploitation under the economic conditions of the 1980s than plu~~~1:,--V ralistic, fr~gmente? s~stems of interest representation, which were l~ss
::,
·. ·"P able to resist expl01tat1on by employers. Hence reports about the demise
c,'>YcP~-5 . of corporatist institutions may have been premature after all. But all this
© '->-'l'-i} does not change the fact that this "second-worst solution" is deeply un-~
satisfactory. Social Democrats and union leaders who must derive masochistic pride from the fact that they are able to organize an economically necessary redistribution in favor of capital more effectively than
the capitalists themselves could have done may still be able to thrive on
their own professionalism. But they are clearly incapable of turning their
practice into a plausible, integrative vision of the future. Therefore I

The End of the Keynesian Interlude

close this interpretive stocktaking of the experiences of the 1g7os and
early_ 1980s with~ cautious;,p$Q.11~ti\'.eJQQk..au.he_c h a ~
i!_SOC!_~emocratIC-Ke ...!!..t:~~n- ~hcy of full employment through international cooperation.
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CHAPTER TWELVE

Hopes at the End of the Eighties

In summer 1986, it almost seemed that the economic problems of Western industrial nations might solve themselves. At least it seemed that we
again had conditions under which the techniques of Keynesian demand
management that had been successful in the 1960s and early 1970s
might work again. The dramatic fall of oil prices since 1985 (the effect of
which was intensified in the Federal Republic by the simultaneous devaluation of the dollar) generated economic impulses that were a mirror
image of the impulses of the oil price shocks that triggered the crisis of
1973-74 and 1979-80. Thus there was a widespread feeling that the
crisis had passed.
Oil prices were now not driving inflation but rather helping to stabilize
prices. West Germany, for instance, had negative inflation for the first
time in decades. According to the logic that called for voluntary wage
restraint to fight inflation when oil prices were increasing, it should have
been possible to increase real wages without triggering inflationary pressures. The German wage agreements of 1986 were accordingly higher:
At the same time consumer savings from lower oil prices were available
to increase domestic demand in the industrial countries. In the Federal
Republic, for example, the oil bill in 1986 was half what it was in 1985,
which had the effect of giving Germans an additional 20 billion marks
with which they could buy domestic goods and services or other imports.
Twenty billion marks represents a far greater demand stimulus than any
of the programs of the 1970s provided (Beyfuss and Kroper, 1986). To
the same degree, of course, the income of the oil-producing countries
was falling, and with it their potential demand for imports. How soon
the positive and negative demand effects would work themselves out or
to what extent they would be mitigated or delayed by higher savings or

higher borrowin? remained to be seen, just as in summer 1974 no one
could have predicted the actual course of the first oil price crisis.
Moreover, real dollar interest rates were somewhat lower, and the
dollar had fallen 40 percent against the German mark since its high in
February 1985. These changes decreased the price advantages of European and Japanese exporters in the American market, but at the same
time they reduced external pressures on the central banks, which now
no longe~ had to d~fend exchange rates with a tight money policy that
was chokmg off all impulses toward domestic economic expansion.
On the contrary. In summer 1986 the U.S. government, which
brought about the devaluation as a means of correcting the enormous
curre~t account deficit but remained dependent on capital imports to
cover its budget deficit, pressured its trading partner nations to reduce
interest rates s~ill further in order to boost domestic demand in Europe
and Japan, whICh would benefit both American exports and American
ca pital i_mports. E:e? the U.S. threat to drive the dollar exchange rate
down still further 1f its partners should fail to cooperate made economic
sense . After a certain point undervaluation of the dollar would reduce
not only profits from exp~rts to the United States but also their quantity,
and thus would have to improve the American balance of trade. If a
flight from the dollar should ensue, it might be p0ssible to pay off old
debts at favorable exchange rates, and afterward a greatly undervalued
dollar would give rise to expectations of revaluation and would again
favor capital imports.
Just as was true at the Bonn summit in 1978, European self-interest
now spoke in favor of yielding to American pressure. If the interest rate
differential, which was necessary from an American point of view, could
be stabilized at a lower level of real interest rates, the result for Europe
would be a greater use of productive capacity and additional investment.
Moreover, the public debt would not have to be increased as it was in
1978. Quite the reverse; further reductions in the interest rates would
make it easier to consolidate the budget. Unfortunately, however, the
American demands this time were not addressed to the German federal
government, which then as now could hardly withstand serious American pressure. They were addressed to the German central bank, which is
autonomous, combative, and obviously insatiable in its desire to stabilize
prices. Thus in late July 1986 (when the inflation rate was -0.5 percent)
the Bundesbank's vice-president justified the vigorous rejection of any
further reductions in the interest rate with reference to the threat of
renewed inflationary pressure (Schlesinger, 1986). The institutional
~hances for remounting the locomotive strategy were thus less favorable
10 the Federal Republic than they had been in summer 1978, and if the
2
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German central bank remained firm, the hands of all the countries in
the European "Deutschmark bloc" were tied as well.
Therefore, the European countries might be unable to seize the opportunity to boost growth and reduce unemployment presented by unexpectedly favorable oil prices, dollar interest rates, and the dollar
exchange rate. But even if the Bundesbank were to abandon its monomaniacal pursuit of price stability and accord the same significance to
increasing employment, it would be a mistake to infer that the fall in oil
prices has recreated the stable conditions in the world economy that
facilitated Keynesian full-employment and stabilization policy on the domestic level in the 1960s.
Such a belief is belied not only by the persistence of very high real
interest rates, the danger of a global debt crisis, and the risk of a new
increase in oil prices. More important, it is belied by the fact that world
market integration, which was economically and institutionally completed
in the 1970s, has constrained the scope of a national macroeconomic
policy permanently and fundamentally (Pecchioli, 1983). The institutional changes that have made the world market the sole relevant frame of
reference for capital investors seem to be irreversible. Why else, in the
absence of an international catastrophe, should banks, savings associations, and insurance companies close their foreign branches and break up
their lucrative international business connections, and why should firms
decide to fire their foreign financial investment specialists?
The internationalization of money and capital markets not only limits
the effectiveness of domestic Keynesian demand management; it also
creates a fundamental uncertainty of expectations for all participants in
the economic process. How should long-term investment plans be calculated in view of the fact that the real dollar interest rate went from - 4.44
percent to 2.85 percent between spring 1980 and spring 1981 and in the
next year jumped to 6.40 percent? Or how can export strategies be
planned when the dollar lost a third of its value between fall 1985 and
spring 1986? This uncertainty reduces the willingness of capital owners
to make long-term real investments and increases their preference for
liquid forms of investment. This in turn increases the volume of mobile
capital for international speculation. The same process of internationalization that reduces domestic economic policy options generates and
intensifies the economic turbulences that could be controlled only by an
authority outside the marketplace.
For neoclassical economics, these problems prove the error of domestic government intervention in the free play of the international capital
and money markets, whereas Marxists like Fidel Castro see the problems
as the harbingers of the imminent collapse of the capitalist world econo-
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my (Altvater, 1985). Keynesians, who do not share the neoclassical belief
in t~e inscrutable wisdom of the market and nevertheless cannot hope
for its removal, must hold fast to their optimism about the possibility of
control eve~ un?~r the muc~ less favorable conditions of the late 198os.
If economIC cns1s mechamsms have become internationalized, then
strategies to avoid and master economic crises must also be internationalized. Keynesians must try to reestablish on the international level
the institutional capability to control economic processes that they have
lost on the national level.
~rom a European perspective there are basically two strategies by
which to accomplish this, globalization or Europeanization of Keynesian
controls._ The two strategies are not mutually exclusive; indeed, they
co u_ld remfor~e each other in their effects. Both are unimpeachable in
their economic logic-but their realization confronts such fundamental
institutional and political difficulties that it seems highly risky to place
the strategic hopes of the European Left in one of these variants of
international Keynesianism.

WORLDWIDE COORDINATION OF KEYNESIAN CONTROL?

The goal of the first strategy is to reestablish the worldwide and stable
economic order that existed in the postwar decades. At that time the
United States had such a clear economic and political predominance that
it was possible for it (or for its "internationalistic" leadership at the time)
to define its own interests comprehensively and in the long term and to
forego the use of its power for short-term, self-interested gains. The
Marshall Plan and the CATT negotiation rounds on liberalizing world
trade were examples for this responsible exercise of U.S. hegemony. But
the most significant example was the American assumption of the role of
a world banker that was willing and able to provide the world economy
with a sufficient but not inflationary supply of American dollars, which
had been elevated to the status of world reserve currency under the
Bretton Woods regime.
T he double role of the dollar as domestic currency and as the universal means of payment and liquidity basis for world trade was never
without tensions (Hankel, 1984:47-95; Schulmeister, 1986). But it also
became threatening with the relative decline of American economic
power (Table 12. 1). As American interests began to diverge from those
of the world economy, the temptation for the United States to take
adva ntage of its unique position at the expense of rest of the world
in creased.
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Table 12 . 1 Erosion of the economic hegemon y of the United States,
1950-1980

GDP (U.S.) as % of GDP of (U.S. + Japan +
European Community)
Foreign trade (U.S.) as % of foreign trade of
(U .S. + Japan + European Community)
Money supply M1 (U.S.) as % of M1 of
(U .S. + Japan+ FRG +GB + Switz.)

1950

1960

1970

1980

69.1

61.6

54-3

4o.5

33.3

27 .0

23-5

22 .1

76. 1

65 .0

4 2·3

Sources: Keohane, 1984 ; IMF lnternnlional Financial Statistics, 1977 ; 1985.

The United States gave in to this temptation when President Lyndon
Johnson decided to finance the Vietnam War through central bank credits. As long as the greater volume of dollars in circulation had to be
accepted by the rest of the world at fixed rates of exchange, a part of the
U.S. war burden could be shifted to its trading partners in real terms,
while the inflationary consequences were also exported into the world
economy. The ultimate destruction of the Bretton Woods system of fixed
exchange rates in spring 1973 put an end to this unique possibility of
burden shifting, but it did not replace the U.S. dollar as a universal
currency. On the contrary, the simultaneous expansion of offshore markets expanded the dollar supply available worldwide relative to the
American domestic money supply and provided the United States with
access to external credit markets in its own currency that were roughly of
the same magnitude as the domestic market.
The continuing role of the dollar as a world reserve currency permits
the United States to pay for its trade deficit with borrowed dollars
(rather than with debt denominated in the currencies of its trading
partners) and to repay and service its debts in dollars. This largely frees
the United States from the discipline of having to balance payments that
all other countries face, a discipline that forced Jim Callaghan and Franc;:ois Mitterrand but not Jimmy Carter and Ronald Reagan to give up
their fiscal expansion. Moreover the existence of the huge dollar supply
in the currency reserves of other nations and in the money circulation of
the offshore markets also results in a diffusion of the negative repercussions of monetary decisions. Much of the inflationary and crowding-out
effects of American fiscal policy can be unloaded abroad , while the
United States is not exposed to similar effects from the opposite direction. Because of the unequal volumes of the currencies involved, the
United States is still largely immune to the monetary and fiscal policy
decisions of other countries (Mayer, 1982).
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The world economy and especially the other Western industrial nations benefited from this fundamental asymmetry in the postwar decades . It ~stablished _the United States as a power capable of creating
order, which could , If necessary, act without the agreement of selfish
partners to provide the monetary conditrons for twenty years of worldwide economic growth and relative prosperity (Keohane, 1984; 19 84 a).
But the asymmetry became a problem when the United States lost its
sense of invincibility in the era of Vietnam and Watergate. Then the
hegemonic self-image of American policy, which was if not selfless at
~east comp:ehensive and oriented to the long term, was displaced by
mterpretauons that were much more oriented toward America's particular interests and its acute problems than toward the requirements of the
world economic order or of the Western alliance. But as soon as the
United States, as the world's banker, began to act in a short-sighted , selfinterested way, its policy ceased to be a stabilizing factor in the world
economy and contributed more than anything else to destabilizing it.
This is the point of departure for a plethora of reform proposals, all
of them aimed at either replacing the dollar as the world currency with
an international liquidity reserve and replacing the United States as
world banker with an international organization (Davidson , 1982; Hankel, 1984) or at least achieving a lasting rule-governed coordination of
the fiscal and currency policies of the important industrial nations,
which would also bind the United States (H . Schmidt, 1986). I have no
fundamental objections to the economic logic of these proposals. Transferring currency and monetary policy responsibilities to a supranational
world central bank would subject all nations to the same monetary discipline and still avoid the deflationary risks posed by a return to the gold
standard, which performed the same function before World War I. But
one would not have to go so far. Even a simple but binding agreement
between the central banks in Washington, Tokyo, and Frankfurt to refl ate the currency that was under the greatest pressure to revalue would
suffice to reduce currency speculation and to permit a more stable monetary expansion in all countries (McKinnon , 1984).
But one should be skeptical about the political and institutional
chances of realizing these reform proposals. They depend on the hope
that it is possible to replace the postwar order of the world econom y that
had been unilaterally maintained by the United States with a new internatio nal order voluntarily agreed to by the larger Western industrial
nations. The theoretical foundations for such a hope were explicated by
Robe rt Keohane ( 1984; 1986). It must rest on the assumption that all
countries share a fundamental common interest in establishing an international regime that would impose monetary discipline on all of them .
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In theory, of course, such a regime would be threatened by the temptation of individual countries to free-ride on the monetary system upheld
by others (Olson, 1965 ; Hardin , 1971 ).
But fortunately, so the argument goes, there is a solution for this freerider problem if participants are few in number and engaged in continuous interaction rather than in a one-shot encounter. Under uch conditions , rational actors will be able to punish free riders by following a titfor-tat strategy that facilitates the evolution of long-term cooperative
solutions even in the absence of hierarchical coercion or hegemonic
leadership (Axelrod, 1984). Yet however valid this explanation of the
evolution of international regimes may be in other areas, I doubt that its
logic does in fact apply to the specific circumstances of international
monetary coordination.
The more optimistic theoretical analyses as ume that somehow the
world economic situation has changed from hegemonic coordination to
a con tellation resembling the symmetrical prisoners' dilemma game.
But in reality, this change has not taken place . Even though its economic
power has declined , the United States is not merely one country among
many. The dollar continues to be immune from the monetary decisions
of countries with smaller currencies, and with it limited dependence on
international trade, the United States could survive a protectionist trade
war far more easily than could smaller industrial countries that depend
much more on exports. The significance of this fact becomes clearer in a
game-theoretical presentation contrasting the asymmetrical constellation of interests under posthegemonic conditions with the (also asymmetrical) hegemonic constellation and with the symmetrical prisoners'
dilemma game (Figure 12.1).
Both ides, as usual , must choose between cooperation (C) and noncooperation ( C). The payoff for the weaker players (columns) corresponds in all variant to the prisoners' dilemma, whereas the payoff for
the dominant player (rows) varies from game to game. (The numbers in
the payo ff matrix refer only to the rank order of preferences and not to
the order of magnitude of the given advantage.)
In the hegemonic constellation after 1945, American strength, European weakness, and the Soviet threat combined to define a ituation in
which it was in the interest of the United States to pursue a cooperative
strategy toward Western Europe regardless of the strategies chosen by its
weaker partners. The Western European countries therefore faced a
constant temptation to free-ride on the alliance (Olson and Zeckhauser,
1966), unless they were restrained by the fear of American anctions.
In the symmetrical prisoners' dilemma that i presupposed by theorists of international regimes created by voluntary self-coordination, on
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Constellations of interests under hege monic and posthegemonic conditions

the other hand , both partner have equal weight and have the same
tem ptation to behave noncooperatively. The uncooperative result is
eq ually unfavorable for both, and thus both have a common interest in
find ing a reliable way to cooperate. In long-term relationships, the
temptation to exploit the cooperative behavior of the other side can be
chec ked by punishing noncooperation.
But the prisoners' dilemma does not describe contemporary posthegemonic conditions. The dominance of the United States is no longer so
great that it can carry the burden of cooperation alone, as it could in the
postwar era. From its perspective, the partner countries are no longer
clients but competitors whose noncooperation, as Jimmy Carter learned,
can cause great difficulties for a cooperative economic policy in the
United States. And as the Western European countries have become
eco nomically stronger, their potential vulnerability has also come to be
of much less concern to the American national interest. Thus unilateral
noncooperation by the United States would now be the best outcome
from an American point of view (as was demonstrated during the Vietnam War), whereas mutual cooperation would be only second-best. More
important, however, is the fact that the United States has less to fear
fro m mutual noncooperation than its partner countries. Since its noncoo peration cannot be punished effectively, the United States is tempted
to pursue its own interests without regard for the interests of others.
American willingness to participate in a permanent international monetary regime would thus depend on altruistic motives whose trustworthine s is regarded with great skepticism by all theories of rational action.

EU ROPEAN KEYN ES IANISM AS A WAY

Our?

T his weakne s of all proposals aimed at coordinating economic and
curre ncy policy worldwide is the point of departure for proposals for
Eurocentric coordination. It also has economic logic on its side. The full
integration of the European domestic market, which the European
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Community plans to accomplish by the end of 1992, would create an
economy comparable to that of the United States in size, whose internal
dynamism would probably be greater and whose vulnerabil!t?' to t~e
world economy would be substantially less than the vulnerab1hty of its
component national economies (Table 12 .2). Even more important, the
planned development of the European currency system into a European
Currency Union with a common European capital market controlled by
a European central bank, which the German Social Democrats support
(H. Schmidt, 1984; Glotz, 1985:86-87), would achieve about equal
weight to the dollar capital market. The greater relative size of the
European currency union would mean that its exchange rate would be
less vulnerable to speculative flight than that of any of the European
national currencies. At the same time a common European currency
policy would increase Europe's bargaining power against the American
Federal Reserve. The game about interest rates , capital imports, and
relative rates of exchange could be played by both sides with roughly the
same stakes and the same risks. This would improve the chances fo r
lasting currency policy cooperation between the United States and Europe (and probably Japan as well) that would be based on their common
interests.
How likely is it that such an extensive institutional reform would be
realized, or that European institutions could function as expected with
such expanded responsibilities? Several problems collide here; each is
capable of calling the success of the Europeanization strategy into question. The first problem arises from the high need for consensus in European politics; this makes institutional reforms that require national govTable

I2 . 2

Relative size and openness, 1984

GDP (billio ns of U.S.$)
Austria
FRG
GB
Sweden
J apan
USA
European Community

Exports as
percentage of
GDP
Total
Goods

64.45
6 13.37
423.39
94 .78

37-4
3 1.1
29. 1
36.0

24.4
28.0
22.1
31.0

1,255.01
3,634.58
2,182 .59

I 5.2

13-5
6.o
12.9

7-5
11 .V.

Sources: OECD National Accounts, 1960-1984; IMF Direction of Trade Statistics,
1978- 1984.
Note: n. v. = given value is not compa rable.

ernments to sacrifice some of their autonomy very difficult. And even if,
under the _rre~su:e of_a cr!sis, they agreed to expand the authority of
European mst1tuuons m spite of the unanimity principle, national govern_ments would have every reaso9 and every opportunity to ensure
their continuing abi_Iity to i~fluence_European decisions (Scharpf, 1 98 5 ).
A Eu:opean aut?onty that m every instance had to purchase its ability to
act with concess10ns to the most reluctant national governments, on the
model of the Common Agricultural Policy, would not be a particularly
competent partner or opponent of the American Federal Reserve in the
fie]?. of international currency policy, which demands quick, flexible
dec1s10n making.
In contrast, the current European Monetary System, in which exchange rates a~e coupled i~ a more flexible regime (IFO Institute, 1 98 5 ),
may n~t be suited to re~hze a common European monetary policy for
Keynesian purposes, but its strategic capability to act vis-a-vis the dollar is
proba_bly greater than a European currency union's would be. Practically
speaking, the "foreign policy" of the European currencies that are now
tied to the German mark is conducted by the German Bundesbank
alone, whose ability to act is uncontested although one can criticize the
criteria that govern its actions. The interests of the other members of the
German mark bloc, which might deviate from the Frankfurt line, can
and must assert themselves by varying exchange rates against the mark,
but they have no veto over the policy of the leading currency. The Ger~a-~ central bank's fierce resistance to any institutionalization of respons1b1hty for currency and monetary policy on the European level is thus
~ot only gr_o_unded in its fear ?~ inflation and its interest in maintaining
Its own pos1t10n of power, but It 1s also a defense of the existing capability
for strategic action against the dollar in Europe.
However, two special problems of Keynesian demand control on the
European level are even more important than the general inflexibility of
European institutions. First, Keynesian macroeconomic control on a continental scale would depend on the coordination of fiscal policy, monetary policy, and wage policy, just as it does on the national level. At
present, however, discussion is restricted to the Europeanization of monetary policy, whose coordination even with fiscal policy is being ignored .
The European Community itself, whose budget is about one percent of
~he gross domestic product of the Community countries, is obviously
incapable of implementing a countercyclical fiscal policy on its own.
T hus the prospects for the success of macroeconomic control would
d~pend on the likelihood of coordinating European monetary policy
With the fiscal policies of the individual member countries. Mechanisms
for such coordination are nowhere in sight. The task would, at any rate ,
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be even more difficult than coordinating the fiscal policy of the federal
government, states, and communities, which failed in the Federal Republic. The national legislatures would certainly defend their sovereign
right to decide on taxes, expenditures, and deficits against a European
authority even more vigorously than against national coordinating
efforts.
If coordination between monetary policy and fiscal policy should
come about at all, then it would have to follow the "monetarist" model
practiced in the Federal Republic since 1974, which does not formally
encroach on national sovereignty. Like the German Bundesbank, a European central bank could announce its money supply goals in advance
and then leave it to the national budget makers and social partners to fit
their own decisions to the existing monetary framework. Any attempt at
a disproportionate fiscal expansion would be punished by money becoming tight. At the end of this road, one would not have arrived at the
European Keynesianism that Social Democrats hope for, but instead at
an institutionally based (and thus politically irreversible) European monetarism. It is hard to imagine why that outcome should be preferred to
domestic monetarism from a social democratic perspective-unless one
should hope that a European central bank would pursue a less restrictive
money supply policy than the German Bundesbank practices.
Even greater difficulties will confront attempts to coordinate monetary with wage policy, which remains necessary in the context of Keynesian demand control. A European monetary policy would be able to force
a uniform rate of inflation upon the Community countries, but it could
do nothing to ensure uniform increases of production costs in the various European countries. They are determined primarily by the wage
policy of the unions, and coordinated wage settlements throughout Europe are even more unlikely than the coordination of national fiscal
policies. For that reason there is good cause to assume that instead of
Keynesianism, a monetarist form of coordination would occur, resulting
in a high level of persistent unemployment.
The most serious problem, however, arises from the fact that not all
European countries are subject to the same cost pressure. Domestic systems of industrial relations vary greatly, as we have seen, in their capacity
to react with economic rationality to given macroeconomic conditions.
The fragmented negotiating system in Great Britain produces aboveaverage wage increases despite very high unemployment, and the same
is true, under different structural conditions, in France and Italy. In the
Federal Republic or in the Netherlands, wages adapt fairly quickly to
changes in the profitability of individual industries and hence to changing macroeconomic conditions. The structure of the negotiation system
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re atlve compet1t1veness of the European countries (Table 12 _3 ). If all
else were equal and the exchange rates between European countries had
not changed after 1970 or even after 1982, the Federal Republic and the
Netherlands would have swept the other countries from the marketplace.
Of course, such a thought experiment does not amount to a prognosis.
It does show, however, where the main problem of the proposed Europ~an Currency Union would lie. The Common Market has functioned
fairly w~ll because, despite the "snake" and the European Monetary
System, _,t has been possible to offset differences in the development of
product10n costs by adjusting exchange rates. If, after 1992, the Europea~ Internal M~rket, which will permit the free movement of goods,
~erv1ces, and cap,_tal, were complemented by a currency union, this adjustment mechanism -~ ould ~e lost. If costs then continued to develop
unevenly, less competitive reg10ns would lose sales, production, and em~loyment, whereas the more competitive regions could expand production and employment at their expense.
Economists, if they r~cognize this problem at all, usually assume that a
~ommon monetary policy would "discipline" national costs, but this hope
1s _not worth much. The European Monetary System has already accomplished ~h~t could be accomplis~ed _by this mechanism without being
able_to eliminate the need for penod1c exchange rate adjustments (IFO
Instnut'. 19~5). Wage :osts depend on the institutions of collective wage
determ,_na_uon, and d~fferen~ !nstitutions will produce different wages
under similar economic conditions. If these institutions are not more or
less uniform throughout the unified currency area, the results will be
str~ctur~l _di_sequili?ria and shifts between the regions.
Smee it 1s 1mposs1ble at present to create uniform union organizations
thro~ghout Europe, a necessary condition for a common European economic and currency policy is lacking and cannot be brought into existence by g_o ver~ment action. As long as industrial relations generate so
much less inflauonary pressure in the Federal Republic than in the other
European_ Comm~nity countries, a fully integrated European Internal
Market, _wnh a unified monetary and currency policy, would become the
perfect
b .
.instrument of German economic imperialism. Hence , it would
e _,rrauonal for the Federal Republic's trading partners to submit to a
unified European monetary policy or to give up their freedom to adjust
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their exchange rates. Consequently, there is very little hope that the
Keynesian control of macroeconomic demand, which has become increasingly less effective on the national level, could soon be replaced by a
Keynesian full employment policy on the European level. What may be
possible is better coordination among European countries, but the key to
such coordination is more likely to be held in Frankfurt by the Bundesbank than in Brussels by the European Commission.

BEYOND KEYNESIANISM: SOCIAL DEMOCRATIC SUPPLY-

"'
cr,

co
c<)

r-co

<J:)

.,.,

<J:)

co
r--

"'0

<J:)

cr,

C:

"'..,0..
....0

::l

...i

..,

-5
.5

-"
....

"'E

..,C:

co

0

-

cr,
cr,

r--

E
::l

·&,

vi:Q

"'..,

<J:)

0

"'0

0

SIDE POLICY AND "SOCIALISM IN ONE CLASS"?

There is much to be said for the assumption that the Western European industrial countries will have to continue to fend for themselves.
There is also much to be said for the assumption that the world economic conditions that evolved in the 1980s will continue. The only thing that
can safely be predicted about them is their instability. Neither international interest rates nor exchange rates between the American dollar and
other currencies are subject to international control, and they do not
tend to a stable market equilibrium. Instead they seem to move in cycles
that are driven by American policy decisions and speculative, selfreinforcing capital movements. These disequilibria are driven to (never
quite predictable) extremes, at which point the dynamic reverses itself to
move toward opposite extremes (Schulmeister, 1986).
The smaller industrial countries cannot isolate themselves from these
large cycles of international capital markets. At best, they can try to
exploit the limited tradeoff between the movements of exchange rates
and interest rates. Strong currencies may be able to afford to have relatively low interest rates, whereas a weak currency can avoid capital flight
only by above-average interest rates. It is true that Sweden tricked the
international capital markets by an unexpectedly large devaluation in
fall 1982, but this option was available only to a small country whose
currency played no significant role in international portfolio investments. Moreover, the trick could neither be repeated at will nor could all
countries improve their export opportunities by simultaneous devaluation. In general, therefore, the larger Western European countries cannot at present hope to shield their economies from global interest rate
fluctuations or unilaterally improve their competitiveness by manipulating exchange rates.
This means that the limits to Keynesian demand control that became
apparent in the early 1980s remain in place. To be sure, there can be
phases of relative relaxation, in which dollar interest and exchange rates
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fall and active governments can expand domestic demand and hence
employment without being punished by capital flight or the devaluationinflation spiral. But nothing supports the conclusion that such periods
will be of long duration , and as long as the international real interest
level remains high, the demand-driven investment boom that would
make possible a lasting expansion of employment in the private sector is
unlikely to occur in any case. Moreover, any expansion of private-sector
employment continues to be subject to the supply-side imperative of
high profits.
For Social Democrats and the unions, the distributive implications of
neoclassical supply-side formulas were so provocative that they would
deal with them only in polemical fashion . As a consequence, the responses of social democratic governments to the conditions of the early
1980s, when private-sector employment could be maintained only if
business profits increased substantially, lacked a theoretical foundation.
In practice, of course, Sweden and Austria had yielded to the necessity
for redistribution, but none of the protagonists apparently found these
responses plausible enough to raise them to the level of an explicit strategic concept. As was so often the case in the history of the labor movement, the strategies legitimated by socialist ideology were not practicable, while the pragmatic course of action that was in fact pursued could
not be legitimated in socialist discourse. But what if the conditions that
obtained between 1979 and 1984 should recur more frequently, and
what if not only growth and full employment but also existing levels of
government services and social welfare should continue to depend on
high profits?
The Left has no intellectually honest answer to this question. Unions
cannot see it as their role to increase the incomes of capital owners at the
expense of the workers, and Social Democrats cannot make it their program to dismantle the welfare state in order to lighten the tax burden on
business. If they nevertheless did both things, they did so with a bad
conscience and more under the cover of darkness than in the fu ll
daylight of their programmatic debates. Ideologically, and in public debate, at any rate, the hour of supply-side policies has always been the
hour of employers and conservative parties.
This did not have to be the case. If Social Democrats and unions had
fought as hard to change the distribution of ownership and wealth as
they did to increase workers' wages and the size of government, then we
would be able today to use the descriptors "capital" and "labor" as neutral categories describing types of functional income rather than as descriptions of social classes. In an economy in which everyone would be in
principle both a worker and a capitalist, in which everyone had a stock
270
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portfolio and a wage check in the mail, the shift from a demand-side to a
supply-side policy would merely mean a 1 marginal shift between two
sources of household incomes, not strategic wins and losses in the class
struggle.
But these are armchair fantasies . According to the latest available
numbers, from 1973 (which also says something about the political priority of the topic), in the Federal Republic 1 percent of households
owned 53.8 percent of the total productive assets, while the bottom 52
percent of households owned only 2 .4 percent of those assets (Glastetter,
Paulert, and Spore!, 1983:392). The distribution of monetary assets has
become even more unequal since 1973, and I suspect that this is also true
fo r productive assets (Euler, 1985). In the other countries things are not
much better (Meidner, 1978; Robinson, 1973). During the period when
distributive gains were still possible, even reformist unions preferred
higher wages to people's capitalism (DGB, 1983). And Social Democrats
were not self-confident or strong enough to pursue an active course of
redistribution of wealth without the solid support of the unions. Only the
Swedish campaign for the workers' fund made distribution of assets
topical again for leftist politics, but unfortunately in a form that precluded compromises with the centrist camp and that therefore was hardly encouraging for the nonhegemonic labor movements in the rest of
Western Europe.
With the distribution of assets that exists today, an accent on supplyside policy always benefits the class of capital owners at the expense of
the class of workers and the recipients of public transfer payments. This
explains the deep aversion of Social Democrats and unions to supplyside economics, but it does not solve their strategic problem.
Despite many demands for a version of supply-side economics that
would meet social democratic criteria, and some attempts to meet those
demands (Kromphardt, 1986; Milner, 1986; DeGeer et al., 1986;
Williams, 1985; Piore and Sabel, 1985 ; Magaziner and Reich, 1982), an
internally consistent strategic conception is not yet in sight. However, it is
clear in what direction we must look for answers. Social Democrats and
unions, concerned about workers' interests and about the obligations of
the social welfare state, must counter the neoclassical obsession with
lower real wages and lower taxes with concepts that are more microeconomic in character. A social democratic supply-side policy for the
private sector must concentrate on increasing the returns on business
in vestment, and to do so it must aim at improving the product strategies
and production processes of firms. High wages and social services must
be earned. If we are to meet the competition of the Japanese, Taiwanese,
So uth Koreans , and other nations with lower wages and lower levels of
2

7I

COMPARATIVE ANALYS I S

government social welfare servi~e_s, then our products m_ust be more
attractive and our labor productivity must be that much higher.
There is no shortage of attractive formulas for such a strategy, and
many of them have already been put into practice in the Fed~ral Republic. "Flexible specialization" in high_value-a_d~ed products (P_1ore and
Sabel, 1985) and increased product d1fferenuauon have permitted the
German automobile industry to expand despite the global crisis (Streeck
and Hoff, 1983; Streeck, 1986). The high productivity achieved by combining microprocessor-controlled machine tools with a highly trained
work force (Sorge et al. , 1982; Sorge, 1985; Kern and Schumann , 1984)
has guaranteed international competitiveness for German industry as a
whole (Sabel et al., 1986). To be sure, government can do less to facilitate
these trends than can the works councils and the unions; and what the
government can do to help small and midsized firms grow (Hjern and
Hull, 1983; Hull, 1986; Maier, 1986) seems to be easier for the conservative state governments in Baden-Wiirttemberg, Bavaria, or Berlin than
for the Social Democrats, who have traditionally tended to focus their
attention on large firms.
Microeconomic strategies allow competitive advantages to be won or
defended , and this is necessary. But there is no reason to think that
microeconomic success will eliminate the macroeconomic constraints on
the growth of industrial economies as a whole. Thus it seems unlikely
that either the promotion of high-tech industries (Tomaskovic-Devey
and Miller, 1983) or the productivity gains made possible by microelectronics and flexible manufacturing will suffice to regain full employment over the next decade in those countries where massive unemployment prevails today. If we seriously want full employment, we can no
longer depend exclusively on traditional macroeconomic or n~w ~ic~oeconomic growth strategies. Full employment has become a d1stnbut1ve
problem.
Contrary to the conventional rhetoric of unions and leftist parties,
however, this is not a distributive conflict between the production factors
of capital and labor. The front lines of that battle are defined by the
international capital markets and cannot be changed much at the national level. To be sure, these lines define only the minimum rate of return
that productive and job-creating investment must receive. They do not
affect the distribution of those incomes that are not inverted, whether
derived from wages, profits, or rents. For political rhetoric this last distinction is important enough, but we should not fool ourselves. If achieving full employment is a distributive problem , the main burden must be
bo rne by the workers. The other types of income do not count enough in
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quantitative terms. That is not to deny that social justice requires those
who receive higher incomes to be more heavily burdened .
In a practical sense, the distributive solution to the unemployment
problem has only two options: raising taxes to create additional employment_opportun!ties that must be publicly financed or shortening the
workmg week m order to redistribute existing employment opportunities. Neither of these options is easy to realize.
If_additional employment is to be financed through higher taxes (assuming that large-scale deficit spending continues to be impracticable),
one must take withdrawal effects into account. Hence expenditures must
be concentrated on projects that are clearly more labor-intensive than
the private demand they displace. That means increasing social services
rather than the large-scale public works favored by unions and Social
Democrats in the past. But any expansion of social services, regardless of
its desirability, will encounter the obstacles discussed in chapter 1 o
arising from the peculiarities of intergovernmental relations and fiscal
federalism in West Germany. In the short and medium term, therefore,
a significant expansion of active labor market measures based on the
Swedish model might be the more promising course of action (Hellmich ,
198 2; Scharpf et al., 1982).
T he attempt to pursue full employment by shortening the working
week also has its characteristic difficulties. If unions and employers in
the private sector are left to deal with this problem on their own, they
must operate under the same constraints that ordinarily apply to wage
negotiations. Whether used for wage increases at constant hours or for
reductions of working time at constant wages, that margin is usually
defined by the expected gains in labor productivity. Thus even if the
unions were willing and able to forego higher incomes, the working
week could be reduced only by such small increments that the impact on
employment would hardly be noticed. In fact, this is exactly what happened in West Germany after 1984, when the working week was on
average reduced by about half an hour each year. In order to have a
significant impact on unemployment, the reduction of the working week
would have to proceed by much larger steps, dropping from 40 to 35
hours per week within two or three years, for instance. Such large steps,
however, would exceed the margin of expected productivity gains and
hence would be counterproductive if undertaken by unions and employers acting on their own. If worker incomes should remain constant, unit
labor costs of firm s would drastically increase and overall employment
might in fact be reduced. If, on the other ha nd , unit labor costs were
held constant, worker incomes would have to fall , which would reduce
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aggregate demand and hence employment. Thus in order to be useful as
an instrument of full employment policy, work-time reduction would
have to be accompanied by government subsidies either to the production costs of firms or to worker incomes. It has been shown that such
subsidies could be financed from the reduced fiscal costs of unemployment (Reissert et al., 1986).
However, my goal is not to propose patent solutions. What is important is the strategic insight that, for the time being, full employment
cannot be recovered through strategies that are painless for the clientele
of the labor movement. Neither deficit-financed growth nor redistribution at the expense of capital incomes are available to solve the employment problem. If it can be solved at all, it is through a redistribution of
existing work opportunities and working incomes at the expense of the
great majority of those who are presently employed.
This concludes my survey of the options for social democratic full
employment policy under the foreseeable conditions of the world economy. The vision is bleak. Unlike the situation in the first three postwar
decades, there is now no economically plausible Keynesian strategy that
would permit the full realization of social democratic goals within a
national context without violating the functional imperatives of the
capitalist economy. Full employment, rising real wages, larger welfare
transfers, and more and better public services can no longer all be had
simultaneously-because growth rates are inadequate and because the
distributive claims that capital is able to realize have increased.
But that need not be the end of social democratic strategies. On the
contrary: when not all goals can be realized at the same time, the ability
to set strategic priorities increases in importance. A prerequisite, however, is to acknowledge the change in the terms of trade among capital,
labor, and government. If the labor movement's defeat in the distributive
battle is not accepted as being irreversible for now, the attempt to pursue
all goals at once will not lead to "system-transforming" reforms or to the
realization of other postulates of an anticapitalist rhetoric, but only to a
war of all against all within the Left. The most likely outcome in that case
would be a deepening division between the majority of relatively privileged jobholders in the private and public sectors and a growing minority of persons in long-term unemployment, early retirement, or occasional employment, and of young people who never gain access to
regular employment at all. This process is under way now, but it can be
halted. In order to stop it, Social Democrats and unions must be able to
demand that all workers pay higher taxes and contribute part of their
work time and work incomes to facilitate the employment of all who are
willing to work.
2
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This, I believe, _is the crucial question for the political future of
.
·11 social
democracy. If SoCia) Democrats are unwilling to face it th
•
, ey w1 cease t0
sh ape t h e f uture, leavmg the field to the social Darwinism f h
0
I'1bera Is an d conservatives.
·
Their hour might return only if tf e market
· d f
.
..
, a ter a 1ong
per10 o prosperity, pohucs were once again to focus on the d ·st ·b •
1 n ut1on
f
J· d
·
o unc a1me . gams from capitalist growth. For the foreseeable future
~owev~~• soCial democracy has a chance to shape economic policy on! if
1t exphc1tly accepts the_ full harshness of worldwide economic conditiins
and hence the ~onstramts on domestic policy options. But Social Democrats dese_rve th~s ~hance only if they hold firm to the solidaristic ideals of
democratIC. soc~ahs1:1--:-even when these ideals can be realized only
~hrough sohdanty w1thm the working classes or through "socialism withm one class."
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